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TERMS OF REFERENCE 



“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: and to make recommendations consistent with main- 
taining the same total yield of the existing duties in relation to the national income.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads under 
which evidence was invited. They explained that the list was not necessarily exhaustive and that 
witnesses could put in evidence on questions not specifically mentioned, provided that they fell within 
the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) incentives, 

(i b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(?) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and contributions ? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to :— 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

(b) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (a) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

(b) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allowances, 

reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended, or 

reduced? 

11* At® alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggregation; 

(b) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY 

INTRODUCTION 

I beg to submit the following memorandum in support 
of my scheme for uniting income tax and surtax with the 
social insurance system. A version of this proposal has 
already been published by the Liberal Party Taxation 
Committee, and it will be supported in a further memo- 
randum prepared by the Economic Research Council. 

My memorandum falls into two parts : 

I. An outline of my present proposals, with two tables 
to illustrate their effects. These proposals are adaptations 
of my original scheme, published in 1942, to meet present 
conditions, and they include amendments of the main 
idea which I support only as an interim measure. 

H. A discussion of the ideas and theories which under- 
lie the proposals, and a summary of the advantages 
claimed for the scheme. 

PART I. OUTLINE OF PROPOSALS 

I. The essential idea of the scheme which I submit is 
simple. It consists in a merger between the income tax 
and the social insurance systems, as a result of which all 
contributions would in future be made in the form of 
income tax, payable upon all the income of the individual 
whether earned or unearned. In compensation for the 
loss of the present allowances of untaxed income there 
would be granted weekly cash allowances, payable to every 
individual, on the lines of the present children’s allow- 
ances. These would be in substitution for all (or part) of 
the present insurance benefits. 

2. The original proposal, put forward in 1942, involved 
a weekly cash payment to every individual equal to the 
amount of the insurance benefits then payable, and the 
consequent cancellation of the entire insurance system. 
Although I adhere to this original proposal as being right 
in principle, I recognise that in present circumstances the 
complete scheme would require a rate of income tax to 
cover the cost of the scheme (in addition to the provi- 
sion of the present yield of the tax for other purposes), 
whioh would be too high, and which might have a disin- 
centive effect on production. I therefore accept as inevit- 
able that there should be a preliminary stage, as proposed 
by the Liberal Party Committee in their pamphlet dealing 
with the scheme,* in which the positive payments which 
I proposed would be reduced to a smaller figure, and the 
system of insurance benefits would be continued on the 
present lines during unemployment, sickness, or in retire- 
ment, as a supplement to the proposed income tax cash 

* Reform of Income Tax and Social Security Payments. A 
Liberal Party Yellow Book published March, 1950. 
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allowances. No supplement would be needed in the case 
of children, who would be adequately covered by the 
normal cash allowance. 

3. I do not claim to be able to suggest what is the 
proper rate of income tax, or what the proposed cash 
allowances should actually ibe in .present circumstances, 
since these figures depend upon the economic situation 
and the degree of inflation or deflation already in exist- 
ence. In the attached tables (which are submitted simply 
for illustration) I have chosen the simple figure of 10s. 
per head per week for the proposed cash distribution, 
and calculate that this would have involved a 4s. rate 
of earned income tax on the basis of the 1950-51 Budget 
figures. 

4. The selection of a 10s. cash distribution is in fact.the 
same choice as that of the Liberal Committee, since the 
figure of 12s. 6d. which they proposed was made to in- 
clude a payment of 2s. 6d. per head per week to com- 
pensate for the cancellation of an equivalent amount of 
the food subsidies. Although I believe it is ultimately 
desiraible to use cash benefits given under the scheme in 
preference to food subsidies, such a proposal is quite 
distinct from the scheme which 1 am putting forward, 
and I have therefore calculated the attached tables with- 
out reference to food subsidies, and have assumed that 
they were being continued at their present level. 

5. In the tables attached I have retained the supple- 
mentary tax, commencing at £600 a year, which was 
proposed by the Liberal Committee, because I recognise 
the need in present circumstances, for a more progressive 
system of taxation than that implied by my original 
scheme, and also because I found myself unable to make 
a satisfactory estimate of the effects of any variation of 
their proposals. I am not, however, in agreement with 
the reasons for imposing the additional tax in addition 
to surtax which are given in paragraphs 67 and 68 of the 
Liberal pamphlet, where it is implied that there should 
be an upper ceiling to private incomes, nor with the 
general idea of imposing a supplementary tax distinct 
from the surtax system. I give my reasons for differing 
from the Liberal Committee’s Report in paragraphs 6 
and 7 below, and in Part H. 

6. In my opinion the imposition of a supplementary 
tax upon incomes between £600 to £2,000, assessed and 
collected on separate principles from both income tax 
and surtax is an unnecessary complexity ; I have included 
it in my tables merely because I could not illustrate the 
financial effect of a complete scheme of this kind upon 
the actual income of the average wage-earner and his 
family without making use of these figures, owing to my 
inability to recalculate them accurately in the form I 

A 2 
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actually propose. My actual suggestion is that a revised 
and remodelled surtax system should be brought into 
operation at £600 or £700 a year and carried up to the 
highest levels of income on a single evenly-graded scale 
administered by a single authority, instead of requiring 
two authorities and. two "sets of assessments and returns, 
as would the Liberal Committee’s proposal. 

7. The scheme I propose would thus consist of two and 
not three separate systems of income taxation, and would 
also abolish the poll-tax which is now levied under the 
name of an insurance contribution. (See Part II.) There 
would be: 

(a) « The “ Social Security ” or “ Welfare ” tax, levied 
upon all current earnings, on a weekly basis. This 
would represent in effect the citizen’s method of paying 
for the social benefits received through the agency of 
the State* by means of a single tax of so much in the 
£, in place of the present heavy flat-rate contributions, 
plus income tax. If the attached tables are substantially 
correct, the “Welfare” tax would amount to 4s. in 
the £, on earned income, and 5s. in the £ upon all 
unearned income which would be taxed at source, f 

As explained above, the hardships which would arise 
from a 4s. tax levied universally upon all income would 
■be entirely countered by the proposed system of posi- 
tive cash allowances of 10s. per head per week, which 
would cancel the tax payments for the lower income 
groups and would mean that those in the very lowest 
income groups would actually benefit substantially by 
the scheme. The tables show that at no income level 
would anyone suffer any diminution of income as a 
result of the proposed changes. 

( b ) The Income-Surtax, levied in arrears, and after 
individual assessment, upon all income above a certain 
level. 

(The figure of £600 a year was suggested by the 
Liberal Committee and is therefore repeated in the 
tables attached for the reasons explained. It is sug- 
gested, however, that a better level, in present circum- 
stances, for the commencement of the surtax, would be 
£700 a year, in order to reduce the number of those 
assessed for this tax to the smaller proportions of the 
salaried workers, leaving the great majority of wage 
earners outside the surtax category. It may not, how- 
ever, prove possible to avoid going down to the £600 
level, for financial reasons.) 

8. It is suggested that those features of the present 
income tax which have proved to be just and satisfactory 
should be incorporated in the Income-Surtax system, in- 
cluding the principle of making allowances of non-taxed 
income in respect of children and dependants. The 
Report of the Royal Commission on Population contains 
ample justification for the grant of relief from tax for 
those with children to support at a scale which rises in 
proportion to income, and I consider that at the higher 
income levels, in which individual assessment of income 
is in any case necessary, it is probably more convenient 
to carry out this principle by way of negative allowances 
than by positive cash payments, which can give rise to 
the absurd duplication of being themselves subject to tax. 

9. The Income-Surtax system proposed should not en- 
force the joint assessment of income of husband and wife, 
a principle which is totally unjust under present social 
conditions. 

The Insurance System in relation to the Scheme. 

10; The modified scheme outlined above does not, un- 
fortunately, entirely effect the major administrative simpli- 
fication proposed in the original scheme inasmuch as it 
does not abolish the need for supplementary benefits to 
be paid during unemployment, sickness and on retirement ; 
but it does effect some simplification, by abolishing the 
stamping of cards and the differential basis of contribu- 
tions. All payments by the worker would, under the 
scheme, be made through the income tax system, and not 
by flat-rate contributions, which tend to be very unjust 
in their incidence, and which no longer reflect any genuine 
insurance element in view of the very large supplementa- 
tion which is required, from funds contributed by the 
general taxpayer by other means. This supplementation 

* See Part IT. 

'■ See Part II for a discussion of the theoretical basis of this 
'button. 



will assume constantly greater proportions as the rising 
age of the population demands greater expenditure upon 
pensions, and it is difficult to see upon what logical 
grounds it is claimed to be necessary or desirable to levy 
a part of the sum needed for welfare expenditure on a 
flat-rate basis when taxation according to income is 
generally accepted as a much fairer system of contribution 
than a poll tax. 

11. It is a matter for consideration whether the existing 
machinery for administration of insurance benefits would 
have to be retained in full, or whether some simplified 
system would be sufficient once the scheme was in 
operation. The scheme would reduce the administrative 
work involved for several reasons : — 

(a) individual contributions would no longer require 
to be collected and accounted for on a personal basis ; 

(b) in future every individual would be eligible for 
benefit, no further regard' to the amount of his con- 
tributions being necessary" when considering his right 
to benefit ; 

(c) children would be exempt from the scheme, since 
the cash allowances already paid in Tespect of each 
child (including the first) would be larger than the 
insurance benefits payable at present; 

(d) owing to the regular receipt by each individual 
of' 10s. per week (a benefit which would not preclude 
him from undertaking work on a part-time basis, since 
it would be payable universally), it is possible that 
application for the supplementary insurance benefit 
would not always be made in the case of short periods 
of illness or unemployment. Owing to the amount of 
certification involved, and the fact that part-time work 
has to be discontinued both by those making a claim 
and by their wives, the supplement (amounting to only 
about 3s. per day for a married couple at present 
rates of benefit) might not seem worth applying for in 
many cases. This factor, if it became important, 
would, of course, still further reduce the cost of insur- 
ance benefits. 

12. Owing to the rising cost of living, the statutory 
insurance benefits are unlikely to be sufficient in future 
to maintain, above the level of want, those families suffer- 
ing from total lack of earning power owing to unemploy- 
ment or sickness. Supplementary aid by the National 
Assistance Board will therefore be necessary in the 
majority of cases unless the statutory benefit is raised. 
It is possible that, if this scheme were adopted, the ad- 
ministration of unemployment and sickness insurance 
benefit and retirement pensions could eventually be merged 
with that of the National Assistance Board. The rise in 
the cost of living means that applicants for benefit, being 
entitled only to the amount of the statutory insurance 
payment without means test, will require to submit to 
examination of their circumstances before receiving ade- 
quate maintenance. If the National Assistance Board 
and the Insurance Authorities were merged, the further 
enquiries entailed would at least be conducted by the 
same authority ; only one set of officials would be in- 
volved, and only one set of forms required in the case 
of each applicant, instead of two or more as at present. 
I have not, however, had the opportunity to give serious 
study to this proposal, and I do not press it. I much 
prefer an adequate rate of benefit granted without means 
test, if lie economy of the country makes this possible. 

13. It will be noted that the attached tables do not 
exempt the employer from his payment of insurance con- 
tribution on the present scale. I do not concur with the 
proposal to abolish this contribution which is contained 
in the Liberal Committee’s Report. (Para. 69.) There are 
many other forms of taxation of industry which are 
more urgently in need of repeal than this particular 
contribution. 

Detailed application of the Scheme 

14. I am anxious not to put forward proposals concern- 
ing the detailed working of the scheme in any but the 
most tentative sense. It is the main principle and not 
any of the detailed suggestions which I am anxious to 
place before the Royal Commission for its consideration. 
The following proposals are therefore only included by 
way of illustrating and clarifying the main proposal, and 
in no sense as if they were essential features of the 
scheme. 
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15. (a) Payment of the 10j. cash allowance 

I consider that this is a personal payment, and should 
be made direct to each adult individual and not to 
some other person on his or her behalf. For this reason 
I consider that a wife is entitled to receive her allowance 
direct and not through her husband ; but this proposal 
is not a part of the scheme itself. Children’s allowances 
would be payable to either parent, or to a legal guardian 
on behalf of the child, as in the case of the present 
children’s allowances, which would of course be merged 
into the new scheme. 

In the case of wives and dependants, and pensioners, 
I assume that the payments would be made in the same 
way as separation allowances were paid during the war, 
i.e. by the issue of books of dated coupons cashable at 
any Bank or Post Office. If the pressure upon the post 
offices were too great, as a result, it might be found desir- 
able to license suitable shops to act as sub-post offices for 
the purpose of cashing the vouchers. 

Alternatively arrangements could no doubt be made 
for the. books to be deposited with the employer and for 
the sums due to be included in the wages packet, either 
for the wage-earner himself only, or for himself and his 
wife and children. The vouchers would in either case 
be forwarded to the Inland Revenue by the employer or 
by the post office (or shop) as evidence of encashment, 
and they would entitle the employer (or post office or 
shop) to receive the equivalent sum in repayment. 

The distribution of the books of vouchers could be 
“ staggered ” over a considerable period in order to reduce 
the pressure of work falling upon a certain date, as in 
the case of ration books. 

(b) Deduction of tax 

This would be carried out by the employer as at present. 
Being a simple deduction of a fixed percentage (20 per 
cent., ie. 4s. in the £) from every pound earned, and from 
every employee alike, the work of administering the tax 
collection would be very greatly simplified as against the 
present system of P.A.Y.E. 

Part-time workers such as charwomen might find it 
easiest to keep a book to which each employer might affix 
postage stamps to the value of one-fifth of the earnings 
shown, deducting this amount from the sum paid. 

In the case of those self-employed persons, from whom 
it is difficult to obtain returns of income earned, it is sug- 
gested that they .might be assumed to be earning a net 
average of, say, £10 per week, and on this assumption 
be asked to remit to the Exchequer a sum equal to 20 per 
cent, of this amount weekly (i.e. £2 per week) unless 
they produced evidence that they were actually earning 
less than this figure. In this way fairly acourate returns 
might be expected from them in cases where genuinely 
small incomes were 'being earned. Those earning more 
than £500 a year would be on the borderline of assessment 
for Income-Surtax as described above, and could perhaps 
be dealt with by the Income-Surtax assessment machinery. 

Encouragement of saving through the scheme 

16. It is suggested that the introduction of the scheme 
might give a greatly increased impetus to private saving, 
particularly in the lower ranges of income, if arrange- 
ments were made to credit sums saved from the cash 
allowances to the individual’s account at the Post Office 
Savings Bank. A form could be signed by the individual 
anxious to save, authorising the deduction of one or two 
shillings a week from his 10s. benefit (or even perhaps, 
surrendering the whole cash payment) the amount agreed 
upon being automatically credited instead to his account 
at the Post Office Savings Bank. In the case of children, 
parents might be willing to authorise the banking of all 
or part of the weekly allowance in the name of the child, 
thus providing a small fund, available later on for 
expenses incurred by special training, on entering business, 
or for marriage. 

The possibility of saving automatically, by the mere 
signing of a single form, and of obtaining immediate 
investment, with interest, without further trouble, should 
make saving much more attractive than under existing 
conditions. It would be a case of easy “ contracting in ” 
to save, and of being faced with effort if desiring to 
“contract out”, instead of having to make continuous 
mental and physical efforts to save and invest small sums 
weekly, with the risk of robbery necessarily involved if 
14174 ,.-. r 



the savings are made in cash and remain .uninvested for 
long. 

The Financial basis of the scheme 

17. The attached tables (which were prepared before 
the rearmament programme was in view) are based upon 
the same assumptions as the calculations in the Liberal 
Report. They show the seemingly impossible result of 
raising slightly or substantially the weekly income of 
every individual in the country without diminishing the 
yield of income tax for the general purposes of the 
Exchequer. Although more or less the same results as 
these have been reached at different times in the last nine 
years by a number of different experts making inde- 
pendent calculations about the effects of the scheme, it is 
natural that the figures should, on each occasion, be 
queried on the grounds that they show an impossibly 
favourable conclusion. 

I therefore set out what I believe to be the explanation 
of the apparent discrepancy. 

18. There are two factors inherent in the proposal which 
affect the figures, although it is not possible to set them 
out plainly in the tables. These factors are: 

(a) The cessation of the present overpayment of insur- 
ance contributions which, having been calculated on the 
basis of an expected average of 84 per cent, of unem- 
ployment, which has not been fulfilled, have built up a 
large capital fund. This surplus amounts to £157 
million in the period referred to in the tables attached. 
This, excessive insurance contribution, being no longer 
collected under my scheme, the surplus naturally reverts 
to the present contributors in the form of a larger 
weekly income retained after deduction of all taxes and 
contributions.* 

(b) There is a substantial reduction in the amount 
which would be paid out annually by way of insurance 
benefits under the scheme, since the first 10s. of the 
statutory benefit for each individual is already provided 
by the Social Tax allowances which are granted as a 
replacement of the present personal allowances of 
untaxed income and other rebates. This economy has 
not yet been accurately calculated, but may be of the 
order of £80 or £90 million under present conditions. 
It would be much more if unemployment were to rise 
by even 1 per cent. This saving is reflected in the tables, 
inasmuch as the total cost of the scheme, which includes 
the cost of insurance benefits, is thereby reduced. It does 
not, however, appear as a reduction of the weekly 
expendable income of a given family in employment, 
and it is (inevitably) this latter income which is shown 
for comparison in Table II. As a result of these two 
factors, I believe that the tables contain a concealed 
advantage of from £200 to £250 milli on in favour of 
the scheme. This may account, for .the improvements 
in incomes which the scheme produces, and which are 
not illusory. 

19. It may be argued .that the proposed cessation of the 
present build-up of the Insurance Fund requires to be 
taken into account in the preparation of an overall type of 
Budget such as the present one, and that the scheme 
would therefore show a deficit if considered against the 
background of the total national balance sheet. I believe 
that, against this deficit, it would be correct to set the 
saving on insurance benefit payments referred to above, 
a saving which would be larger (just as the cancelled 
surplus would be smaller) in a year of less completely full 
employment than 1950-51, but this saving would only 
become visible the following year. It is possible that the 
two factors would actually cancel each other out in a 
few years, even if only on account of the rising age of 
the population and the consequent increase in pension 
payments. 

However this may be, I suggest that there is a funda- 
mental dishonesty about the exaction of a consistently 
excessive rate of insurance contributions from the wage- 
earning classes, and the use of the resulting surplus to 
build up a fund which is not in fact required for the 
genuine purposes of the insurance system in present 
conditions. This large fund, concerning the management 
of which no adeouate account is normally given to Parlia- 
ment in the Budg et speeches and reports, is becoming a 

* The existing capital of the Insurance Fund is not in any way 
affected by the scheme. It is merely the large annual increase of 
this Fund which is discontinued. 
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major factor in extra-Budgetary Government finance, and 
is capable of causing trouble by its very size. It seems 
as if it should on no account be increased. I consider 
that if large amounts of excess taxation are required, for 
whatever reason, the surpluses so raised should be plainly 
shown in the Budget statement, for the ordinary taxpayer 
to see and understand, and should not be disguised as 
insurance contributions, for which it is assumed, no 
explanation is needed in a Budget discussion of other 
forms of taxation. 

The two points raised above might be summarised as 
follows: — 

The scheme appropriates the existing annual surplus 
on the Insurance Fund, although it leaves the existing 



capital untouched. At the same time it reduces the 
annual cost of each benefit by 10s. per head per week, 
because it makes use of the same 10s. weekly benefit 
offered by the scheme (in exchange for the present allow- 
ances of untaxed income) to cover the first 10s. per head 
per week of the insurance benefits. 

These results are not, of course, deliberate ; they are 
the automatic effects of the major simplification which 
the scheme makes possible. They could, if necessary, 
be cancelled by adjustments in the rate of .tax, of weekly 
cash benefits or of unemployment and sickness pay. 

Arguments in support of the principle of the scheme 
and of its advantages are contained in Part II. 



• TABLE ILLUSTRATING LADY RHYS WILLIAMS’ INCOME TAX REFORM PROPOSALS 
' Statement of Revenue and Expenditure on Estimated Basis (1950-51) 

(The figures in this Table are estimates only, based on 1950-51 Budget figure. The baas of their calculation is 
Sat of SrUberal Report, revised to omit Food Subsidies and to retain the Employers Contnbutton. They are 
supplied for illustration only, and are not claimed to be accurate) 

Expenditure 

Social Security Payments 
Personal Allowance at 10s. per week 



Revenue 
Income Tax 

At 4s. in the £ on £8, 407m. of earned income. . 
At 5s. in the £ on £l,307m. of unearned income 
At 5s. in the £ on £l,lllm. (a) of undistributed 
profits 



£m. 

1,681 

327 



Supplementary Tax (on basis of Liberal Report, 

Schedule I, p. 34) 

Employers’ Contribution to National Insurance ... 
Surtax 



400 

194 

120 



Children’s Allowance at 10s. per week 
Supplementary Allowances (see Liberal Report 

Schedule I, page 34, item (h)) 

National Health Service 



Contribution to general Government expendi- 
ture (6) 

Surplus Balance 



£/n. 

1,014 

286 



Notes: 

(a) £l,305m. less £194m. Employers’ Contributions 
lb) Gross Yield of Income Tax per 1950-51 

Budget 

Gross Yield of Surtax 

. 1,508 

Less: Direct Savings on basis of Liberal 

Report, excluding food subsidies ... 621 

887 



£m. 

1,388 

120 



Table II 

EX A MPT PS OF WORKING OF SCHEME ON BASIS OF 4s. INCOME TAX AND 10s. WEEKLY DISTRIBUTION 
SHOWING COMPARISON OF NET INCOMES (1950-51 FIGURES) 





Gross Income 


Taxation 


Net 

Income 


Present 

Net 

Income 

(Round 

figures) 


Net 

Saving 


Per 

Cent, of 
Present 
Net 
Income 




Annual 

Earned 

Income 


Personal 
Allow- 
ance at 
10s. per 
week 


Total 


Basic 

4s. 


Supple- 

mentary 


Total 








£ 


£ 


£ 


£ 


£ 


£ 


£ 


£ 


Single Man or 


200 


26 


226 


40 


— 


40 


186 


182 


4 




Woman. 


400 


26 


426 


80 


— 


80 


346 


343 


3 


0-9 




600 


26 


626 


120 


- 


120 


506 


480 


26 


5-4 


Married Man, 


200 


78 


278 


40 


_ 


40 


238 


187 


51 


27-3 


One Child. 


400 


78 


478 


80 


- 


80 


398 


375 


23 


6-1 




600 


78 


678 


120 


- 


120 


558 


535 


23 


4.3 




800 


78 


878 


160 


13 


173 


705 


667 


38 


5-7 




1,000 


78 


f,078 


200 


33 


233 


845 


795 


50 


6-3 




2,000 


78 


2,078 


400 


133 


533 


1,545 


1,435 


110 


7-7 



(For relative effect of scheme on other categories, see Liberal Party Yellow Book, Schedule II) 
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PART II. THEORIES UNDERLYING THE PRO- 
POSALS, AND SOME ARGUMENTS IN SUPPORT 
OF THE SCHEME 

The Scheme considered as a Contract between the Citizen 
and the Community 

21. The basic principle of the scheme, as originally put 
forward in 1942, was summarised in the name then given 
to it — “ A new social contract.” Since .then, the proposal 
has been discussed chiefly in the light of its practical 
applications and details, its main object having been 
recently described as increased incentive to overtime work. 

I would like to stress that this aspect of the proposal repre- 
sents only a small part of the objectives of the scheme. 
In .this memorandum I attempt to outline some of the 
wider implications of the proposal, as originally conceived, 
because these earlier ideas seem to be particularly applic- 
able in present circumstances. 

22. The idea was, and is, that all those welfare services 
which are provided by the State to every individual should 
be included in a single comprehensive system, to be paid 
for by the breadwinners in. each family, not by way of 
flat-rate premiums, but by way of a percentage of income, 
to be called a “ welfare contribution ” and not considered 
as a tax in the ordinary sense. The rate of this contribu- 
tion would be calculated each year in strict accordance 
with .the proposed outlay on the social services.* 

23. At the back of this proposal lies the assumption that 
the relationship between the citizen and the State falls into 
two parts, which ought to be kept distinct from one 
another from .the financial point of view. In the first 
category come the dues which have always been claimed 
from the citizens of civilised communities by the rulers or 
Governments, and which might be called the “national 
taxation” payments, namely the costs of Justice, order, 
defence, the Crown, Government administration, the 
National Debt, public works, and so on. In the second 
category come the social services, which are, in effect, 
merely a convenient arrangement whereby the citizen 
makes use of the central (or local) Government machinery 
to provide himself and his family with goods, services, or 
benefits required to fulfil his personal needs, and which, 
without such arrangement, he would have to provide out 
of his private purse. The fact that the development of 
statistical science and of administrative machinery has 
proceeded so far today that it is possible to prepare a 
comprehensive scheme of this kind, upon genuinely 
actuarial lines, and to pay for all the varied benefits by a 
single contribution based upon a percentage of all income, 
does not alter the fact that the essential element in such 
a scheme is that of purchase by the individual citizen 
of the benefits and services which he desires to have, using 
the State as his agent to carry out his wishes. 

24. Such a scheme should be thought of as a giant 
insurance system, in many ways similar to the present 
one. The differences are that the contributions would be 
made in accordance with income, and the whole range of 
modern welfare services would be included, instead of 
those only which happened to have 'been approved at the 
time when the idea of a national insurance system was 
first adopted in this country, more than forty years ago. 

25. In such a picture, the conception of universal cash 
allowances, which is an essential part of my proposal, 
falls into place as one of the many forms of social benefit 
which the citizen would 'be choosing to purchase with his 
welfare contribution. These allowances would replace 
the existing negative allowances of the income-tax system, 
which have come to be regarded in the light of actual 
benefits, and which are, in disguise, an important part of 
the present welfare plan, being the State’s acknowledgment 
of the needs of families in the middle levels of income. 

26. With taxation at its present high rate, remissions 
of tax granted to certain classes or groups, if they involve 
an increase of the taxation of other groups, are identical 
in their effect with the grant of positive cash allowances, 
or free services. It is not correct to speak of them as if 
they were true remissions of taxation unless the whole 



* If the above theory were to be accepted in full, the figures in 
Part I, Table I, would require rearrangement and modification 
inasmuch as the food subsidies should clearly be included in the 
Welfare group, to be financed out of the 4s. contribution. The 
revenue from the supplementary tax and surtax would still go to 
the National Exchequer. The revenue of the scheme would then 
be £2,480 million and the expenditure £2,455 million, an approxi- 
mate balance. 
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range of taxes is being similarly reduced. I stress this 
point, because the substantial remissions of income tax to 
those in certain income brackets which have been made in 
recent budgets have been accompanied by increases in 
purchase taxes, tobacco duties, etc., and have therefore 
represented, not genuine remissions of tax, but rather the 
grant of the equivalent of cash benefits to single people, 
earning good wages, at the expense of families at all 
income levels who have to buy taxed goods. If it had 
been fully understood that these remissions are, in effect, 
cash benefits for certain individuals at the cost of other 
taxpayers, their anti-social nature would have made them 
unacceptable. It is for this reason, in particular, that I 
consider that the open grant of cash allowances is more 
desirable as a means of dealing with the problem of family 
maintenance than the present complex negative allow- 
ances, especially as it also assists those below income-tax 
level. 

Advantages of the Scheme 

(a) Practical Advantages 

27. The benefits of the scheme fall into two groups, the 
practical and the psychological. I have included in the 
latter many points which would in fact have an immediate 
practical effect (for example, the encouragement of saving) 
leaving for the former only the most obvious advantages, 
such as : 

(1) Economy in Clerical Manpower 

28. This would be effected not only in the Inland 
Revenue, but throughout industry, by the ending of the 
individual collection of insurance contributions, with all 
the card-stamping work and entries which this involves, 
and the replacement of PAYE codes by a universal deduc- 
tion of a fixed percentage of all income, from all em- 
ployees alike. The economies here would be very large. 
There could also 'be economies at the Ministry of National 
Insurance for the reasons outlined in Part I, paragraph 11. 
The National Assistance Board would have a substantially 
smaller burden due to the reduction in the number of 
applications following the grant of the universal benefit 
of 10s. a week. Against these savings must be set the 
increased work involved by the periodical distribution of 
books of weekly coupons to all adults ; but this would 
not burden every employer in the country as do the 
present PAYE scheme and the stamping of cards for 
individual insurance. 

(2) Increased Incentive 

29- By ensuring that the rate of taxation on earnings 
did not rise above 4s. in the pound until after £12 per 
week was reached, the discouraging effect of high taxation 
would be removed for the majority of wage-earners. In 
addition, the rate of tax on married men with children 
or other dependants to support, earning £600 a year and 
over, would be appreciably reduced by the scheme, which 
would thus help to restore incentive to increase earnings 
among salaried workers. 

(3) Improved Opportunities for Self-Help by the 

Unemployed 

30. Instead of remaining wholly unemployed and 
dependent upon insurance benefit (or, as seems probable 
owing to rising prices, insuranoe-plus-assistance), those who 
elected not to receive the supplementary payments from the 
Insurance Fund, in addition to their normal cash allow- 
ances, would be free to undertake part-time work to 
augment their income. There would be no question of 
unfair competition with others, since all would be receiv- 
ing the same allowances as themselves. A man with a 
wife and two children, having a regular income from the 
scheme of 40s. a week, could in most cases bring the 
figure up to much more than the statutory amount of 
unemployment benefit by undertaking odd jobs, and his 
wife could do the same. The possibility of providing local 
schemes of self-help for the unemployed in areas hit by 
severe structural or temporary unemployment would be 
greatly increased by the scheme, since half the burden 
of maintenance would be provided without loss of the 
right to earn supplementary amounts. Inasmuch as such 
efforts were successful, the cost of maintaining the un- 
employed would be taken off the Insurance Fund. 

(4) Inclusion of the existing subsidies in the Social Services 

31. Although as stated in Part I, the abolition of the 
food subsidies is not part of the scheme (being a matter 
for political decision), if the scheme were introduced the 

A 4 
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way would be cleared for this to be done if thought 
desirable, as is pointed out in the Liberal Report. The 
scheme makies possible either a selective or a general 
increase in weekly cash payments to be granted m com- 
pensation for the withdrawal of the food subsidies. With- 
out the scheme, additional machinery would need to be 
created to provide the compensation which would be 
essential if grave hardship was to be avoided. Other 
subsidies besides those on food could, if necessary, be 
dealt with in the same way. In particular, the scheme 
might provide a solution to the problem which Lord 
Beveridge, in his report, confessed to finding insoluble, 
namely the provision of compensation for those unem- 
ployed who live in areas with an unusually high average 
rent, and whose insurance benefits are therefore insuffi- 
cient to maintain them without Means-tested assistance. 
This represents a real hardship to thrifty workers, who 
find themselves at a disadvantage in comparison with 
others in low-rented districts. It is possible that the 
problem could be dealt with under the scheme by the 
grant of higher rates of allowance for those living in 
such areas. 

( b ) Psychological Advantages 

(1) Avoidance of the Necessity for the Means Test 

32. As pointed out in paragraph 30 (above) the value of 
statutory .pensions and other benefits has been so much 
reduced as a result of devaluation and rearmament that it 
has become necessary, in many cases, to supplement them 
by means-tested Assistance. If this trend is continued, and 
particularly if pockets of unemployment develop as a 
result of shortages, or of the redeployment of industry, 
this necessity will become the rule rather than the excep- 
tion. The first shock of unemployment may be cushioned 
by the reserves of several good years of full employment 
and saving, but as these are used up, the need to apply 
for National Assistance among those .thrown out of work 
will become widespread. I consider this to be a most un- 
desirable development, both from the point of view of 
the Exchequer and of social justice. I differ strongly from 
those who look upon it as a safeguard of 'the taxpayer’s 
purse. Such a notion is based upon failure to appreciate 
the change in the outlook of the lower-income groups 
whioh has .taken place in recent years. 

33. At a time when centuries of social condemnation of 
the indigent, and harsh .treatment of applicants for relief 
had produced a feeling of shame when help was required, 
the indignities of the Means Test represented a genuine 
barrier against misplaced applications for relief ; but 
matters are quite otherwise to-day. The comparatively 
generous scale of national assistance, which has risen with 
the cost of living, and the privacy under which it is granted 
have removed the old distaste for its receipt. Assistance 
grants are thought of in the same tight as are all other 
benefits provided by the State, whether statutory or other- 
wise. The normal, self-respecting citizen can see no 
reason why he should deprive himself of pleasures and 
comforts while his earnings are good, in order to save for 
old age or bad times, since by doing so he will gain 
nothing, but on .the contrary will lose the substantial 
Assistance benefits which he could otherwise receive. It 
is not at all surprising that the will to save has already 
been largely destroyed, since it is bad business for any 
wage-earner to undertake provision for his own future, 
and so lose his pension from the State. The Means Test 
thus provides a strong discouragement to .thrift and 
independence of spirit, and it also creates a sense of in- 
justice, for the bias against the hard-working members 
of society is keenly felt by them. Grave harm is being 
done .to .the national character by the growing dependence 
upon means-tested assistance, as will be discovered when 
it is too late for a remedy. 

34. My scheme does not, of course, entirely avoid the 
need for means-tested assistance for the destitute, but it. 
greatly reduces it, by providing a certain amount of benefit 
(10s. a week) even for those not entitled to retirement 
pensions, without submission to a means test, and so 
encouraging 'the individual to try to fend for himself, even 
when old, or in poor health, or unemployed. (See para- 
graph 30, above.) 

(2) Encouragement of Saving 

35. The provision of greatly simplified methods of saving 
and investment for every member of the community (see 
Part I, paragraph 16), would also assist in restoring the 
sense of independence and thrift. 



(3) Reassurance of the Taxpayer 

36. I believe that this aspect of the soheme is, in present 
circumstances, of prime importance, and I .therefore deal 
with it a tittle more fully .than the others. 

Mr. Aneurin Bevan has said that the revolutionary force 
which is visibly at work in the world to-day is not Com- 
munism but Egalitarianism, and I believe this to be true. 
The egalitarian impulse has, in Russia, been captured by 
the .traditions of oriental tyranny, and has become merged 
in Russian Imperialism, but in the West it is still working 
hand in hand with Parliamentary democracy. 

37. In this country, in the last ten years, the normal 
machinery of taxation has been used as an instrument for 
the redistribution of wealth, and this has been possible 
because the conscience of those who .paid the high rates 
of tax has been, on the whole, in alignment with the policy 
of redistribution. The abolition of want has been accepted 
since the time of the Atlantic Charter, and before, as an 
object for which confiscatory taxation must be endured. 



38 Although the principle is almost universally accepted 
that want and avoidable sickness should be ended in this 
country, the precise limits of .this .policy are a matter of 
controversy, and the recent dispute over the imposition 
of charges for teeth and spectacles is a symptom of this 
disagreement. Where the benefits for which they are 
paying are provided to all comers, and not merely to 
relieve destitution, .taxpayers feel increasingly that the 



39 The problem of where to draw the tine has been 
greatly complicated by the rapid disappearance of .the g<m- 
graphical boundaries hitherto accepted as the chief safe- 
guard to the taxpayer against undue burdens. It is not yet 
twenty years since the support of the destitute was first 
accepted as a national duty even in Great Britain, baymg 
until then been at the charge of the Local Authorities 
since .the time of Queen Elizabeth. The principle of fair 
shares” is working tike a leaven throughout all the poor 
and backward .parts of the world, as logic and ethics alike 
demand that it should: if it is right in Britain it cannot 
be wrong elsewhere. From the West Indies, Malta and 
other places, deputations have argued with Socialist Minis- 
ters that it is morally wrong for the British to enjoy 
luxurious social services and a high standard of hymg 
while serious poverty continues as the result of policies 
maintained by the British Government. 

40. The Marshall Plan and the Colombo Plan are proof 
that both American and British taxpayers consider that 
it is their duty .to provide, on a large scale, economic help 
for countries other than their own. In short, the idea 
is spreading apace .that rich countries are responsible tor 
the welfare of the backward areas of the world, and must 
tax .themselves for their benefit. 

41 This is a revolutionary conception indeed ; but in 
spite of the growth of this sense of international responsi- 
bility and the realisation that the prosperity of me richer 
countries is rather stimulated than harmed by giving 
economic aid to poorer, areas, there must be a limit to 
the demands made as of right in both national and inter- 
national affairs. 

42 If this matter is left for decision by sheer weight 
of numbers, or by pressure, groups, the effect on the very 
capacity of wealth to give continued assistance to poverty 
would be disastrous. The fact that there must obviously 
be a limit to redistribution of wealth m the mternational 
field argues that there must be a limit also in the sphere 
of national and local . taxation. The safeguard of the 
taxoaver must consist in the acceptance of a clear 
principle, which will guide the decisions of successive 
Chancellors, to whatever Party they belong. 

43 What then, is the principle which can decide the 
just extent of the claims upon the taxpayer? I suggest 
that it is the principle of insurance, which has been 
accepted by the public since the beginning of the century, 
and is fully understood. But, obviously, to contmue to 
link the concept of State insurance to the payment of 
flat-rate contributions is a mistake, just as it is obnoxious 
that steeply progressive taxation should be levied in order 
to provide the finance for universal social benefits ot a 
lavish kind. Much evidence in favour of the grading of 
contributions in relation to income was submitted to 
Lord Beveridge when he was compiling his report, but 
this method was, unfortunately, not adopted by him,. 
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44. I consider that the principle of grading contribu- 
tions in strict proportion to income is just and acceptable. 
It is fair that every pound earned should yield the same 
amount for the welfare of the community. What is 
anachronistic is that a flat-rate charge (in effect a poll- 
tax) should be bolstered up by unlimited support claimed 
from the hard-working members of the nation as a matter 
of right. It is on these grounds that I disagree with the 
Liberal Committee when they propose to include in the 
financial basis of the scheme a supplementary tax which 
would increase the rate payable above £600 a year on a 
progressive scale. Such a tax should not be included in 
the finance of the social services. Progressive taxes of 
this kind, admittedly necessary because of the heavy 
burdens of defence and the service of the national debt, 
should only be levied for such urgent national needs. In 
grave emergencies, all measures are justified, but the con- 
tinuation of confiscatory taxation, devised for the prose- 
cution of war should not be incorporated in the permanent 
structure of the Welfare State. Taxation for the benefit 
of others must be paid by consent, and not as an act of 
constraint: as a gift, and not a robbery. 

45. If taxation is considered unjust, the effort to avoid 
tax by legitimate means, which already occupies an 
undue proportion of the time of business men, will be- 
come an effort to evade taxation by any means, leading, 
perhaps quickly, to a situation in which there is a total 
disregard for the law, as in America during Prohibition. 
(4) Simplification of the whole System of Taxation 

46. It is partly to arrest the development of tax evasion 
as an ingrained and publicly approved habit, as on the 



Continent, that I press the need for simplification of the 
taxation system. It should be comprehensible without 
the need for expert interpretation. Under the present 
complex and constantly changing system, even the honest 
taxpayer, desirous of paying the right figure, can easily 
become involved in illegality, a fact which provides a 
wide avenue of escape for the dishonest one. The major 
simplification of income-tax law which my scheme would 
bring about would, in itself, help to arrest this process. 
In matters of taxation, as in law, it is not enough for 
justice to be done ; it must manifestly appear to be done. 
But under such an over-amended system as the present, 
this is no longer possible. It is only by a major simpli- 
fication that the ordinary taxpayer can regain his faith 
in the justice of the principles under which he is taxed. 
His confidence to-day is upheld only by his high regard 
■for the integrity of the 'Inspectors of Taxes, on whom he 
knows he can rely. 

47. The only effective safeguard, both against abuse 
of the public services and evasion of taxation is a clear 
understanding by everybody of the principles underlying 
the whole structure. It must be well understood by all 
that inefficiency and waste in administration and abuse 
of the facilities are in fact hurting all contributors alike, 
since the benefits depend for their very continuance upon 
the economical management of the whole scheme. 

I believe that a powerful impetus would be given to 
the growth of an active and co-operative public opinion 
by the announcement of a radical reform on the lines 
which I propose. 



EXAMINATION OF WITNESS 



Lady Rhys Williams subsequently submitted to the 
Commission further written evidence containing modifi- 
cations of her scheme and incorporating revised figures. 
Her oral evidence should be read with this in mind. 

Chairman : You have been kind enough to put in a 
memorandum for our assistance in connection with the 
task that lies before us and some of us have also read 
your earlier book. Before we ask you questions about 
your memorandum, is there any statement you desire 
to make in extension of your memorandum? — I have had 
a good many comments from different people to whom 
I have sent the evidence since amending it, perhaps I 
can make comments on one or two additional points but 
it is as you wish, would it be better if you asked me 
questions? 

2. We may not cover the same points as are covered 
in your memorandum. Add anything you desire to. — 
First of all I want to stress that the present scheme is not 
the same as my original scheme. I abandoned my original 
scheme for the reasons the Liberal Party* abandoned it 
and the Inland Revenue! commentator abandons it. I 
realise the disincentive of the high rate of tax would be 
undesirable, but I disagree with the view that the scheme 
altogether abandons the idea of social security and wel- 
fare services. I feel it has a good many other points 
which are quite distinct from that one point which was 
one feature of the first scheme. I do not know that I 
need outline that scheme. 

3. You can take it we have read every document you 
have sent in to the Secretary. — I wanted to stress the 
point that I am not abolishing the contribution by the 
employer which makes quite a substantial difference to 
the figures as distinct from the Liberal scheme. The 
Liberals abolished the contribution by the employers and 
my scheme does not do so. 

4. We shall have some questions to ask you about that. 
—I only explain that because it makes a good deal of 
difference to the figures. I wanted to concentrate my 
argument to-day on an aspect which I only touched on in 
the second part of my evidence, which was the desir- 
ability of linking the whole of the welfare outlay of the 
Government in one giant insurance scheme, as I call it. 
I am claiming that my scheme would extend the insur- 
ance principle, although on a contributory basis, that is 



* A Liberal Party Yellow Book entitled Reform of Income Tax 
and Social Security Payments referred to on page 39 of these 
minutes (Second Day). 

t Memorandum on the subject by the Board of Inland Revenue 
is reproduced on pages 59-66 of these minutes (Third Day). 
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to say on an income tax basis, to the whole of the social 
security and welfare services. That is what I am effec- 
tively doing and financing the whole lot with a 4«. tax. 

I wanted to stress that aspect of it, which I think I did 
not bring out quite clearly in the written evidence. The 
other point I wanted tp make a little more strongly than 
I did was that a great feature of the scheme is that it is 
more just than the present system, more just and simpler 
and has social advantages. It is not merely aimed at 
administrative simplification. One of the reasons why 
I think it is more just is because I think the insurance 
system as at present worked is extremely unjust. I think, 
to begin ,with, that people pay in at a time when money 
is worth more than the benefits when they get them out. 
I think that the harshness of a true insurance scheme is 
applied as if it were a true insurance system. For ex- 
ample, expectant mothers have to work so many weeks 
in order to get their benefit even when their health is 
not up to it, otherwise they forfeit their benefit, and 
various points of that kind. The fact that it is not a true 
insurance system is shown by the fact that if it were 
they would not have built up the enormous fund which 
has been built up. They would have lowered the con- 
tributions or increased the benefits. I think there is a 
real injustice in making the same standard benefits to-day, 
when they are not adequate and have in many cases to 
be supplemented by means tested assistance, yet in keep- 
ing the enormous fund built up. I feel that alone shows 
the insurance system is not genuine. There are other 
aspects of the system which I do not want to go into at 
great length, but equally the taxpayer is very much un- 
protected by an insurance system which is supposed to 
cover the main benefits, which works on a poll tax basis 
with all its hardships and then has to be supplemented 
by an enormous amount of completely unprotected tax- 
payers’ money. There is no insurance principle there at 
all. I think it is wrong to limit the insurance system to 
the type of benefits that were available in 1911 which 
is approximately what is done, or similar benefits, that 
is to say pensions. 

5. If you are talking of the kind of benefit I can follow 
that point, but surely the quantum of benefit has altered 
very materially since 1911? — I will try and make my 
point more clear. The point is that the Health Service, 
the food subsidies and a whole lot of other benefits have 
been added, quite rightly in my opinion, to the welfare 
system, and the principle of insurance was limited to 
certain benefits while the taxpayer carries all the others. 
It was limited to the benefits available in a scheme a 
long time ago, I claim it Should be extended to the 

AS 
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whole of the present welfare benefits. I distinguish those 
from other reasons for which taxation is levied by the 
fact that the beneficiary obtains something back for the 
amount he pays in. To-day he is getting a great many 
benefits straight off the taxpayer and I feel all those 
things make the insurance system as at present run an 
anachronism and undoubtedly redundant. I claim it ought 
to be remodelled, quite apart from any administrative 
simplicity, in the interests of justice. Then I feel that 
there is a grave danger in utilising the insurance system 
for anti-inflationary or for anti-deflationary methods. I 
know this is allowed under the Act of 1946. I know the 
reasons why that was put in, I sympathised at the time, 
but I think that the result of them is entirely to confuse 
the public mind. They do not understand anti-inflationary 
taxation and they get a sense of injustice as the result. 
They do not know what it is about and I feel that grow- 
ing sense of injustice is very serious, it is leading to a 
desire to evade taxation and I have seen it grow in my 
lifetime from the honest man thinking it would be terribly 
wrong not to pay his tax, to almost everybody being 
willing not to pay it. 

6. Is not that due to the height of the tax rather than 
to any particular system?— No, the height of the tax is 
another point, but I am saying it is due to the method 
of the tax. People do not understand their tax, they 
have to get experts to explain it to them. The P.A.Y.E. 
scheme is very complex. It means their pay packet is 
different at different times of the year. The whole thing 
is rather incomprehensible to the ordinary person and I 
feel that incomprehensibility leads to a desire to evade 
the tax ; public feeling is no longer with the tax. 

7. Your scheme would not in any way deal with the 
avoidance of surtax? — I am not talking of surtax at all, 

I am talking of the lower levels. 

8. The complications of the Acts are surely mainly due 
to provisions which are directed to preventing avoidance 
of surtax? — I am sure there are a lot of complications 
there but it is not what I was referring to. I was referr- 
ing to the fact that most people do not tell when they do 
work on a Saturday. There is a general feeling it is 
perfectly all right to diddle the income tax people. They 
feel it is absolutely fair. It has got a little bit like the 
situation in Prohibition times in America when everybody 
giggled about the law and helped to evade it. I think that 
is the situation to-day. Everybody tries to prevent their 
income being known. A lot of people do. There is a 
change in public feeling due to- the extreme complexity of 
the whole thing. They are not with it It is partly due to 
the mix-up of inflationary and disinflationary theory in 
taxation with the real business of paying for the benefits 
they receive. I am sorry if I have not made it very clear. 
Perhaps 1 have not done it very well. 

9. No, I follow it. — Professor Meade, who supports my 
theory and has written to support it, points out to me that 
the scheme as I put it up makes it very much easier to 
use the taxation system for inflation and disinflation pur- 
poses. I agree, I think my scheme is lovely for that 
purpose, but I do not think, it is necessarily right to do so. 
I feel very strongly the use of the insurance fund for that 
purpose has been unjust and wrong. I also think it is 
inflationary inasmuch as we have put a heavy poll tax on 
the lowest income grade and helped to force up wages for 
that reason. 

10. I follow that. — -I would like to run through the 
social advantages of the scheme which I have not touched 
on in any of my papers, I think they have point. First 
of all there is the fact that the scheme tends to transfer 
income from the hands of the wage earner to the caterer 
in the family. It gives 10s. a week to the caterer, I 
say “caterer” advisedly. It might be the man, it has 
nothing to do with the feminist point of view. I feel in 
inflationary periods there is a lag between the wage earner 
passing on an increasing percentage of his wage to his 
wife. The social services show that He does not 
appreciate how prices have risen apd he tends to give 
her the same amount as he gave before. 

11. I do not follow for the moment how your scheme 
will disabuse him of that idea? — Under my scheme his 
wife would get 10s. also 10s. for each of their children. 
There would be a packet going towards the wife. 



12. So the children’s allowances under your scheme .... 

-—I am not trying to change the law about children’s 
allowances, but the children’s allowances go to the wife, 
therefore there tends to he an increase in the family 
income. If you look at the trend of taxation during the 
last ten years the taxpayer is perpetually having to come 
to the rescue of the catering section of the f amily by food 
subsidies and all sorts of other means, price controls and 
so on, and perpetually having to take it back off the 
amusements, the beer, tobacco and so on of the wage- 
earning section. I am not trying to make an attack on 
the wage-earning section, I am merely showing you that 
this scheme carries that principle a little further and is 
desirable socially. I am very interested in nutrition, I 
always have been, and there is a risk of mal-nutrition 
arising all over again owing to rising prices; the effect 
of that is not appreciated and the wage earner does not 
sufficiently increase his wife’s share of the income. That 
is one of the social points. The second point is I think 
that it does increase the status of the wife, there is a real 
point there, for her to receive her own income. It is not 
a necessary part of the scheme. It could be paid through 
the husband if that was thought necessary, but I am 
fighting for it to be paid direct to the wife. I think she 
needs it. Very often she has been earning before she was 
married and she needs to have some portion of the 
household income herself in her own right and it would 
have a good effect on the status of married women which 
is desirable. The third point which I did touch on in my 
report but not very deeply was the position of the unem- 
ployed. I think there is a real point particularly in cases 
of pocket unemployment, that the enterprising unem- 
ployed would rather be pleased to try and earn on a 
part-time basis if the opportunity were 'given them and 
not to take the whole of their unemployment benefit. 
That would perhaps not be possible if they were getting 
nothing at all but if they were getting 10s. it would 
increase their sense of independence, they would try to do 
without the dole and fend for themselves. It also makes 
it possible for local authorities to provide schemes of 
employment for the unemployed and it would be 
extremely advantageous. I have a lot of experience of this 
point as when I first thought of the scheme it was largely 
to meet this problem which arose so very heavily in the 
inter-war years. The last point is that I do think it 
would make for a healthier relationship with the young 
people. It would be possible to make the grant of the 
first book of coupons into a sort of ceremony when leav- 
ing school and becoming entitled to full citizenship. It 
could become quite an important occasion where they 
might learn to realise the benefits of the present social 
system that have been built up through the efforts of the 
community and for which they have a duty to the com- 
munity in return. I think it would help to stir the 
imagination of the youth if there could be this sort of 
school leaving ceremony when this would be brought to 
the notice of the young people. It is a small point but I 
think the school teacher would say it was important. 

13. It is getting rather far from our terms of reference. 
—It is important for social aspects to be kept in mind. 

I also feel very strongly the present system does need 
amendment and this scheme should not be considered 
entirely in the terms of the criticisms of the Inland 
Revenue which I shall be glad to deal with. 

14. I am bound to put some questions to you on this. 
You will remember our terms of reference conclude with 
the observation that we are to make recommendations 
consistent with maintaining the same total yield of the 
existing duties in relation to the income so I am afraid 
we cannot ignore the effect on the Revenue. — Yes, I did 
not speak to it because I thought you would wish to 
question me on it. Those are all the supplementary 
points. t 

15. First of all may I ask you this question? The 
Liberal Party in their Yellow Book made some criticisms 
of your original scheme. I gather with a few exceptions 
you accept their criticisms as necessary to be adopted at 
the present time? — Yes. 

16. The principal difference between you still is that 
you retain the employer’s contribution? — And I do not 
abolish the food subsidies. 

17. 1 do not think I shall trouble you, speaking for my- 
self, about the food subsidies point, because at any rate 
financially it makes no difference, that is covered by your 
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reducing the benefit to 10s. instead of 12s. 6d. Now 
one of the attractive features at first reading of your 
original .proposals was the practically complete fusion of 
social security in income tax. That has to some extent 
gone, has it not?. — Not entirely. 

18. First of all you retain the employer’s contribution ; 
secondly you still have to provide unemployment, widows 
and sickness benefit. — I recognise they have to be supple- 
mented, so you have to retain certain machinery for doing 
so, but there is a great deal of simplification aU the same. 
You have not got to do the card stamping or distinguish 
between one contributor and another. 

19. How are you going to collect the employer’s con- 
tribution ; it looks to me as though you put one stamp on 
instead of two? — I had imagined the employer would be 
taking the 20 per cent, off the wages and forward it 
together with his own fiat rate contribution for the 
employee. 

20. What is the justification for abolishing both the 
employee’s contribution and the State contribution to the 
insurance fund while retaining the employer’s contribu- 
tion? — Because I think the employer’s contribution was 
always part of the scheme and I am not trying to vary 
the principle of insurance at all. It was to relieve the 
employee of a certain amount of contributions he had 
hsen making before and it was all part of the picture. I 
am not attempting to give away tax in that way. 

21. I thought the principle of the scheme before, was 
that it was a contributory scheme as in the case of private 
firms contributing to schemes, the employer should con- 
tribute and the employee in order to make it possible 
to make rather more generous benefits than would have 
been possible only by a State grant. If you knock out 
the employee’s contribution will not the employer think 
this is a special tax on a particular taxpayer not borne by 
others?— -That would be true, but I am not knocking the 
employee’s contribution out. I am increasing it in some 
degree. I am merging it with his income tax and he must 
pay 4s. in the £. You cannot say he is not paying anything. 

22. Turning to the benefits side you agree there would 
still have to be unemployment benefit, sickness benefit 
and widow’s benefit?— I should like to comment on the 
unemployment benefit. Under the rising prices we are 
suffering at the present time the existing benefit will have 
to be supplemented by means-tested public assistance in 
a large proportion of cases before very long so we have 
got away from the idea that we are looking after the 
unemployed by this benefit and that alone already. As 
prices rise in the next few months it will become apparent 
to everyone that these contributions are insufficient so 
we are going over to the National Assistance method of 
dealing with it. 

23. That will still be necessary under your scheme? — 
I have not calculated it but I believe it would be possible 
to simplify, to make the National Assistance organisation 
the one that deals with all those persons who wish to 
take the unemployment pay. 

24. This is a point some of us were not clear about. It 
will still involve the retention of the means test. Whether 
you administer the thing by the National Assistance Board 
or as it is at present entirely, in any event a means test 
would, under your scheme, be applied to those who came 
for supplementary assistance? — I should like to make it 
clear my scheme gives 10s. without any question. Above 
that they are entitled to 26s., there is 16s. supplement. 
They would get that in addition if they chose to apply for 
it. If they got that they would not be able to work, 
they would have all the disabilities we know that attach 
to that. I believe a great number would elect not to take 
that additional amount and would try to work but having 
the benefit of 10s. That is only an opinion, it might be 
wrong, they might apply for the extra and they would 
get 26s., that is to say 16s. extra without any means test. 
National Assistance would come to the rescue under the 
existing scheme, nothing to do with mine, in addition. 

25. That is what I meant. — That is the position now. 
My point was that I believe that situation will develop 
so rapidly that the administration of unemployment 
assistance as an intermediary thing will soon become 
almost redundant. 

26. If they become unemployed they will not take any- 
thing more than their 10s.? — If they were able to get 
any work at all they would not. If they are not able to 



get work they would not in any case be able to rest 
upon the 26s., they would not be able to live on that 
without supplementing their income, therefore, they would 
in any event have to be handed on to the National 
Assistance people in a very short time. At that stage 
the National Assistance organisation would be dealing 
with the case and I suggest they would be able to deal 
with it by giving so much without a means test and so 
much with a means test if that was the law, but jt 
.does not need an intermediary organisation I believe. 

27. I was only saying that if they wanted anything from 
public funds beyond the 26s. there would still be a 
means test? — Yes. I am inclined to think the administra- 
tive simplification is still there, it is not abolished by the 
change in the scheme. 

28. You have seen the memorandum of the Board of 
Inland Revenue? — Yes, but only for one day. 

29. I was going to put a certain number of questions 
to you on it. If you feel yourself unable to deal with 
them because you have not had long enough do not 
hestitate to say so. In order to facilitate matters, if you 
find there is any point that has not 'been dealt with it will 
always be open to you to put in a supplementary memo- 
randum dealing with the points. It may avoid asking 
you to come back on a future occasion. First of all will 
you turn to paragraph 22 of the memorandum? You see 
it states what the Board understood to be the objectives 
of yourself and other similar schemes as being first to 
amalgamate income tax and social security in a single 
coherent and logical system. Secondly to remove die 
disincentive effect of the present income tax by substituting 
a flat rate tax, and thirdly to simplify administration. 
Would you agree that the objectives of the scheme have 
been accurately summarised there? — I have added others 
today in my first answers to you. To my mind it is a 
very large social question and nothing like as small as 
it looks here. That is only a very small part of the whole 
problem. 

30. You would agree those objects were some of the 
objects you had in mind?— Anyone who read my book 
would know the objects were very much wider than these 
objects but these are some of them. 

31. I think that, having regard to the modifications 
which necessity has imposed upon us as set out by the 
Liberal Party Yellow Book, you would not suggest that 
the first object there stated is achieved by your present 
proposals? — I disagree. I think one could make a logical 
system of it even if there is a proportion of it which 
has to be allowed in the form of supplementary benefits 
in between the income tax allowance and national assist- 
ance. But I think it is possible to make it much more 
logical than the present scheme. 

32. You think it is more logical but you agree that if 
you retain unemployment and sickness benefit you have 
not achieved the objects you had in mind? — Not the whole 
of them, I agree. 

33. Will you turn to paragraph 23 where the Board 
say : “ If .the scheme is satisfactory as social insurance 
the rate of tax required is so high as to be a disincentive ; 
if the rate of tax is kept down on incentive grounds the 
benefits which can be given are too small to be effective 
as social security.” What I was going to ask you was 
how you got out of the dilemma there presented? — I 
think that is a very true dilemma and I should like to 
accept it. I worried for ten years over that dilemma, 
nevertheless I maintain it is not a fair thing to take that 
as being the only advantage of the scheme as originally 
based. I hope to clarify it in this way, but I consider 
even the 10s. allowance is a very great contributory factor 
to simplification especially in the P.A.Y.E. aspect of it. 

34. Whether there is justification for saying that even 
on the 10s. basis the dilemma exists depends very much on 
whether the Board’s finance figures are right? — I agree. 

35. By assuming the Board’s finance figures are right it 
would mean even to carry out your 10s. scheme we should 
have to increase the 4s. to such an amount as to lose some 
of .the incentive benefits? — I think not, but that is what 
I should like to have an opportunity of discussing. In 
the very hasty examination I was able to give the figures 
yesterday I think the difference between my scheme and 
the Liberal scheme and a number of the other points . . . 
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36. I am coming to the figures later. I a 



only sug- 50. I was looking at your table n. £200 a year, you 
' ' reckon he would be £4 better off? — On a revision of my 
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with one child is £46 better off if 
earned ” and £36 if it is “ unearned ”. 



ts. 6d. even then. 

37. Perhaps I should tell you at once the Board say 

that on your 1950-51 figures they estimate die errors 
amount in all to some £540 million?— That is because 
they are putting in £214 million of which I utterly dis- 
approve. hU)M ya] a 

38. But you agree 6d. would not produce another £540- compulsory. 

milli on? — No, it would not produce that. 52. It would add to the burden of work thrown on the 

39. My recollection is that the Chancellor said one employer?— I am very sure I do not add to the burden 

shillin g produced something over £100 million? — But that 0 f work .thrown on .the employer. I cancel all file work 
is income tax with all the allowances off it he does to-day under P.A.Y.E. and insurance stamping. 

- x am to id ou your scheme one shilling would very I think the employer might have to include it as a kind- 



adroit it would not be quite so favourable if it were 
4s. 6d. 

51. How do you propose the 10s. a week should be paid, 
would he go to the post office to collect it or would it be 
added to his pay packet? — The majority of ithe workers 
-would hand it to their employers and it would be in 
their pay packets but I do not think thait need be 



nearly produce the £500 million? — I know it is a lot, 
that is why I do not think it is as much as one shilling. 
It would be about sixpence even if the whole of the cost 
was taken -which I shall dispute. 

41. The next point I am going to put to you is in con- 
nection with what you said earlier. I have a little difficulty 
in following you. I understood you to say that under 
your scheme the pensions’ scheme remains a contributory 
scheme?— Only in the sense that if you are paying 4s. in 
the £ you are contributing to the whole security services. 

42. Therefore under your scheme you are not bringing 
all the benefits under the insurance umbrella but you are 
bringing all welfare benefits under the Exchequer 
umbrella? — But divorcing it from the ordinary purposes 
of the Chancellor and bringing it under one scheme. 



ness or I think a number of shops could be licensed just 
to cash .the coupons in addition to post offices if it were 
considered too much for the post offices. It is a very 
simple operation. 

53. Now I want to go to the figures, and if at any stage 
you would rather let Mr. Green answer do not hesitate 
to let him do so. For this purpose I will take table I 
included in your evidence? — Which were my own poor 
efforts. They were not properly checked, and I am not 
guaranteeing them at all. 

54. Can you tell us first of all where you got your figures 
of income? You put down earned income at £8,407 
million, unearned income at £1,307 million and the undis- 
tributed profits at £1,111 million. We have been unable 
to trace the origin of those figures? — They were taken 
from the Board of Trade report. I simply took the old 



43. With one tax which is applicable for meeting all Liberal figures and brought them up to date. I did not 
general expenses of government? — As I hope and believe do anything with them. 

the 4s. tax, or 4s. 6d. if it must be, but I hope it will not, 55. The Liberal figures were 1948 ; you are purporting 
would cover the whole of the social benefits and if any here to give 1950-1951?— They were an effort to do that, 
extra were added it would automatically affect that tax or perhaps an amateur effort. 

reduce the contributions. It would be in 'that sense an 55 According to the Board of Inland Revenue the 
insurance system. I have not made clear that the balance p r0 per figure for earned income is only £8,150 million? — 

of the contribution to the Exchequer is covered by the j s taking into account the item I should like to dispute, 

supplementary tax, the tax on incomes above £600. the item of £214 million referred to in paragraph 2 (i) 

44. That produces on your figures some £400 million, of Appendix I to .the Board’s memorandum? 

That would not go very far towards paying for the general 57. That is a different point. I am coming to that later, 
budget of the country? — It is not the only tax. We have It will arise I think when I am dealing with the yield 

Customs and Excise duties. Mr. Green will deal with which appears at the bottom of your figures. Then I am 

these figures better than I should. I -think it would be told the right figure for unearned income is £1,367 million 



better if he explained these points. 

45. I think my last point was a bad one.— The supple- 
mentary (tax as amended would have to be raised to 
3s. in order to meet the criticisms of .the Board, but in that 
event it would cover the whole yield for the purpose of 



which is slightly more than your figure? — That is the 5s. 

58. That is the first 5s. The figure for undistributed 
profit is £1,025 million. If you make the corrections 
which are mere mathematics to arrive at the yield it 
would mean for the figures in the last column you would 



the Exchequer less the amounts that would be taken off have £1,630 million instead of £1,681 million, £342 million 
the cost to the Exchequer and put against the social instead of £327 million, and £256 million instead of 
welfare scheme. £278 million, giving a total of £2,228 million. The supple- 

„ , .. - t» mentary tax, and here you cannot be blamed because you 

46 Would you turn topmgaj* 35 of ,tho Board of t i en ^ Libeial „ bm basin it „„ fi 

Maud Revenue s note. They there point out that at the k a White Paper, I am told the right figure is £311 
present moment when you are considenng the question of ^ion?-! acceit it of course. 

•(>• tT,r.e.nfftta> mu Law in .ViMr III mind out of 19 million . „ , , 

59. I am giving you these figures so that you may know 



the incentive you have to bear i 
people with earned incomes below £600 and above the 
exemption limit of £135, 6 million pay nothing at all? — 
But they do pay insurance. 

47. They pay insurance, that is true. Four million pay 
-2s., they leave out insurance in these figures, 8-J million 
pay only at 4s. and three-quarters of a -minion -pay ait 
7s. 2d. They therefore say that of the 19 million with 
earned incomes below £600 a year, 181 million would pay 



what they are. The employers’ contribution to National 
Insurance I am told you have slightly under estimated ; 
it should be £198 million. The surtax produces £125 
million. That will bring the total to £2,862 million instead 
of £3,000 million. Now we go to the social security pay- 
ments and I am told here the only difference between us 
is that you have slightly under estimated the population, 
that the right figure is 50.7 million and the total therefore 



a higher rate under .the umbrella scheme than they do at for those two figures should be £1,318 million. I have 



present? — They would get 10s. rebate. 

48. Do you not think the workman .would think he 
was worse off if the amount in his pay packet is less 
notwithstanding he may be going round the comer to the 
post office to collect something? — The fact is his income 
would be slightly increased by the scheme and I think 
it would be quickly made clear to him. 

49. You mean not his by himself but his and his wife’s? 
— Even his. May I say that according to my calculations 
even his own income is aproximatdy the same or identical. 
I should like to produce my revised figures for -what they 
are worth. 



some questions to ask you about the figures but for the 
moment I am giving the right figures. Supplementary 
allowances based on the Liberal report, I am told the 
cost would be £469 million not £397 million? — That is 
giving something different from what I say. Had I under 
estimated what had to be given? 

60. It is No. (vii).— I have accepted that point. 

61. National Health Services, again they agree your 
figure so the expenditure would come to £2,145 million. 
Now Government expenditure, I am told the right figure 
there is £998 million. I will explain to you how we 
arrive at that in a moment. The reason is that according 
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to the Board of Inland Revenue you have under estimated 
gross yield of income tax for a reason that is explained 
in this report and the right figure there should be £1,619 
million including the £125 million for surtax. In your 
note ( b ) the figures should be £1,494 million instead of 
£1,388 million and £125 million instead of £120 million 
making a total of £1,619 million. The Board of Inland 
Revenue agree it is right to deduct £621 million leaving 
a total of £998 million. So if you add £998 million to 
£2,145 million the total expenditure involved in your 
scheme is £3,143 million and that means instead of a 
surplus of £54 million, .there is a deficit of £281 million. 
I said I would explain to you some of those figures. So 
far as the revenue is concerned on which you base your 
4s., those are taken from the White Paper. — I am sure 
they are right. 

62. The explanation of most of the other figures is to 
be found in these notes. The reason why the £1,388 
million has to be increased to £1,494 million, this is where 
your quarrel about the £214 million comes, the Revenue 
say, and prima facie it seems to me to be right, is because 
if you take your proposed rate of tax on the income 
arising in the year 1950-1951 you must compare with that 
the yield from the same income although it will not in 
fact be paid until the subsequent year. — I have heard this 
argued for quite a long time and I am not prepared to 
agree it. The experts who have advised me think that 
argument wrong. I am not clever enough myself to say 
anything on that point but 1 understand the Liberal Party 
are going to deal with their points .tomorrow and I would 
rather you put it to them because they are more qualified 
to reply than I am. It seems to me you have only to regard 
it in a common sense way. Appendix 2 of the Inland 
Revenue’s comments on the Liberal scheme makes out 
that the scheme is going to make everybody in the country 
except a few people considerably worse off. 

63. But when you are making calculations you must 
make both on the same basis?— -Surely. 

64. Have you anything to say on the second criticism 
that you have included in the income upon which you 
base your calculations certain income which is not taxable, 
viz. such matters as payments in kind and tax free 
allowances? — I should like to accept that view but though 
I cannot make the calculation there are considerable 
points in favour of my scheme. There are the people 
in prisons, those in hospitals who would have 10s. towards 
their keep. I think that should be taken into account. 

65. No doubt if you are going to give us a memorandum 
later on these points can be included? — I should like to 
try and do so, in the one day’s notice I have had I have 
not had sufficient time. 

66. Have you anything to say now about undistributed 
profits? — Mr. Green : There is one point. In undistributed 
profits the point which is made there is first that profits 
tax should be deducted not at 10 per cent, but at some 
higher rate, because the profits tax applicable to distributed 
profits must be deducted from the undistributed income. 
It is difficult for the mere layman to ascertain what the 
profits tax at the higher rate is because of things like 
abatement and investment income which operate to reduce 
the tax. You cannot say it is 30 per cent, or 40 per cent, 
on distributed 1 profits. The Inland Revenue did not make 
the point nor did they concede the point that profits 
below £2,000 will not be liable to profits tax even at 
10 per cent, and profits between £2,000 and £12,000 will 
only be liable at an abated amount. 

67. I am told they have not taken those into- account 
in arriving at the £155 million. — No, I cannot see how 
they arrive at their figure. 

68. I am told that the Board of Inland Revenue have 
taken into account the amount actually chargeable which 
does take into account those figures. — It was not evident 
from this, otherwise the point is conceded that profits 
tax at the higher rate should be deducted. 

69. Anything else?— In the case of Lady Rhys 
Williams’ scheme the second point ( b ) in paragraph 2 (iii) 
of Appendix I to the Board’s memorandum is not applic- 
able because as she has already said the contributions 
will be paid. 

70. The employer’s contribution will be taken, therefore 
I t hink , they have taken that into account in arriving at 
the adjusted figures I gave you. — Yes. 



71. Now the next point, the figure is larger in your 
case. They say you over estimated the supplementary 
tax at £89 million. That was bound to be with you 
a matter of guesswork? — Yes. Lady Rhys Williams: It 
was impossible to get the data to compile correct figures. 

72. I quite agree. Turning to paragraph 2 (v) of 
Appendix I to the Board's memorandum there is the sug- 
gestion there that you failed to include cash payments to 
replace life insurance. I am not sure whether you are 
suggesting in your scheme getting rid of life insurance 
relief or not? — I am afraid I have not properly con- 
sidered it in this memorandum but I think what is 
necessary should be given though I do not go all the way 
with the Liberal Party. I did not know the magnitude 
of this. 

73. 'When I said that the supplementary allowance 
figures should go from £397 million to £469 milli on, 
that increase was based on the assumption that you were 
proposing to get rid of life insurance deductions. No, 
I am wrong. I am told if you get rid of Schedule E 
expenses, double tax relief and life insurance relief, those 
three would cost another £90 million. What I do not 
know from your scheme is whether you propose to get 
rid of those three or not? — In the original scheme I 
meant to give that relief. I must admit I did not give 
proper consideration to it before putting it in. Now 
I do not know whether my figures do allow for it and 
after seeing the great magnitude of the thing I should 
like to think about it. 



74. The figure of £281 million that I gave you did not 
include anything for that. It would mean another 
£90 million. — May I have further time to consider that 
point 

75. What do you say about the under estimate of the 
number of persons unemployed, sick and widowed, do 
you want to say anything about that now, sub-para- 
graph (vi)? — There was a point on the widows, my 
scheme gives the pension automatically at 60 in any 
event and we have .allowed for that so it is only between 
50 and 60 that this arises. It is a smaller number than 
you have allowed for. We thought there was an abate- 
ment there. 

76. If I may leave this for one moment, it is clear, is 
it not, that in certain respects your scheme gives addi- 
tional benefits over the benefits at present received under 
any scheme? — In comparatively few cases ; with the old 
people it certainly does. 

77. I wondered if you had formed any estimate of 
how much your expenditure is due to increased benefit? 
—I have tried to do that, but I cannot do it, I have not 
the data. 



78. Will you deal now with- sub-paragraph (viii). 
National Insurance Fund surplus, and the item of 
£24 million which appears to have been brought in twice 
over? — We agree that is an error. 

79. I think that takes me through all the items on 
which your figures are challenged except the £171 milli on 
which it is suggested ought not to have been included 
for the surplus. In paragraph 19 of your scheme you 
refer to the existing annual surplus on the insurance 
scheme but you will not raise that in future.— No I 
have admitted that. 



80. You seem to have taken credit for it by implica- 
tion.— I do raise it because we have allowed for it, people 
are paying the 4s. 



oi. nave you not taten it in twice over? — Mr. Green 
points out to me I have not taken the credit for it. 

82. The £542 million which was the figure I first gave 
you is made up of £281 million with the correction you 
made, the £90 million for the double tax relief and so 
on and the £171 million which the Board of. Inland 
Revenue say you ought not to have taken the credit for 
That makes a deficit of £542 million.— I am still allowed 
to dispute the £214 million. May I speak apart from 
that issue? 



83. You can dispute it and you are going to put in 
a note explaining the reason?— The Liberal Party are 
going to, but I will supplement it if I do not think it is 
good enough. 

84. You will no doubt be listening to them to-morrow? 
—So I understand. 
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85. Personally I have very few questions I think I 
need trouble you with now. — May I explain that I reject 
the view which appears to be put in this that the whole 
of the changes in tax must come upon the lowest incomes. 
According to my scheme, if it had been right, I was 
really helping the richer people more than I expected to 
do. It came out like that. It quite worried me. The 
benefits at the higher levels of income were larger than 
I expected and I would like to suggest I am not trying to 
provide a great philanthropy to a lot of people. I 
was trying to arrange the tax in a better and simpler 
way. It is not necessary to keep to a flat-rate tax and 
make it 5s. It could be 4s. and let the balance be carried 
by a supplementary tax. 

86. You suggested the supplementary tax should be 
merged in the surtax. — Yes. 

87. That would mean a great many more people would 
have to file returns of total income for surtax purposes. 
— Not more people but fewer people would have to file 
returns of income because there would be no need to 
assess them under £600. The first assessment would be 
at £600, a great simplification. Above £600 they would 
have to be assessed and carefully investigated and I am 
not able to say what the rate of tax should be. I merely 
make the point that it is not necessary to put the whole 
of it as an extra shilling on the lower levels of income. 
I am not prepared to say exactly how it should come 
but I did a hasty calculation of a shilling extra on the 
supplementary tax to see how it would come out and it 
showed that it was unnecessary to change the 4s. tax. 
I do not know whether the figures are right in the light 
of the discussion to-day but I dispute the view that the 
burdens would all have to come on the poorest people 
if there were these changes. 

88. I do not think the Board of Inland Revenue were 
suggesting where the money was to ‘come from.- — The 
reason I make the point is that the Inland Revenue table 
is out to make 'fun of the Liberal report. 

89. Not make fun. — Forgive me, to put it in its worst 
light. It makes the extra cost all come with heavy minuses 
on the poorest people. I suggest that is a real misunder- 
standing of the scheme, 

90. No doubt the Liberal Party will emphasise that 
view. You have answered all the questions I want to put 
but I expect many of my colleagues have questions for 
you. 

91. Mr. Millard Tucker : May I ask one or two small 
points, only very small points. I am a little concerned 
about the proposal to pay everybody 10s. a week. It is 
a colossal weekly pay roll. — I am always anxious to give 
mothers and children more than they are getting, I do 
not think they are getting enough. I have given all my 
life to getting them more to eat but I would agree it 
should perhaps be only 8s. for the children. 

92. I do not mean the amount but the numbers of 
people involved in it. Everybody gets it, 50 million 
people.— Yes, but it is not really an enormous adminis- 
trative point. Five million people got it during the war 
when there were separation allowances without any very 
great administrative difficulty. Ration books are handed 
to everybody. The coupons could be staggered. They 
do not hive to be all given on the same day. 

93. Five million is rather different from fifty million 
— The ration books are given to fifty million. Perhaps 
the Food Offices would be the proper people to deal with 
it, I do not know. 

94. I want to get this quite clear. I gather everybody 
in the country is to get 10s. a week?— That is the theory. 

95. Whether they earn any income or whether they 
do not?— Yes. 

96. In some way or other that has to be paid?— Yes. 

97. So far as employed .people are concerned you 
suggest'that that could be done easily by the employers? 
—Yes. 

98. But what about the wife of the employed person, 
will she let her husband get hold of the 10s.?— If she has 
any sense she will not. 

99. She will want to draw hers separately? — Quite 
right. 

100. What about the 10s. for the children? — That would 
be exactly like the 5s. to-day, either parent I am not 
trying to alter the law. 



101. Prima facie it would be the mother you would 
want to get it? — I hope so. 

102. There are 52 payments to be made in the year 
and I think you suggest a sort of book of coupons should 
be issued? — Yes. 

103. Would not there be a grave risk that quite a num- 
ber of people will sell those books of coupons to some- 
body? — I do not think so. There are a great many ways 
in which that could be got round. I have a great respect 
for the Board of Inland Revenue. Anybody who could 
invent the P.A.Y.E. scheme and carry it through could 
do anything. 

104. Perhaps they could reduce the tax for us if they 
can do anything? — I wish they could. 

105. To come back to these books of coupons. First 
of all I suppose that means a lot more paper? — I do not 
think so. I think it could be done very much on the 
principle of the ration books. We have been through all 
this in the war. It is very well understood. 

106. I am sure it would be well understood if once it 
came into operation. — Nothing could be more difficult 
than what they are doing now. The amount of time 
taken up by clerks now in calculating it is fantastic. It 
is true they are not paid by the Board of Inland Revenue 
but by the employers but it goes on to the prices in the 
country. 

107. You would be surprised if you knew the com- 
paratively small extra staff that is required even in a big 
concern for P.A.Y.E. — I saw the figures for the railways 
and I was staggered at the size of them. 

108. I am speaking of a big commercial firm. — A big 
commercial firm tells me the cost of P.A.Y.E. alone in 
clerks’ wages was £15,000 a year. 

109. I am not thinking of the labour staff of employers 
but of the staffs who will have to pay out weekly.— Not 
weekly, forgive me, I imagined it six monthly. 

110. I thought it was to be paid out weekly, 10s. a 
week? — It was a book of coupons, I am not saying whether 
three months or six months. That is an administrative 
matter, but they could get a book of weekly coupons 
which could be cashed on the date or after the date. They 
would be valueless before that date and they would be 
cashable at a Post Office or at approved shops acting 
as the Post Office or by the employer. 

111. When you are dealing with the weekly wage 
earners who are having 4s. in the £ deducted from their 
wages, they will want their 10s. that week?— They will 
get it from the employer. 

112. Chairman'. I think you are at cross purposes. 
When Lady Rhys Williams talks of six months, she is 
talking of the issue of the book. 

113. Mr. Millard Tucker: I am talking of the actual 
encashment.— I imagine the employee would hand the book 
to his employer and get the money each week. I think 
the, wife will be pleased with her book, she can put it 
away safely and she will cash it at the Post Office or at 
the local grocer when it suits her to do so after the date 
named on it. 

114. That is a tremendous amount of extra administra- 
tive work for somebody each week to cash 30 milli on pay- 
ments. — I forget how many letters are carried by the Post 
Office in a day. 

115. I do not know about letters. — I am only suggesting 
it is a. very much larger figure than this. 

116. Would there not be considerable queues on a 
Friday at the Post Offices? — Why should there be. They 
might get it some other day. 

117. You do not feel any practical difficulty about it? — 
I do not. I thin k it can be done in shops. Post Offices 
are not the only places, there are the Co-op stores 
and the big shops who would be only too glad to do it. 
They would be only too glad to attract the extra support. 

118. Perhaps the new betting shops?— Even the new 
betting shops 'might be suitable. I feel the administrative 
difficulty has already been dealt with during the war on 
this point and is thoroughly understood by the admirable 
experts in the Civil Service. 

119. Only this one other question. I put it before but 
I did not get an answer that I think covered it. How are 
you going to prevent a woman who has her own book of 
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her childrens .book of coupons from selling 
that book for a lump sum to somebody else?— It would 
of course be illegal and there are other means of stopping 
it. Exactly the same point arises with children’s allow- 
ances to-day and it does not seem to ibe a problem. How 
ls^it dealt with? Perhaps the Inland Revenue can inform 

•iuo ‘ I T do not , know how children’s allowances are dealt 
with?— In exactly the same way as I am suggesting. 

121. By a book of coupons? — -Yes. 

* 22 ; y° u have to produce your identity card when 
you cash them?— I am afraid I do not know. Mv 
them 61 * 316 a * to ° ° ld * or me to hraw allowances for 

123. Miss Sutherland : I wanted to ask one question 
^nerally, that is, whether there is not some danger, if the 
whole population had even this small sum per week, that 
you may not have cases in which that acted as a dis- 
“ 1Ve t0 ^ or K - , 1 was blinking particularly of young 
girls because I think there might be a danger that young 
ShTV 1 h . 0I ? e ’. i { they S°t 10s. a week for nothing, 
would be tempted either not to take a job which they 
otherwise would do to get ready money, or they would 
work rather spasmodically or take a half-time jdb instead 
ot a full-time job and that is not what we want? — I see 
the point very much but I suggest the mothers who will 
® e 1 ttmg the 10s - 'before will be asking for it 
still if the girl remains at home. 

won ?| r - is not very easy to say how that sort 
SLS 8 WOrk 0Ut -~ I hardl y se ® why the mother 
fee<?fhe cMld lly *** UP 10s ' She has lbeen havin g t0 

, J 25 ; 1 s PPPose when the child drew it herself her own 
attitude might change too. I should have thought socially 
speaking the general tendency would be as when girls get 
their first pay cheque they keep it, so their first insurance 
cheque, particularly if it was attended with some ceremony 
as you suggest, it would make them think they were now 
p £ r °!. the r “ e i vm l, body?— I hope the educational 
^, h ^ r» eS W0 ^-ri be t0 mstil in these .girls a sense of 
social responsibility. They receive this money from the 
community and they must give their best in return I 
mS 11 might ' be 3n aUn ° f education - 10s - « not very 

f r vm AnStey '■ « Would just hke to ask you to 
Hnnli 1 m ,°^ e f Vhy y Qur attitude towards propor- 

tionai as contrasted with progressive taxation. Why P do 
£600 ? r vn,Tr proportional system of taxation under 
’ y° ur flat rat f> which is a proportional rate?— Two 
° ne f ° r adrmnjs bative simplicity, because I think 
the importance of simplicity cannot be over-estimated 
T derstand their tax better than they are able 
to to-day if they are to co-operate. They simply cannot 
cope with the complex changes involved in th/ present 
system. They either employ other people to do it o/just 
Therefore to be able .to ffike off 20 percent! 
and add 10s. to the remainder is of great value. The 
1S A at at P re l ent we have a flat rate poll-tax 
- f tS - defenders t but I am deeply opposed to it 
! S m ° st un -l us i- It has its defenders on an 
insurance basis: to jump from poll-tax right up to pro- 
gressive tax, to 19s. 6d. in the pound on the highest income 
as your supplement in the social insurance sfstem seeSs 
to be wrong. My suggestion is to take a poht pm- 
portionate to income neither poll-tax nor progressive, P for 

nartlu U ar f lddle ran 8 e > P art ty for simplicity and 
partly half way between poU-tax and progressive. 

127. I wonder what you think about retaining the pro- 
gressive principle above £600. Do you wish to retaffi that 
^rmanenfiy not only as a temporary measure?-! ig 
it is frightfully important that the general taxpaver of the 
country should feel that he is not going to be pSmaSenffy 
and for ever penalised. He should be able to fcS that 
the present situation is due to war, the results of war 
and the immmence of another war ; that he is still under 
emergency difficulties, but that he has the hope! with toe 
° f / ea p £ ace ’ that bis tax .might come down a bit 
You must give him some hope that that progressive taxa’ 

lS d be *educ«i, and it would P be^mucl S 
possible to reduce it if it is in a separate category Than 
if it is mixed up with the whole system The social 
security system should pay for itself, the whole measure 



should pay for all that it provides, and that is important. 
If the national income went up as a result of increased 
production, that 4s. tax would come down. With in- 
creased production and a bigger national income it could 
go down. The supplementary taxation should be higher 
in an emergency and there should be some hope of a 
reduction when the emergency is over, otherwise you will 
break the heart of the taxpayer. 

128. I understand. Do you thi nk that the progressive 
principle is really fairer? — I am not perfectly sure that it 
is. I put in my report why I am frightened of it. It is 
because the Channel is no boundary to ideas. This idea 
of progressive taxation could spread all over the world 
I have just been in a big conference of Commonwealth 
representatives who speak very strongly about the high 
social level of benefits in Britain, and the low levels in 
Jamaica and other islands under our control ; the effect 
of the cheap sugar in Britain on the natives of the West 
f, nd J® s I? r example. There was an interesting letter in 

The Times ” a couple of days ago by Mr. Bing where 
he showed how, if the .progressive principle is accepted, 
rt.- IS i g ? m - g to b av e to spread over the whole world. I 
think it is a very serious principle to adopt. It would 
mean the high level incomes of America and Britain 
wou d be scattered down to the lowest Asiatic state ; there 
would be no resting place. I feel frightened that the result 
of that would .be to lower the capacity of the rich to help 
the .Poor at aU - 11 would not really make for the riches 
of the world. 

129. I understand. I was only wondering why, if you 
,-T'I tbmk there is a danger in accepting it. We 

are thinking about not only England but the world to-day. 

~ r ' Hicks: I wonder if I might ask you some 
more general questions about incentives. You 
bega °, by telling us that one of the ideas you started with 
was thinking about these people who were receiving un- 
employment benefit, but who were capable of doing a 

svstem W ° r ^’ aadyou claimed that the existing 

system would have a damaging effect in that direction I 

on^f t h 0U d W 5 tb that ’ but is il not the case that 
Acuities about your plan is that if you 
ton hS.or fT' 5 ' > Iar ? e * nu I? ber of 'P e °Plc who at present 
toLMu f thC level of effec hve income tax payers, so that 
£ f U f ? r r 5 aso °. or another below an exemption 
limit . . . ?— The 6 million we have heard about? 

roPnav^inr^ 0 ? 7 ' M P^P 1 * 5 who at present do 
not pay income tax, are going to have to pay 4s in the 
pound or whatever it is: ia it not the case so 2r?s In 
concerned that it is going to have a very 
f,™?£T* le ^incentive .effect which can only be matched 
h?c eam you m ! sht 8“ °» & e margin of unemploy- 
S“ T <? i v ? rasc mcom = today is atom £6 or £7, is 
i* “° t? s ? thar ate getting the great bulk of wage- 
Kamers going over into the high levels of tax, or they will 

a veA.'S nse Tery I 1 * 01 *' 5 '- 11 se ™ s t0 me thL ia 
i margin of people to whom your point is 
applicable, if you take insurance into account as well. 

“ the case that in 1946, say, they were a con 
siderab^ larger proportion of the population than they are 
5° w ; T be Government was very careful to see that at 
the very first opportunity they got the proportion down — 
haS 50 “ actIy Bke giemg a cash allowanS'to 

niSSSimS hme ^ ha ™ b “” SE 

s.? 

SSmy ,piS d tte ° f “• 11 does start off Z 
the married proporS S’eMdS/i® guile sm all * 7 - but 
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their getting national assistance. In actual fact it pays a 
poor man not to save and get his national assistance 
straight off rather than have a cushion which his children 
are expecting him to leave to them and which .prevents him 
from .getting national assistance. They say “ Why did 
I save this money?” I 'think there is a great disincentive 
in the means-tested assistance which is given privately 
and secretly and therefore not with any kind of discrimina- 
tion that makes them unwilling to take it. I think they are 
just not going to save and I have noticed many cases 
where they just do not mean to try. 

176. I was disputing the question of the will to save 
having been destroyed?— That was too strongly put, I am 
sorry. 

177. Sir Harry Gill: As I understand the scheme, 



186 If that is your view, have you been quite fair in 
putting up your Table II? Your Table II deals with 
the gross income and brings us down to what the present 
net income will be and the net saving. Take the man, wife 
and one child. You show that the saving there is going 
to be £78 per annum?— That was because my figures were 
wrong, I admit it. I have not allowed for the criticisms 
of the Inland Revenue which are now admitted. If they 
are brought in, I am afraid it is not as good a saving 
as that. 

187. I was not taking it on those grounds, nothing so 
technical. You take as an advantage to the husband 
in that table the 10s. which he gets for his wife?— Yes. 
It is in the household, they would be spending it together. 

188. That is going to lead to more domestic disharmony, 
if the husband says “I want 5s. of the 10s.” You show 



everybody, irrespective of their condition, would have the flj e ne (- saving is £78 for a man, wife and one child, 

10s. per week? — That is what I was hoping. It might not r — tobop. racket, the credit of 

be the best way. 

178. So far as the unemployment benefit or National 
Health retirement pension is concerned, it would be re- 
duced by a similar amount?— It would, of course, be sup- 
plemented to make it as it is now. 

179. In other words a retired man and woman today 
would be in exactly the same position? — Unfortunately. 

I would like to improve it, but I have not the money. 

180. In paragraph 12 you suggest that, owing to the 
increased cost of living, the present statutory allowances 
will probably have to be increased. Then you ^suggest 



•therefore you are giving the wage packet the credit of 
the three lOs.’s ; and your own figures show that in some 
cases if the ultimate wage packet is not to have that credit, 
the man is going to be in a worse position because you 
are going to call upon him to pay a tax of 4s. in the pound 
which is taken out of the wage packet, but he is only 
going to have the 10s.?— Even the single man is not worse 
off. 

189. I am asking if you would look at your own 
Table H, and take the man, wife and one child?— At what 
rate of income? 

190. Earned income rate of £400, you show after him 
putting into his pocket the three 10s.’s, or £78, that he 

f ... . rp "AT .. ! 1 1 1 ..... +1. . n' 1 1 



that your scheme might be linked up with the National is £23 better off. Now, we will leave the child’s £26 out, 
Assistance Board?— I have not worked it out as well jf you say he has nothing to do with the wife’s £26, there 

as I should. My view was that if it was based on a 4s. j s not a net saving. He is going to be worse off?— -£3 

Income Tax, as national income rose you would have more worse off according to that figure. He would not have 

in hand to allow higher allowances, so that you could have to buy her quite such a smart new hat. 



a non means-tested figure rising, which you would not be 
able to do under the existing system. 

181. Referring to the increased cost of living, your 
words are “ If this scheme were adopted, the administra- 
tion of unemployment, sickness, insurance benefit and 
retirement pensions would eventually be merged with that 
of the National Assistance Board? ” — The point I am 
trying to make is this: if it was based on Income Tax 
instead of a flat rate contribution, it would be possible 
for the allowances to rise to meet the cost of living. 
Inasmuch as that is possible, it would improve the 



191. It does appear to me that here today you have 
been very emphatic with regard to the wife’s allowance, 
but that this table does not accurately set out the position, 
what the final position will be? — It is not part of the 
financial side of the scheme that it should be paid to the 
wife, but the social side of the scheme. 

192. Sir Geoffrey Heyworth : I think you made consider- 
able point arising out of your experience in the depression 
times of the effect a cash allowance would have on the 
attitude of these unemployed and sick people. Could you 
just explain once again why you expect that? — In my judg- 



joiaauiuw * — • jr - . ~ , juol uauiuju unv'. ’• *■/ j ' — x* - 

situation over what it is now. Inasmuch as that was meQ t, having worked a good deal amongst the unemployed, 
not possible, I maintain that the margin between what ^ ey a bsolutely detest their idleness ; it is appalling to them, 
the scheme was giving and the statutory amount payable under the present system as I saw it at work, they were 
today would be so small as to be insufficient for the compelled to remain idle. If you tried to get a man to work, 
people to live on, that they will in any event very shortly fae could not do it . be was tied up. It was easier to go 
have to go over to national assistance. I only mentioned on as j, e was because of the system. If he had a much 
it from the point of view of simplification of administrative lower a u owance he would make a bid for trying to save 
work. It would probably be easier to administer the himself. He would have accepted all sorts of jobs ; you 
whole thing through the National Assistance Board. ^ I ^ reca u f or examp l e -the way they used to try to dig 

their own coal. There would be a great flow towards the 
desire to work which is absolutely ironed out by the exist- 



whole thing through — 

may be wrong. There seems to be no real reason why 
there should be two authorities to deal with what I believe 
would be one operation. 

182. Would you consider, if it got into the hands of the 
National Assistance Board, there might be a danger of 



ing insurance system, which is a very evil thing. We 
ought to encourage the desire. Where there is a town 
that has an industry shut down for some reason or other, 



SS fntiSucTdT-Sdo not know how the whole town might be hurt simultaneously. M those 
I hate the means test. It is because I fear it so and people could get together. If they b ^ h alftheallo wances 
that it will creep into the whole system of the social coming in, as it would be under this scheme, the^ great 
services today if we do not do something about it that majority of them would refuse the supplementary allow- 
serviucs iway xl « , , , -a fhom tn tip iHIp. snH would have a EC 



I urge the scheme, which would be a cushion at any rate. 

183. I am pleased to hear you say that. You were 
very emphatic that under your scheme the wife’s allowance 
of 10s. should be paid to the wife as of right?— Unless 
she was mental or something of that sort 

184. I put this seriously; do you think that that 



ances which forced them to be idle, and would have a go 
at keeping themselves. 

193. That is from the point of view of the unemployed. 
Would you deal with it from the point of view of the 
convalescents and the other marginal people? I think 
that they also would hate to drift into means testedness. 
They do not want to give up their few little possessions. 



i 1 put LUIS SCllUUOlJf , /VIA """A VV UUI w o' tr , _ , . -A . . , 

eoing to make for domestic harmony? — Most emphatically They would do their utmost to avoid being means tested. 

I do. One of the awful instances of disharmony is the They would try and keep off public assistance and it is lor 
wife nagging at the husband to give her more money. their good. 

EtgS ISXSSfs 

and “contracting out”, I think he would go on doing many of them would. ....... 

much the same. I have been associated with a small 195. Would there not be some risk that instead of tryrng 
private investigation lately which has shown that 10 per to get back to employment, they would take on these 
cent of husbands are keeping their wives definitely short odd jobs which would probably be the sort of remunera- 
atffiis moment tion that would escape Income Tax?-No. I did suggest 
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that could be dealt with by making them pay at an 
agreed rate or produce evidence to show that they were 
actually earning less, rather than asking them to state 
what they had made. That would be a big contribution 
on.the lower level. 

196. There is something of it at the present time. I 
think we can all instance certain forms of supplementary 
income which people earn on Saturdays and Sundays, 
instead of perhaps working in the mines, because it is 
not subject to tax. - I am wondering whether your scheme 
would not increase that risk, and therefore have a bad 
social effect in that limited direction?— I am suggesting 
that anyone who is working would be assessed at a certain 
contribution unless he proved he was not making it. In 
that way you could try to reach those people. 

197. If he merely drew his 10s. allowance on his 
coupons, how would anybody in authority know what 
he was doing with his spare time? — I do not know how 
they know now, but they seem to. 

198. They would not catch the type of supplementary 
earner I have in mind. — Anyone who was obviously able- 
bodied and who was claiming to live on 10s. would clearly 
have some other source of income. 

199. In your opening statement you said, if I heard 
you aright, that people pay at one time and, when the 
time comes to get benefit, what they get is worth less. 
Is that statement not based on the assumption that 
inflation will always continue? — It has continued ever 
since 1914, and during that period the people have been 
worsted. 

200. That is the stage so far. You depressed me very 
much by assuming we were in a permanent state of 
inflation.— I am sure we are in for it for a great many 
years willy-nilly. I have yet to see how one gets out of 
that situation. I only hope we can. 

201. I leave that to my economist colleagues. — I think 
we ought to take the inflationary situation into account 
in all our thoughts in this matter. 

202. Perhaps I ought just to put this question. I think 
you said in answer to several of my colleagues that 
P.A.Y.E. is entirely incomprehensible to the working 
man?— I have never found anybody who can understand 
it naturally. For instance, they cannot think why it is 
different at different times of the year. 

203. We have been told that there is an increasing 
comprehension of its effect, and that people are beginning 



to understand it better, and that the number of complaints 
which arise in the employer’s pay office on the subject 
is going down very rapidly. — They have probably given 
up protesting about it and accepted it as a fact of nature. 
Unless the educational system is much better than it used 
to be, I am sure they do not understand. 

204. Mr. Millard Tucker: Are you basing that state- 
ment on actual experience in recent times? — Yes, some 
experience. I cannot discover anyone who understands it, 
and certainly the smaller employers do not understand it 
one little bit. If those people who are, perhaps, slightly 
more educated than the others cannot understand it, I do 
not see how the employees can, and I have never found 
one who did. 

205. If you had met my old gardener he would have 
given you a lesson. He knew exactly to a penny how 
much should be deducted from him. — May I suggest that 
he was older than you might think, and was educated a 
long time ago. 

206. He was certainly very old. But quite seriously, 
speaking now with some knowledge of workpeople them- 
selves in industry, would it surprise you to know that 
most of the complaints which come to the pay office now 
are that “ you have deducted too much, and I will show 
you why ”? — I am delighted to hear that arithmetic has 
got so far in the educational system. Nevertheless, the 
great majority do not understand, not only P.A.Y.E., but 
they do not understand what benefits they are getting in 
relation to what they are paying. 

207. That is another matter. All of us suffer from that. 
—I want to make it plain what they are getting back 
for what they are paying. They ought to be able to 
understand that ; they cannot under the present system. 

208: Chairman : Does anybody else want to ask any- 
thing before we disperse? It only remains for me to 
thank you for coming herd this afternoon. Will you, in 
due course, let the secretary have any further observations 
you wish to make on the Inland Revenue paper?— May 
I thank the Commission for their extraordinarily kind 
hearing of . my views on this matter, and say how grateful 
I am for the generous treatment I have received? There 
is absolutely nothing sacrosanct in my scheme. I have 
thrown it up out of an earnest desire to help the situation 
which I am quite sure will be helped better by this 
Commission' than by any scheme of mine. 



The witness withdrew. 
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their getting national assistance. In actual fact it pays a 
poor man not to save and get his national assistance 
straight off rather than have a cushion which his children 
are expecting him to leave to them and which prevents him 
from getting national assistance. They say “Why did 
I save this money?” I think there is a great disincentive 
in the means-tested assistance which is given privately 
and secretly and therefore not with any kind of discrimina- 
tion that makes them unwilling to take it. I think they are 
just not going to save and I have noticed many cases 
where they just do not mean to try. 

176. I was disputing the question of the will to save 
having been destroyed?— That was too strongly put, I am 
sorry. 

177. Sir Harry Gill : As I understand the scheme, 
everybody, irrespective of their condition, would have the 
10s. per week?— That is what I was hoping. It might not 
be the best way. 

178. So far as the unemployment benefit or National 
Health retirement pension is concerned, it would be re- 
duced by a similar amount? — It would, of course, be sup- 
plemented to make it as it is now. 

179. In other words a retired man and woman today 
would be in exactly the same position? — Unfortunately. 

I would like to improve it, but I have not the money. 

180. In paragraph 12 you suggest that, owing to the 
increased cost of living, the present statutory allowances 
will probably have to be increased. Then you suggest 
that your scheme might be linked up with the National 
Assistance Board?— I have not worked it out as well 
as I should. My view was that if it was based on a 4s. 
Income Tax, as national income rose you would have more 
in hand to allow higher allowances, so that you could have 
a non means-tested figure rising, which you would not be 
able to do under the existing system. 

181. Referring to the increased cost of living, your 
words are “ If this scheme were adopted, the administra- 
tion of unemployment, sickness, insurance benefit and 
retirement pensions would eventually be merged with that 
of the National Assistance Board? ” — The point I am 
trying to make is this: if it was based on Income Tax 
instead of a flat rate contribution, it would be possible 
for the allowances to rise to meet the cost of living. 
Inasmuch as that is possible, it would improve the 
situation over what it is now. Inasmuch as that was 
not possible, I maintain that the margin between what 
the scheme was giving and the statutory amount payable 
today would be so small as to be insufficient for the 
people to live on, that they will in any event very shortly 
have to go over to national assistance. I only mentioned 
it from the point of view of simplification of administrative 
work. It would probably be easier to administer the 
whole thing through the National Assistance Board. I 
may be wrong. There seems to be no real reason why 
there should be two authorities to deal with what I believe 
would be one operation. 

182. Would you consider, if it got into the hands of the 
National Assistance Board, there might be a danger of 
the means test being introduced?— You do not know how 
I hate the means test. It is because I fear it so and 
that it will creep into the whole system of the social 
services today if we do not do something about it that 
I urge the scheme, which would be a cushion at any rate. 

183. I am pleased to hear you say that. You were 
very emphatic that under your scheme the wife’s allowance 
of 10s. should be paid to the wife as of right?— Unless 
she was mental or something of that sort 

184. I put this seriously; do you think that that is 
going to make for domestic harmony? — Most emphatically 
I do. One of the awful instances of disharmony is the 
wife nagging at the husband to give her more money. 

185. The usual practice, I think, in a great number of 
homes is that the wage earner hands over to the wife on 
pay day a certain amount for housekeeping. If he knows 
that that day or the previous day or the following day, 
she is going to collect this 10s., do you think he is going 
to hand over as before?— Yes. It is like “ contracting in ” 
and “contracting out”, I think he would go on doing 
much the same. I have been associated with a small 
private investigation lately which has shown that 10 per 
cent, of husbands are keeping their wives definitely short 
at this moment 



186 If that is your view, have you been quite fair in 
putting up your Table H? Your Table II deals with 
the gross income and brings us down to what the present 
net income will be and the net saving. Take the man, wife 
and one child. You show that the saving there is going 
to be £78 per annum?— That was because my figures were 
wrong, I admit it. I have not allowed for the criticisms 
of the’ Inland Revenue which are now admitted. If they 
are brought in, I am afraid it is not as good a saving 
as that. 

187. I was not taking it on those grounds, nothing so 
technical. You take as an advantage to the husband 
in that table the 10s. which he gets for his wife?— Yes. 

It is in the household, they would be spending it together. 

188. That is going to lead to more domestic disharmony, 
if the husband says “ I want 5s. of the 10s.” You show 
that the net saving is £78 for a man, wife and one child, 
therefore you are giving the wage packet the credit of 
the three 10s. ’s ; and your own figures show that in some 
cases if the ultimate wage packet is not to have that credit, 
the man is going to be in a worse position because you 
are going to call upon him to pay a tax of 4s. in the pound 
which is taken out of the wage packet, but he is only 
going to have die 10s.? — Even the single man is not worse 
off. 

189. I am asking if you would look at your own 
Table II, and take the man, wife and one child?— At what 
rate of income? 

190. Earned income rate of £400, you show after him 
putting into his pocket the three 10s.’s, or £78, that he 
is £23 better off. Now, we will leave the child’s £26 out, 
if you say he has nothing to do with the wife’s £26, there 
is not a net saving. He is going to be worse off? — £3 
worse off according to that figure. He would not have 
to buy her quite such a smart new hat. 

191. It does appear to me that here today you have 
been very emphatic with regard to the wife’s allowance, 
but that this table does not accurately set out the position, 
what the final position will be? — It is not part of the 
financial side of the scheme that it should be paid to the 
wife, but the social side of the scheme. 

192. Sir Geoffrey Heyworth : I think you made consider- 
able point arising out of your experience in the depression 
times of the effect a cash allowance would have on the 
attitude of these unemployed and sick people. Could you 
just explain once again why you expect that? — In my judg- 
ment, having worked a good deal amongst the unemployed, 
they absolutely detest their idleness ; it is appalling to them. 
Under the present system as I saw it at work, they were 
compelled to remain idle. If you tried to get a man to work, 
he could not do it ; he was tied up. It was easier to go 
on as he was because of the system. If he had a much 
lower allowance he would make a bid for trying to save 
himself. He would have accepted all sorts of jobs ; you 
will recall for example the way they used to try to dig 
their own coal. There would be a great flow towards the 
desire to work which is absolutely ironed out by the exist- 
ing insurance system, which is a very evil thing. We 
ought to encourage the desire. Where there is a town 
that has an industry shut down for some reason or other, 
the whole town might be hurt simultaneously. All those 
people could get together. If they had half the allowances 
coming in, as it would be under this scheme, the great 
majority of them would refuse the supplementary allow- 
ances which forced them to be idle, and would have a go 
at keeping themselves. 

193. That is from the point of view of the unemployed. 
Would you deal with it from the point of view of the 
convalescents and the other marginal people? I think 
that they also would hate to drift into means testedness. 
They do not want to give up their few little possessions. 
They would do their utmost to avoid being means tested. 
They would try and keep off public assistance and it is for 
their good. 

194. Chairman : May I ask you one question arising 
out of what Sir Geoffrey has been asking you? You are 
suggesting that the unemployed, convalescents and so on 
who were getting 10s. a week, would/ get that and, instead 
of seeking further relief under the National Assistance 
Board, they would try and find odd jobs to do? — A great 
many of them would. 

195. Would there not be some risk that instead of trying 
to get back to employment, they would take on these 
odd jobs which would probably be the sort of remunera- 
tion that would escape Income Tax? — No. I did suggest 
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that could be dealt with by making them pay at an 
agreed rate or produce evidence to show that they were 
actually earning less, rather than asking them to state 
what they had made. That would be a big contribution 
on.the lower level. 

196. There is something of it at the present time. I 
think we can all instance certain forms of supplementary 
income which people earn on Saturdays and Sundays, 
instead of perhaps working in the mines, because it is 
not subject to tax. ‘ I am wondering whether your scheme 
would not increase that risk, and therefore have a bad 
social effect in that limited direction? — I am suggesting 
that anyone who is working would be assessed at a certain 
contribution unless he proved he was not making it. In 
that way you could try to reach those people. 

197. If he merely drew his 10s. allowance on his 
coupons, how would anybody in authority know what 
he was doing with his spare time? — I do not know how 
they know now, but they seem to. 

198. They would not catch the type of supplementary 
earner I have in mind. — Anyone who was obviously able- 
bodied and who was claiming to live on 10s. would clearly 
have some other source of income. 

199. In your opening statement you said, if I heard 
you aright, that people pay at one time and, when the 
time comes to get benefit, what they get is worth less. 

Is that statement not based on the assumption that 
inflation will always continue? — It has continued ever 
since 1914, and during that period the people have been 
worsted. 

200. That is the stage so far. You depressed me very 
much by assuming we were in a permanent state of 
inflation. — I am sure we are in for it for a great many 
years willy-nilly. I have yet to see how one gets out of 
that situation. I only hope we can. 

201. I leave that to my economist colleagues.— I think 
we ought to take the inflationary situation into account 
in all our thoughts in this matter. 

202. Perhaps I ought just to put this question. I think 
you said in answer to several of my colleagues that 
P.A.Y.E. is entirely incomprehensible to the working 
man? — I have never found anybody who can understand 
it naturally. For instance, they cannot think why it is 
different at different times of the year. 

203. We have been told that there is an increasing 
comprehension of its effect, and that people are beginning 

The witness 



to understand it better, and that the number of complaints 
which arise in the employer’s pay office on the subject 
is going down very rapidly. — They have probably given 
up protesting about it and accepted it as a fact of nature. 
Unless the educational system is much better than it used 
to be, I am sure they do not understand. 

204. Mr. Millard Tucker : Are you basing that state- 
ment on actual experience in recent times? — Yes, some 
experience. I cannot discover anyone who understands it, 
and certainly the smaller employers do not understand it 
one little bit. If those people who are, perhaps, slightly 
more educated than the others cannot understand it, I do 
not see how the employees can, and I have never found 
one who did. 

205. If you had met my old gardener he would have 
given you a lesson. He knew exactly to a penny how 
much should be deducted from him. — May I suggest that 
he was older than you might think, and was educated a 
long time ago. 

206. He was certainly very old. But quite seriously, 
speaking now with some knowledge of workpeople them- 
selves in industry, would it surprise you to know that 
most of the complaints which come to the pay office now 
are that “you have deducted too much, and I will show 
you why ”? — I am delighted to hear that arithmetic has 
got so far in the educational system. Nevertheless, the 
great majority do not understand, not only P.A.Y.E., but 
they do not understand what benefits they are getting in 
relation to what they are paying. 

207. That is another matter. All of us suffer from that. 
—I want to make it plain what they are getting back 
for what they are paying. They ought to be able to 
understand that ; they cannot under the present system. 

208: Chairman : Does anybody else want to ask any- 
thing before we disperse? It only remains for me to 
thank you for coming here! this afternoon. Will you, in 
due course, let the secretary have any further observations 
you wish to make on the Inland Revenue paper? — May 
I thank the Commission for their extraordinarily kind 
hearing of my views on this matter, and say how grateful 
I am for the generous treatment I have received? There 
is absolutely nothing sacrosanct in my scheme. I have 
thrown it up out of an earnest desire to help the situation 
which I am quite sure will be helped better by this 
Commission' than by any scheme of mine. 



withdrew. 
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TERMS OF REFERENCE 



“ To inquire into the present system of taxation of profits and income, including its incidence, 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: and to make recommendations consistent with main- 
taining the same total yield of the existing duties in relation to the national income.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads under 
which evidence was invited. They explained that the list was not necessarily exhaustive and that 
witnesses could put in evidence on questions not specifically mentioned, provided that they fell within., 
the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to:— 

(a) incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and contributions ?' 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to:— 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits,. 

( b ) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (a) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

(b) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allowances,. 

reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggregation;. 

( b ) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various. 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY MR. A. T. HAYNES, F.I.A., F.F.A. AND 
MR. R. J. KIRTON, M.A., F.I.A. 



SUMMARY OF EVIDENCE 
In our Memorandum of Evidence we suggest a sub- 
stantial measure of co-ordination between the Income Tax 
and Social Security systems with -a view to achieving 
simplicity, improving incentive, and removing anomalies. 

We first propose the replacement of the present system 
of Income Tax reliefs in respect of wife and children, and 
the present system of Family Allowances by an improved 
scheme of family allowances (untaxed). Next, we propose 
a simplified scheme of personal taxation involving a level 
rate of tax on all earnings and (possibly) a cash personal 
allowance. The proposed allowances would supersede, 
either partially or wholly, present Social Security benefits 
and allowances — while the simplified scheme of personal 
taxation would incorporate the present National Insurance 
contributions. 



Our two proposals — the first being independent of the 
second — lead to our putting forward for consideration 
the following contrasted scales of tax and allowances: — 





(A) 


(B) 


CO 


Level Rate of Tax 


3s. Od.in£l 


4s.4-8d.in£l ' 




Personal Allowance 
(per week) 


(15%) 


(22%) 


(33*%) 


Nil 


9s. 9d. 


26s. Od. 


Family Allowances : — 
(per week) 

Wife 


7s. 6d. 






First Child 


5s. Od. 


7s. 6d. 


10s. Od. 


Each Subsequent 
Child ... 


10s. Od. 


11s. 3d. 


7s. 6d. 



The above scales are used for the purpose of illustration 
only; their effect, by way of conversion of “nominal 
income ” into “ spendable income,” is compared with that 
of the present system in Tables III- VI. 

These proposals would greatly simplify the present pro- 
cedure for all wage earners and salary earners within 
the “ reduced rate area ” — a very large proportion of the 
total body of taxpayers. In Section VI we deal with the 
additional tax that would require .to be charged in respect 
of 'higher incomes, and Tables VII-IX illustrate the com- 
bined effeot of all our proposals. 

Introduction 

1. Aims of Evidence 

In submitting this evidence, our aim is to suggest a sub- 
stantial measure of co-ordination between 'Che Income Tax 
and Social Security systems with a view to : — 

<i) simplifying the complex structure of personal 
Income Tax and achieving a most important saving of 
administrative and clerical manpower ; 



(ii) improving the incentive to effort ; and 

(iii) removing certain anomalies which arise from the 
combined operation of Income Tax and Social Security 
in their present forms. 

2. Limits of Evidence 

We propose, so far as possible, to limit our evidence to 
matters of general principle, and to confine ourselves to 
the main features of both Income Tax and Social Security. 
Thus, while certain more important points of detail will 
be considered in Section VII of this Memorandum, we 
shall omit all reference to such matters as “age allow- 
ance,” life assurance relief, expenses, marginal adjust- 
ments, etc., and to the subsidiary benefits of Social Security. 
We would, however, emphasise two points. First, having 
in fact examined a number of the detailed problems that 
arise, we are satisfied that their solution would involve 
no matters of principle and that they would not present 
any great administrative difficulties. Secondly, we feel 
that in. practice the introduction of refinements often 
involves a use of manpower in their administration out 
of all proportion to their importance. 

3. Arrangement of Evidence 

We propose to develop our evidence in the following 
sections: — 

I. To consider the interrelation of Income Tax and 
Social Security. 

II. To examine, with reference to family status, the 

present combined effect of the personal Income 
Tax and Social Security systems. 

III. To suggest, as a first measure of reform, an im- 

proved scheme of family allowances. 

IV. To suggest, as a second measure of reform, a 

simplified soheme of personal taxation, involv- 
ing a level rate of tax on all earnings and 
(possibly) a cash personal allowance. 

V. To consider the combined effect of the two 
proposed measures of reform — the improved 
scheme of family allowances and the simplified 
scheme of personal taxation. 

VI. To consider the superstructure of additional tax 
which would require to he charged on higher 
earned incomes. 

VH. To consider various points of detail arising in 
connection with the proposed measures of 
reform. 

VIH. To consider various points of principle arising 
in. connection with the proposed measures of 
■reform. 
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Various figures and scales will be introduced as we pro- 
ceed with the development of our evidence, and Tables 
based thereon are appended to this Memorandum. We 
would emphasise, however, that it is the underlying prin- 
ciples to which we attach importance and that the figures 
are introduced only by way of illustration. 



I. The Interrelation of Income Tax and Social Security 

4. Personal Income Tax System 

Income Tax used to be solely a means of collecting 
revenue and, as such, it was levied according to “capacity 
to pay.” Hence the present system came into being with 
personal allowances to exempt from tax the lower ranges 
of income (no capacity to pay), with reduced rate relief 
to lighten the burden on the next layer of income (partial 
capacity to pay), and with Surtax as an additional levy on 
the highest incomes (exceptional capacity to pay) — the 
standard rate representing the proportionate charge to tax 
where capacity to pay is normal. This system of “pro- 
gressive ” taxation of personal incomes is generally 
accepted as fair and equitable — but, in its application 
to-day to a vastly increased body of taxpayers, it has 
become extremely cumbersome. 

5. Income Tax and Social Security 

While still a major source of revenue, Income Tax is 
now regarded also as an important means of re-distributing 
the national income — and, in particular, of converting the 
individual’s gross income into his spendable income. In 
fulfilling this latter function. Income Tax is closely allied to 
Social Security. In this connection we may quote the 
following extract from a paper entitled “Income Tax in 
Relation to Social Security” which we submitted to the 
Institute of Actuaries on 14th May, 1943: — 

“ The Income Tax and Social Security systems control 
the financial relationship between the individual and 
the community by the creation, increase, or reduction 
of the income of the individual. Social Security 
benefits represent transfers from the community to the 
individual; Income Tax payments represent transfers 
from the individual to the community. The two 
systems are, however, not merely complementary ; they 
tend to overlap. Social Security contributions are 
similar in effect to Income Tax payments, although 
different in form ; the Income * Tax system involves 
personal and family allowances (akin to Social Security 
benefits) granted by way of relief against taxation. 

Thus the Income Tax and Social Security systems 
taken together effect a readjustment of the income of 
the individual ; they operate to determine the purchas- 
ing power to be granted to the individual by virtue 



(1) his nominal income — earned income or invest- 
ment income ; 

(2) his responsibilities — wife, children and other 
dependents ; 

(3) his infirmities — sickness, unemployment or old 
age. 

Purchasing power may be further taxed in the process 
of being used, but this depends on whether the 
individual chooses to apply his purchasing power so as 
to attract or to avoid such further taxation. Purchasing 
power may be supplemented by State provision of many 
kinds without specific payment, or below cost. The 
important point is, however, that the Income Tax and 
Social Security systems together translate no min al 
income into personal purchasing power at ‘price to 
consumer.’ 

This inter-relationship of Income Tax and Social 
Security demands that the possibilities of close 
co-ordination be examined.” 

^t may be noted that the present Social Security arrange- 
ments are not “ funded ” and do not involve “ insurance ” 
in the normal sense of the term. A’s present contribution 
is transformed into B’s present benefit— not into A’s 
future benefit. In effect, therefore, the Social Security 
system, like the Income Tax system, is a process of 
redistribution of the national income — a means of trans- 
lating nominal income into purchasing power. 



6. The Present Complex Arrangements 
We may illustrate the various steps by which no minal 
income is translated into purchasing power by taking as 
an example a married couple with two children. The 
husband is assumed to have a salary of £500 in the Income 
Tax year 1951-52 and the wife is assumed not to be gain- 
fully occupied. 

(i) A Family Allowance of 5s. Od. per week (£13 per 
annum) is granted in respect of the second child. 

(ii) A Contribution of 4 s. lid. per week (approxi- 
mately £13 per annum) is levied under the National 
Insurance Scheme. 

(iii) Income Tax is calculated as follows: — 



Salary £500 

Add Family Allowance 13 

£513 

Less part of National Insurance Contri- 
bution 8 

£505 

Less “ eamed-income ” relief 101 



£404 

Less Personal Allowances — Married Couple £190 



Two Children 140 

330 

Balance of Income Subject to Tax ... £74 

Tax on £50 at 3s. Od. in £1 £7 10 0 

Tax on £24 at 5s. 6d. in £1 6 12 0 

Total Income Tax £14 2 0 

Thus the annual spendable income becomes: — 

Salary (“ Nominal Income ”) £500 

Add Family Allowance 13 

£513 

Less National Insurance Contribution ... 13 

r r £500 

Less Income Tax 14 

Spendable Income (“ Purchasing 
Power ”) £486 



In the result, by a series of operations involving the 
machinery of Family Allowances, National Insurance 
Contributions and Income Tax, the nominal income of 
£500 is reduced to a spendable income of £486. It is note- 
worthy that the full effects of the Family Allowance and 
of the National Insurance Contribution are to some extent 
offset by the former being subjected to tax and by the 
latter ranking for partial relief of tax. It may also be 
remarked that, in this example, the presence of the second 
child leads to three separate operations: — 

(a) Payment of a Family Allowance of £13 per 
annum ; 

( b ) Charge of tax on (a), representing £3 per annum ; 

(c) Relief of Income Tax, amounting to £19 per 
annum. 

This example may serve to illustrate the involved series 
of transactions which arise between the individual and 
die State in all such cases — often with very little net 
financial effect, but always with a considerable weight of 
detailed administrative work which falls not only upon 
the Government Departments concerned but also upon 
the individual and his employer. 

II. Combined Effect of Income Tax and Social Security 
Systems 

7. Conversion of "Nominal Income” into "Spendable 

Income ” 

In order to examine on broader lines the present 
combined effect of the Income Tax and Social Security 
systems we show in Table I the “spendable incomes” 
corresponding with “ nominal incomes ” ranging up to 
£1,500 per annum, both for single persons and for families 
of varying size. The “spendable income” is calculated 
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in the same manner as in the example already quoted — 
by deduoting from the nominal income both the National 
Insurance Contribution and Income Tax, and by adding 
any Family Allowance which may be due. Table I also 
shows in brackets at the top of each column the annual 
equivalents of the Social Security payments during periods 
of sickness or unemployment ; these figures take account 
of the increases of benefit for children proposed in the 
National Insurance Bill now before Parliament*. Two 
features are immediately apparent from Table I : — 

(i) The general pattern of (redistribution of income is 
that, in the process of conversion into spendable income, 
the earnings of single persons and of small families are 
progressively diminished as their incomes increase — 
while, for the larger families, all but the higher incomes 
are augmented. This pattern must clearly be retained 
to accord with present-day social policy. 

(ii) There is an obvious lack of incentive, especially 
for a married man, to earn a small income as an alterna- 
tive to claiming unemployment benefit or sickness benefit 
(sickness not being a definable condition is often un- 
necessarily prolonged). This feature is considerably 
accentuated by the operation of P.A.Y.E., with its 
system of income tax refunds — a point to which further 
reference will be made in Section V of this 
Memorandum. 

8. Variation According to Family Status 

To obtain a clearer appreciation of the redistribution 
of income according to family status — the horizontal view 
of the figures in Table I — it is interesting to analyse the 
concessions at present allowed to families of varying size 
at different income levels. From Table I we can derive 
the additional spending power allowed on account of a 
wife and on account of each child. These figures are 
shown in Table II, in which this' additional spendable 
income is expressed in the form of a weekly allowance — 
which ds the cash equivalent of the present Income Tax 
allowances (if any) combined, in the case of second and 
subsequent children, with the present Family Allowance 
(after deduction of tax, if any). The immediate impression 
created by Table II is that there is a most irregular rela- 
tionship between the amounts appearing in the successive 
columns at varying income levels. Thus, for the lowest 
incomes, the first child ranks for little or no allowance, 
whereas around the £400 level the first two children rank 
for 'higher allowances than subsequent children — and this 
happens again for an income of £700 ; between these two 
levels, for incomes of £500 and £600, the second and 
third children have the largest rewards. Finally, for the 
highest incomes, the allowance for the first child is 20 per 
cent, less than for all subsequent children — whereas, at 
■the other extreme, when earnings fail due to sickness or 
unemployment, the first child’s allowance is 33| per cent. 
higher than for subsequent children. In general, the 
allowances increase with earnings, but it is impossible to 
detect any definite policy regarding the relationship between 
the amounts which should be allowed for 1st, 2nd, 3rd, 
and subsequent children. Viewing these results, one is 
forced to wonder whether the complex arrangements in- 
volved in the schemes of income fax reliefs and of f amil y 
allowances in fact achieve any systematic plan for supple- 
menting the incomes of families in relation to those of 
single persons. It would appear that an improved scheme 
of tax-free family allowances — to include the wife and the 
first child— would be more effective and very much simpler 
than the present combination of two separate systems of 
allowances. The improved family allowances would also 
replace, in whole or in part, the allowances at present 
provided under the National Insurance Scheme. 

m. Improved Scheme of Family Allowances 

9. Alternative Approaches 

If this principle were accepted, the main point for 
consideration would be the choice of a suitable level for 
the weekly allowances under the improved system. Should 
it, for instance, be based upon: — 

(a) the maximum combined allowances now granted 
to those with relatively high incomes as shown in the 
bottom line of Table n? 

(b) the payments now made during sickness or un- 
employment as sho wn in the top line of Table H? or ' 

* National Insurance Act, 1951. 
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(c) the general level of the combined allowances now 
granted in respect of incomes of around £500 per 
annum? 

The choice of (a) is ruled out by its generosity to all those 
in the lower and middle income ranges and to those in 
receipt of sickness, unemployment or pension benefit — the 
cost clearly being excessive under present conditions. 
The choice of (6) is attractive from many points of view. 
There is an element of logic and tidiness in providing 
the same subsistence level of allowance for the wife and 
for each child in all circumstances — whether the husband 
is earning or is out of work ; it should be noted, however, 
that while allowances on this scale, without further income 
tax relief, would halve the present concessions allowed 
at the higher income levels in respect of second and subse- 
quent children, 'they would be distinctly generous (as 
compared with present standards) at the middle income 
levels for the wife and first child. The choice of (c) has 
the advantage of keeping the cost within more reasonable 
bounds ; (c) deals no less favourably than at present with 
the majority of income-earners, although it leaves both 
the higher income groups and the recipients of social 
security benefits worse off than under existing arrange- 
ments— deficiencies which can, of course, be rectified by 
supplementary concessions in such cases. 

10. Six Contrasted Scales 



Taking all these considerations into account, we would 
suggest the following six contrasted scales of family 
allowances for consideration : — 



Scale 


Wife’s 

Allowance 


Children’s Allowances 


First Child 


Each Subsequent 
Child 




s. d. 


s. d. 






7 6 


5 0 


10 0 




8 6 


7 6 






16 0 


10 0 


7 6 


D 


7 6 


10 0 






9 0 


9 0 




F 


10 0 


10 0 


7 6 



These six scales illustrate .possible variations in .the 
absolute and relative amounts payable in respeot of the 
wife and successive children. Their rationale is as 
follows : — 

Scale A increases the present family allowance by 
5s. Od. for each child (including the first child) and by 
7s. 6d. for the wife ; this additional family allowance, 
together with the privilege of tax-exemption for the 
allowances as a whole, would replace the existing income 
tax reliefs for the wife and children. 

Scale B exactly reproduces .the .present combined 
allowances for taxpayers whose incomes fall within the 
5s. 6d. tax-area. 

Scale C is based on the existing social security standard 
■applicable during sickness and unemployment and would 
permit full co-ordination of family allowances (including 
the wife’s allowance) with sickness and unemployment 
benefits which would then be payable at a uniform rate 
(26s. Od. per week) irrespective of family status. 

Scale D is a variation of Scale A, designed to meet the 
point of view .that it is .the arrival of .the first child which 
creates the greatest financial need in most families. 

. Scale E is an attempt at extreme simplicity— an equal 
allowance for all beneficiaries ; for a wife and two 
children it produces almost the same result as Scale B. 

Scale F, being a less costly version of Scale C with a 
reduced allowance for the wife, would permit co-ordina- 
tion of children’s allowances with the National Insurance 
Scheme— while leaving the latter scheme to provide an 
additional 6s. Od. for the wife as part of the husband’s 
sickness or unemployment benefit. 

11. Choice of Scale 

The choice of scale would depend upon cost (which 
■the Treasury can estimate much more precisely than we 
can on the limited out-of-date information available to us) 
and partly upon the views held as to the relationship 
which should exist between the allowances granted in 
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respect of the wife, the first child and each successive 
child. Our plea is that these issues should be faced and 
that a systematic scheme of family allowances should be 
introduced — by way of extension of the present limited 
scheme and to replace, for the vast majority of taxpayers, 
existing system of income tax allowances and also, in 
whole or in part, .the allowances provided under the 
National Insurance Scheme. We have in mind that, for 
ttiose with higher incomes, certain supplementary reliefs 
for family status should still be incorporated in the Income 
Tax _ system ; further reference will be made to this in, 
Section VI. We also recognise that the present Income 
Tax allowances for children, unlike the present family 
allowances, continue after age 16 during full-time educa- 
tion; this concession could, we feel, be met by a 
continuation of the improved family allowances in such 
circumstances — perhaps at a reduced rate. 



IV. Simplified Scheme of Personal Taxation 

12. Scale of Income Tax 

If these recommendations regarding the segregation of 
Income Tax allowances are accepted, family status will 
cease to be a factor influencing the taxation of the lower 
and middle incomes. Since the concessions due to married 
men and to families of varying size will be made entirely 
by way of family allowances, all married men will be 
subject to the same scale of Income Tax as single persons. 
This measure of reform does not necessarily involve any 
change whatsoever in the basis of taxation of single per- 
sons which for the lower and middle income ranges. — 
could be applied in its present form to all taxpayers, 
whether single or married. We suggest, however, that- 
having taken the first step by removing all family allow- 
ances from the Income Tax system for these lower and 
middle income ranges— it becomes relatively easy to effect 
a complete simplification of the personal Income Tax 
system. We now propose to study the lines along which 
this second measure of reform might proceed. 

13. Level Tax 3 s. 0 d. in £1 — Basis (A) 

Reverting to Table I, the column headed ‘‘Single 
Person” shows the “spendable income” rem aining after 
deducting from the nominal income both National Insur- 
ance contribution and Income Tax ; this column— increased, 
of course, by the improved family allowances— would’ 
apply to all taxpayers if our first measure of reform were 
adopted. Ignoring for the moment the top entry in this 
column, which shows the Social Security benefits payable 
when income fails owing to sickness or unemployment it 
is interesting .to note .that the general run of the figures for 
■spendable income” corresponding to nominal incomes 
up to £450 per annum can be quite closely reproduced by 
the simple expedient of charging a level tax of 3s. Od. in 
£1 (15 per cent.) on salaries and wages, granting no per- 
sonal allowance and abolishing -the National Insurance 
contribution. The effect of this somewhat drastic simplifi- 
cation of procedure is shown in column (3) of Table in 
from which it will be seen that the deviations from the 
present position never amount to as much as 5s. Od. per 
^1™, an “come of £450 per annum is passed. The 
lit is not exact, and the reduction of spendable income 
wage earners may be open to criticism 
(although .this reduction will, in most cases, be more than 
compensated for married men by their increased family 
allowances) but the question immediately arises whether 
the differences overall are worth all the complexity of the 
present Income Tax system and the added labour of 
collecting National Insurance contributions. We have in 
mind .that a supplementary tax structure would be required 
easa X *>e designed, f or the relatively small number 
of taxpayers in the higher income ranges. By means of 
this Additions! Tax (to which further reference is made 
in Section VI of this Memorandum) the “ spendable in- 
f° n ^ a s . p ® h n °w n m italics m column (3) of Table III could 
^vstem 6 to approximate to those produced by the present 

14. Level Tax 4s. 4-8 d. in £1— Basis (B) 

As an alternative to the "3s. Od. in £1 ” basis put for- 
ward in the .preceding paragraph, and with a view to im 
proving the position of the lower wage earners the le™l 



rate of tax on all salaries and wages could be increased 
to 4s. 4-8d. in £1 (22 per cent.) and a cash personal 
allowance of 9s. 9d. per week could be .granted to the 
individual in his own right — that is, apart from any family 
allowances which may be payable on account of his wife 
and children. The effect of this proposal is shown in 
column (4) of Table HI, from which it will be seen that 
the “ fit ” for nominal incomes of £200 to £450 per annum 
(covering a high proportion of wage earners) is absolutely 
exact ; the rate of tax and the amount of the cash allow- 
ance have been chosen with .this end in view. The present 
National Insurance benefit would be diminished by 9s. 9d. 
per week — the amount of the cash personal allowance — in 
the same manner as has already been suggested for off- 
setting the improved family allowances against the allow- 
ances at present provided under the National Insurance 
Scheme. A supplementary tax structure would again be 
required for the higher incomes and would lead to an 
exact reconciliation with .the present position for all 
1 spendable incomes” shown in italics in column (4) of 
Table HI. 

15. Level Tax 6s. id. in £1— Basis ( C) 

Once the idea of a cash personal allowance is intro- 
duced, many variations of the rate of tax and of the 
amount of the cash allowance are obviously possible. To 
illustrate one such possibility, we show in column (5) of 
Table III .the effect of a level rate of tax of 6s. 8d. in £1 
(33| per cent.) and an allowance of 26s. Od. per week. 
This basis provides an allowance on full Social Security 
standards and, taken together with Basis (C) for Family 
Allowances (see Section HI), would entirely supersede the 
present National Insurance benefits during sickness, un- 
employment and retirement (subject, however, to the in- 
creases proposed in the present National Insurance Bill). 
This basis, as already stated, is logical and tidy in that 
the same subsistence level of allowances would be payable 
m all circumstances — whether .the individual is earning 
or is out of work— but it would almost certainly involve 
a net loss to the Exchequer and it is open to critioism on the 
grounds that a level rate of tax of 6s. 8d. in £1 on, all earn- 
ings is damaging to incentive. These are matters on which 
the Royal Commission will have other sources of informa- 
tion. Our purpose in giving this example of a particular 
case of the simplified scheme of personal taxation is only 
to illustrate the possibility of securing full co-ordination 
ot income Tax allowances with Social Security benefits in 
the process of simplifying the present machinery of per- 
sonal Income Tax. It may .be noted that this basis aug- 
ments all nominal incomes ” up to £200 per annum, and 
that it gives only a rough overall “fit”— which extends, 
However, to the higher incomes and would not necessitate 
a supplementary tax structure. 

V. Combined Effect of Improved Family Allowances and 
simplified Scheme of Personal Taxation 

16. Three selected bases 

In the foregoing sections of this Memorandum we have 
suggested that an improved scheme of family allowances 
should not only replace the present limited Family Allow- 
ances Scheme, but should also supersede the existing 
Income Tax allowances for both wife and children and 
either partially or wholly, the present National Insurance 
benefit for these dependents. We have also suggested 
that the personal Income Tax system, stripped of the 
allowances for wife and children, should be simplified 
tor the lower and middle income groups by charging a 
level rate of tax on all earnings and (possibly) by granting 
a cash personal allowance. Both for the improved family 
allowances and for the simplified Income Tax system we 
have suggested a number of alternative bases which might 
be adopted within the framework of our recommendations 
—and there are obviously many other alternatives avail- 
?vi S dlffic l u t ’ therefore, t0 provide a comprehensive 
view of the combined effect of our two measures of reform 
on families of varying size, since this effect must obviously 
depend to a very large extent on the precise amounts 
selected both for the allowances and for .the level rate 
ot tax to be charged on all earnings. By way of example 
however we have linked the three bases of taxation 
SS** * n Section IV with the family allowances sug 
gested in Scales. A, B and C (see Section ni), and we 
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show in Tables IV-VI a comparison, for families of vary- 
ing size, of the effect of each of these three bases with 
that of the present Income Tax and Social Security systems 
as reflected in Table I. The three selected bases, which 
are chosen only for purposes of illustration, are thus 





(A) 


(B) 


(C) 


Level Rate of Tax 


3s. Od. in£l 


4s.4-8d.in£I 




Personal Allowance 


(15%) 


(22%) 


(33*%) 


(per week) 

Family Allowances : — 


Nil 


9s. 9d. 


2&s. Od. 


(per week) 

Wife 


7s. 6d. 






First Child 
Each Subsequent 


5s. Od. 


7s. 6d. 


10s. Od. 




10s. Od. 


11s. 3d. 


7s. 6d. 



17. Comparison with Present Position 
Viewing the results in Tables IV-VI, it is at once appar- 
ent that, in comparison with the present position, the 
general effect of our two suggested reforms, when taken 
together, is to benefit the lower income earners — especially 
those with the larger families. This, of course, results 
mainly from our first measure of reform — the grant of a 
uniform cash allowance for the wife and each child 
irrespective of income. It may also be observed that 
under Basis (B) an exact “ fit ” is always achieved over the 
wide range of incomes which, allowing for family status, 
are at present subject to a maximum rate of tax of 5s. 6d. 
in £1. Under Basis (A) a close “ fit ” is obtained over a 
similar, but slightly lower, range of incomes. Above these 
income ranges, both for Basis (A) and Basis (B), the 
spendable incomes” shown in italics in Tables IV-VI 
would be made to approximate to the present position by 
means of the Additional Tax on higher incomes, to which 
reference will be made in Section VI of this Memorandum. 
Basis (C) gives a relatively poor “ fit ” which, however, 
extends up to the surtax level without any need of a super- 
structure of additional tax on higher incomes. Basis (C) 
is, of course, designed for simplicity and not for “ fit ” — 
to illustrate the possibility of securing full co-ordination of 
Income Tax allowances, Family Allowances and National 
Insurance benefits. These specimen bases' are capable of 
variation in many respects. Thus, for any given marital 
status, the general level of the “ spendable incomes ” can 
be changed by altering the amount of the cash allowance 
while the gradient of the “ spendable incomes ” can be 
changed by an appropriate alteration in the level rate of 
tax. 



18. The Gap between Income Tax and Social Security 

In the preceding paragraph, attention has been directed 
to the benefit conferred upon the lower income earners — 
especially those with the larger families — by our two 
measures of reform. This is a definite point of principle 
underlying our recommendations and is the only possible 
corrective to the anomalies and inequities disclosed in 
Table II. There is, in fact, at present an area of hardship, 
which our recommendations would overcome, extending 
up to the income level {varying according to family status) 
where Income Tax ■ allowances take effect. This area of 
hardship represents a gap in the present structure of 
Income Tax and Social Security and to close the gap, 
either wholly or partially, must involve expense. On the 
other band, there appears to us to be also an overlap 
of the present systems, where National Insurance benefits 
and Income Tax allowances are both available at one 
and the same time, and our pronosals would remove this 
overlap— thus offsetting, to an extent which we cannot 
measure with any accuracy but which will clearly depend 
upon the level of tax and allowances selected, the cost of 
closing the gap. 

19. The Overlap of Income Tax and Social Security 

To explain the overlap, we may instance the case of a 
married couple with one child, the husband earning 
£8 10s. Od. per week and the wife not gainfully occupied 
Let us assume that, towards the end of the fiscal year’ 
the husband falls sick or becomes unemployed for a 
period of several weeks. Under the present P.AYE 
system, a tax refund of £1 10s. Od. per week is allowed in 
addition to the National Insurance benefit of £2 12s. Od 
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■per week— providing a total spendable income of £4 2s. Od. 
P? r ^ This compares with a spendable income of 
£7 1 8s. Od. per week while at work and represents a reduc- 
tion of only £3 16s. Od.per week. The fact that, in this 
and many other cases, the spendable weekly income 
during periods of absence from work is a fairly high pro- 
portion of the spendable income resulting from a full 
weeks work, raises serious questions affecting the incen- 
tive to effort. This position is, of course, due to the 
presence of these two sources of income— Social Security 
benefits and Income Tax refunds— during periods of sick- 
ness and unemployment. The fact that the Income Tax 
refund consists of the cash equivalent of a week’s income 
tax allowances which, as we have already suggested, are 
similar m character to Social Security benefits, leads to the 
View that the present duplication of allowances represents 
an overlap between the Income Tax and Social Security 
systems. This overlap is removed by the proposals which we 
have made for an improved scheme of Family Allowances . 
and (possibly) a cash personal allowance to be payable 
m all circumstances, together with correspondingly reduced 
National Insurance benefits in the event of sickness or 
unemployment. It is the elimination of this overlap which 
we believe, would off-set to some extent the cost of closing 
the gap for the lower income earners. 



vi. .Taxation of Higher Earned Incomes 

20. Necessity for Tax Superstructure 

„,.l t . has « all<: "2 y 5e “ that ' a the Income Tax system 
were reformed on the lines which we have suggested in 
IV ’ lf . th ® rates of tax and cash allowances 
were designed (as in Bases (A and (B)) to reproduce the 
present position for the middle income groups, a super- 
/A? be required ° n “Ster incomes. 

,k (A f S I1!l .< B >. < » ase to 8>« i reasonably close 
bt around the following income levels, at which levels the 
superstructure would need to come into operation: 




No superstructure of additional tax would be required in 
conjunction with Basis (C). 

21. Proposed Basis of Additional Tax 

We would therefore suggest that an additional tax should 
be charged on any excess of earned income over the 
above-mentioned levels for Basis (A) and for Basis (B)— 
Ba j??. (C). To approximate to the present 
position, the additional rate of tax should be: — 

Basis (A).— 4s. 7.2d. in £1 (23%). 

Basis (B).— 3s. 2.4d. in £1 (16%). 

Tables VII and VIII show, for Basis (A) and Basis (B) 
respectively, a complete picture of the combined effect of 
SLufiL P r °P° sals — : unproved family allowances, the 
simplified scheme of personal taxation and the additional 
2*™ e ? rn ed incomes. Table IX shows a similar 
picture for Basis (C), although in this case no additional 
tax is involved. From Tables VII and VIII it will be 
wnnlH h ?vt h H pr0 ? 0S ?£ additional tax on higher incomes 
If f d ? 016 surtax level the close fit already 
estabhshed for the lower and middle income groups. We 
however, direct attention to the fact that for single 
persons this close fit is only achieved by bringing the 
wSl!o taX mt0 °P eratlon at a relatively low income 
f?, t~ £ ' 43 TDT Per T annum for Basis (A) or £460 per annum 
(B). It occurs to us that some concession might 
S' w °rtli to keep this lower limit of additional taj£- 
tion above normal wage levels. 

22. Assessment and Collection of Additional Tax 

o addi H 0nal t “ ? n , hi gher incomes would, of course. 

If h, y a re atlvely small Proportion of the whole 
body of taxpayers now subject to P.A.Y.E. If thought 
desirable, it could be assessed on current earnings and 
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collected by a simple P.A.Y.E. system. There is, however, 
much to be said for the additional tax being assessed and 
collected on a “ past-year basis.” The reasons which 
prompted the introduction of P.A.Y.E. do not apply in 
the same degree to an additional tax levied on excess 
incomes belonging mainly to salary earners. The con- 
venience of a “past-year basis” and the incentive which 
it gives to “ earn the money to pay the tax on the past 
year’s earnings ” make the idea attractive. Since 
individual assessments would be required for these higher 
incomes — either to determine the “coding” for P.A.Y.E. 
or to determine the tax on the past year’s earnings— the 
question arises whether the additional tax might not be 
merged with the present surtax machinery and applied 
in one operation. These questions of detail do not affect 
the principle underlying our recommendations, but we 
have mentioned them in order to show that they involve 
no insuperable difficulty. 



VII. Points of Detail arising in connection with the 
Proposed Measures of Reform 

23. Payment of Allowances and Collection of Income Tax 
Our first measure of reform involves an improved 
scheme of family allowances — to include the wife and 
the first child in addition to the second and subsequent 
children who are covered by the present Family 
Allowances Scheme. Our second measure of reform — 
the simplified scheme of personal taxation— involves 
(except under Basis (A)) a personal cash allowance to the 
individual in his own right and apart from his family 
responsibilities. The existing machinery for payment of 
family allowances could easily be extended to provide both 
the personal allowance and the improved family allowances 
— either by way of combined vouchers for the total 
weekly amount due in respect of the family as a whole 
or by way of separate vouchers for each member 
individually. From an administrative point of view, a 
scheme of equal allowances of, say, 9s. Od. per week for 
all beneficiaries (i.e.. Scale E of Family Allowances com- 
bined with a personal allowance of 9s. Od. per week) 
would be a great convenience, since every man, woman 
and child would then be entitled to an identical set of 
coupons without enquiry as to relationship or dependancy. 
As to the channel of payment of the allowances, we 
would suggest that the vouchers should be encashable: — 

(а) at a Post Office or at a local office of the Ministry 
of National Insurance ; 

(б) by payment into the individual’s bank account; 
or 

(c) by inclusion in the individual’s wage or salary 
payments — the vouchers being deposited with the 
employer. 

Tax at the appropriate level rate on all earnings would 
be deducted at source by the employer (a very simple 
operation), and would be remitted to the Collector of 
Taxes at suitable intervals. If this procedure of tax 
deduction were combined with method (c) for the pay- 
ment of allowances, the apparent contents of the wage 
packet would not be depleted in relation to their present 
size — a point of some psychological importance. The 
burden falling on the employer, incidentally, would be 
very much less than that now incurred in connection with 
P.A.Y.E. and National Insurance contributions. 

24. Dependent Relatives 

The present Income Tax system provides certain 
specified allowances in respect of dependent relatives, 
housekeepers, etc. In each such case an income allowance 
of £50 is granted subject to certain qualifications — the 
cash equivalent being 5s. 4d. per week to a taxpayer 
subject to tax at a maximum of 5s. 6d. in £1. Under 
our simplified scheme, the position of these dependants 
would vary according to the basis adopted. Thus, under 
Basis (A), which provides no personal cash allowance, a 
dependant’s allowance of 5s. Od. per week might be added 
to the scheme of family allowances. Under Basis (B), 
each dependant would be entitled, in his own right, to 
a personal cash allowance of 9s. 9d. per week, and no 
question of a dependant’s allowance need arise. Under 
Basis (C), the dependant would be entitled to a personal 
cash allowance of 26s. Od. pet week — thus illustrating the 
feet, tp which we have already referred, that Basis (C) 



is essentially generous to all those who at present are 
entitled neither to Social Security benefits nor to the full 
effect of their own personal allowances under the Income 
Tax system. It will be seen, therefore, that — whichever 
basis of tax and allowances were adopted — the position 
of the dependent relative could readily be met within the 
general structure of the improved family allowances. 
Similarly, no difficulty would arise in providing further 
relief for the dependent relative in the superstructure of 
additional tax on higher incomes. 



25. The Wife’s Earnings 

Under the present Income Tax system, the allowance 
to a married couple is increased if the wife is gainfully 
occupied. This increase is evidently intended to restore 
the incentive to effort on the part of the wife, where 
otherwise the joint assessment of husband and wife would 
impair this incentive. In effect, the wife’s earnings are 
assessed on a “ single person ” basis, leaving the husband 
with the full married couple’s allowance — subject only to 
a joint upper limit of earned income relief. Whether this 
'incentive for a wife to continue at work rather than to 
take care of her home and children is desirable is a ques- 
tion on which social and economic considerations are 
probably at variance. It is interesting to observe that, 
in the National Insurance Scheme, the treatment is 
reversed — the husband’s benefit is reduced to a “ single 
person ” basis of 26s. Od. per week if the wife is gainfully 
occupied. There is obviously need for a clear-cut decision 
on the provision which should be made for the “ earning 
wife.” Whatever this decision may be, there should be 
no difficulty in fitting the desired provision into our 
general structure of improved family allowances and 
simplified taxation. Thus, for example, under Basis (A), 
the wife might be permitted to retain her allowance of 
7s. 6d. per week when earning on her own account, and 
■be taxed at a level rate of 3s. Od. in £1 on her earnings ; 
for the purpose of the superstructure of tax on higher 
incomes, the husband could be treated as a married man 
and the wife could be treated as a single person. Under 
Basis (B), the wife could rank, while gainfully occupied, 
for the .personal allowance of 9s. 9d. per week (within the 
limits of tax deducted from her earnings) in addition to 
the wife’s allowance of 8s. 6d. per week and her income 
could be taxed, in the usual manner. The result in both 
cases would be, in effect, to reproduce the present very 
favourable position. These examples, however, point to a 
possible compromise between the social and economic 
considerations to which reference has already been made 
— that, in all circumstances, the wife’s allowance should 
be identical with the single person’s allowance and that, 
for the purposes of additional tax on higher incomes, a 
married couple should be given the option of assessment 
as two single persons. Thus neither the scheme of allow- 
ances nor the superstructure of additional tax would 
exercise any influence upon the wife’s decision whether 
or not to work for reward. 

26. Investment Income 

The main purpose of our second measure of reform — 
the simplified scheme of personal taxation — is to improve 
the system of taxation of wages and salaries, but the 
treatment of investment income, would necessarily be 
affected by our proposals. The clearest case, for purposes 
of illustration, is Basis (B) which approximates very 
closely to the present position in its effects upon earned 
incomes at all but the lowest levels. To extend Basis 
(B) to investment income is relatively easy — assuming that 
tax would continue to be deducted at source at the full 
standard rate. Bearing in mind that the proposed cash 
personal allowance and the improved family allowances 
replace both family allowances and income tax allowances 
for all those who are now subject to tax at not more than 
5s. 6d. in £1, investment income in such cases would rank 
for repayment of tax at a level rate of 4s. Od. in £1. 
Under Basis (A), tax would again be deducted at source at 
the full standard rate ; for incomes not subject to the 
full rate of tax, an appropriate scale of taxation of invest- 
ment income (independent of family status) would have 
to be devised, and repayment would be made of the tax 
over-deducted. For the higher incomes, under both Basis 
(A) and Basis (B), individual assessments would still be 
required and provision for proper treatment of investment 
income could readily be devised in conjunction with the 
superstructure of additional tax on earned income. Under 
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£ the whole structure up 
£ a u ^£ orm rate of 8s. 4d. in £1 could 

be applied to all investment income, being deducted at 
source, and no question of repayment would arise. We 
?£“ Se ,’ f^Pressing any view upon the broader 
S lfi? relationship between the levels of taxation 
which should apply respectively to earned and investment 
income ; for present purposes we have assumed that this 
relationship will remain unchanged. So far- as procedure 
is concerned, it is important to note that, whichever basis 
were adopted, no enquiry need be made (except for surtax 
purposes) regarding investment income unless a repayment 
claim is made. 



27. National Insurance Contributions 
In this Memorandum we have assumed, for con- 
venience, that the employee’s contribution to National 
Insurance is 4s. lid. per week— the rate at present pay- 
able by adult male employed persons. In practice this 
contribution varies as between various categories of in- 
sured persons. If the principle is accepted that National 
Insurance contributions, being in effect a form of taxation, 
should be merged in the general structure of personal 
taxation, these present variations in contributions are rela- 
tively unimportant. If, on the other hand, it is felt that 
these distinctions should remain and that the present 
system of National Insurance contributions should be 
continued, our main argument would be unaffected — 
subject to appropriate adjustments of the cash personal 
allowances incorporated in the various bases which we 
have put forward in this Memorandum. We have assumed 
that the employer’s contribution to National Insurance 
will be continued in its present form — and also the rele- 
vant portion of the contribution made by self-employed 
persons. These contributions we also regard as a form of 
taxation and, as such, they could of course be levied in 
many other ways in accordance with general fiscal policy. 



VIII. Points of Principle arising 

Proposed Measures of Reform 

28. Degree of Simplicity 

From the national point of view we cannot emphasise 
too strongly the real loss of wealth and production that 
is caused by the waste of manpower in the operation of 
the present Income Tax and Social Security systems. This 
waste of manpower is both direct — through the administra- 
tive and clerical staffs employed by government depart- 
ments and by employers — and indirect — through the time 
that every citizen spends to a greater or less extent in 
dealing with his own taxation and social security affairs. 
We are also concerned that a great many taxpayers have 
no understanding of the basis upon which their tax is 
computed; we feel that this element of unintelligibility 
is a very bad feature of the present system and that many 
faulty assessments must remain unchallenged. We believe 
that our proposals would greatly simplify the present 
procedure for ah wage and salary earners whose incomes 
are within the present reduced rate area— a very large 
proportion of the total body of taxpayers. From the 
illustrations which we have given it appears that extreme 
simplicity (as exemplified by Basis <Q) can be achieved 
only by a considerable re-arrangement of the present 
scheme of redistribution of personal incomes— m other 
words by a change in the pattern of social policy. A 
considerable degree of simplicity, however, can be 
attained without undue departure from the piesent posi- 
tion — especially after effect is given to whit appeals to 
be a desirable revision of concession allowed to families 
of varying size. The degree of simplicity, in fact, depends 
upon die eatent to which the Royal Commnisioh « .pre- 
pared to recommend the modification of the present 
structure. In general, we would plead that complications 
should only be retained if the adoption of . simpler 
procedure would create serious devial.nns from the deemed 

pattern. 

29. Incentive to Effort . ^ 

In Section V of this Memorandum we pointed k> the 
overlap “ween the J^^^TinSdvf to efioS. 
The^ay meats now made by way of Social Securiiy benefiis 
13846 



and Income Tax refunds can provide a combined re too 
for idleness which seems in certain cases to represent 
high a proportion of the reward for work. Even wnen 
income tax refund is available, there is at present an 
obvious lack of incentive to earn a small income as 
alternative to claiming unemployment benefit or s i ctcr r__ 
benefit. By our proposals, the position would -be 1 " 
proved in all cases — the extreme case being Basis ' 
which, in effect, entitles everyone to social security b er *en 
at all times and, in addition, to two-thirds of whatev e 
he may earn. Thus, under Basis (C), additional ea . rrll ^?_ 
are always attractive and the incentive is maintained 
subject, however, to our view that a basic rate _ or tax 
amounting to 6s. 8d. in £1 is too high. It is for this la.tter 
reason that we prefer either Basis (A) or Basis 
despite the fact that these two bases do not effect so 
smooth a junction between what we have called the 
reward for idleness” and the reward for a little work. 
The main improvement common to all three of our sug- 
gested bases is that the overlap would be removed and 
that payments made during sickness and unemployment 

would be restricted to Social Security standards as was 

originally the case before P.A.Y.E. was introduced. 

30. Tax and Allowances — The Choice of Basis 
In the Tables appended to this Memorandum we have 
shown, by way of example, the effect of linking three 
particular scales of family allowances with three different 
bases of taxation. As we have already emphasised, these 
three bases have been selected only for purposes of illustra- 
tion and an unlimited number of variations, both of the 
level rate of tax and of the amount of the cash allowances, 
could be adopted within the framework of our recom- 
mendations. If the general principles were accepted, the 
choice of basis would be influenced by many considera- 
tions such as simplicity of operation and effect upon incen- 
tive. With regard to simplicity, tve would direct attention 
once again to the attraction of a uniform scale of allow- 
ances for every individual, payable in all circumstances 
and supplemented (to whatever extent may be necessary) 
by National Insurance benefits during sickness, unemploy- 
ment and retirement From the point of view of incentive, 
the main factor is that the level rate of tax should be 
kept as low as possible ; it would seem likely on general 
grounds that a level rate of 3s. Od. in £1 (as in Basis (A)) 
would have very little disincentive effect, but that a level 
rate of 6s. 8d. in £1 (as in Basis (C)) might impair the 
incentive to extra effort We would, therefore, suggest 
that, if our two measures of reform were introduced 
together, the initial scheme of tax and allowances should 
be similar to that put forward in Basis (A) — possibly with 
an equation of family allowances at 7s. 6d. per Week: for 
all beneficiaries. In the light of experience, if it seemed 
desirable, these allowances might be raised (the level rate 
of tax being correspondingly increased) stage by stage to 
full social security standards — thus securing in due course 
their full co-ordination with National Insurance benefits 
In our view, the possibility should be borne in mind that 
full co-ordination along the lines of Basis (C) may seem 
desirable at some future date and for this reason we would 
suggest that the initial framework should be such as might 
be capable of gradual extension towards an ultimate stat<* 
of full co-ordination in the years to come. 



Conclusion 

31. Two Measures of Reform 
To summarise our proposals, we have suggested t 
measures of reform affecting the Income Tax and S •? 
Security systems. By the first measure of reform ° th 
whole range of family allowances embodied in the nr’ + 
Income Tax system would be superseded by an. 
scheme of cash family allowances — which would, i n *" >r 2 Veci 
be an extension of the present limited Family -Al 1 r-*v. eIteCt ’ 
Scheme. By the second measure of reform, the p© aTlce 1 
Income Tax system would be greatly simplified and rson 5j 
incorporate the insured persons’ present contributi cou ^ 
National Insurance. By linking in this manner -r 0118 to 
Tax with Social Security payments and contributi 
believe that considerable advantages would be 0lls we 
by achieving simplicity, improving incentive and re . Secu T ecl 
anomalies arising from the combined operation of £* lov ' n g 
Tax and Social Security in their present forms. ltlc °me 
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TABLE I 



TABLE HI 



Conversion of “ Nominal Income ” into “ Spendable Income ” 
(Present System) 



Nominal 


Spendable Income 


(Gross 
Annual 
Salary 
or Wage) 


Single 

Person 


Married Couple 


Number of Children 




0 


1 


2 


3 


4 


£ 


£ 

(68) 


(109) 


£ 

(135) 


£ 

(155) 


£ 

(174) 


(194) 


150 


136 


137 


137 


150 


163 


176 


200 


180 


187 


187 


200 


213 


226 


250 


220 


236 


237 


250 


263 


276 


300 


259 


280 


287 


300 


313 


326 


350 


298 


320 


335 


350 


363 


376 


400 


337 


359 


378 


400 


413 


426 


450 


376 


398 


417 


445 


463 


476 


500 


408 


437 


456 


486 


511 


526 


600 


470 


508 


534 


564 


593 


621 


700 


532 


570 


604 


642 


671 


701 


800 


594 


632 


666 


707 


748 


779 


900 


656 


694 


728 


769 


810 


852 


1,000 


718 


756 


790 


831 


872 


914 


1,250 


873 


911 


945 


986 


1,027 


1,069 


1,500 


1,028 


1,066 


1,100 


1,141 


1,182 


1,224 



* The amounts shown in brackets at the top of each column are 
the annual equivalents of the Social Security payments (National 
Insurance Benefit and Family Allowances) during periods of 
sickness or unemployment. 



TABLE II 

Combined Cash Allowances per week under Present Income 
Tax System and Family Allowance Scheme 




jlik. amuuuia eiivwu. in uiv lv/*/ w. %.***.*. * — — T 

the Social Security payments (National Insurance Benefit and 
Faipily Allowances) during periods of sickness or unejnployment. 



Effect of Simplified Scheme of Personal Taxation 
(“ Single Person ” Basis) 

Note . — This Table does not include the effect of the proposed 
Additional Tax on higher incomes (see Section VI of the 
Memorandum). After deduction of this Additional Tax, the 
“ spendable incomes ” shown in italics in columns (3) and (4) 
would approximate to those produced by the present system as 
shown in column (2). No Additional Tax is proposed for 
Basis (C). 



Nominal 




Spendabl 


Income 




(Gross 




























6s. 8d. in £1 


Wage) 


(see Table I) 


Allowance 

Nil 


Allowance 
9s. 9d. p.w. 


Allowance 
26s. Od. p.w. 


0) 


(21 


(3) 


00 


(S> 


£ 


£ 


£ 


£ 


£ 


* 


(68) 


(~) 


(25) 


(68) 


150 


136 


128 


142 


168 


200 


180 


170 


181 


201 


250 


220 


213 


220 


234 


300 


259 


255 


259 


268 


350 


298 


298 


298 


301 


400 


337 


340 


337 


334 


450 


376 


383 


376 


368 


500 


408 


425 


415 


401 


600 


470 


510 


493 


468 


700 


532 


595 


571 


534 


800 


594 


680 


649 


601 


900 


656 


765 


727 


668 


1,000 


718 


850 


805 




1,250 


873 


1,063 


1,000 


901 


1,500 


1,028 


1,275 


1,195 


1,068 



* The amount shown in brackets at the top of column (2) is the 
annual equivalent of the National Insurance Benefit payable 
during periods of sickness or unemployment. The corresponding 
amounts at the top of columns (3), (4) and (5) are the annual 
equivalents of the proposed weekly allowances. 



TABLE IV 

Combined Effect of Improved Family Allowances 
and Simplified Scheme of Personal Taxation 



Married Couple — No Children 



Note . — This Table does not include the effect of the proposed 
Additional Tax on higher incomes (see Section VI of the 
Memorandum). After deduction of this Additional Tax, the 
“ spendable incomes ” shown in italics in columns (3) and (4) 
would approximate to those produced by the present system as 
shown in column (2). No Additional Tax is proposed for 
Basis (C). 



Nominal 



ndable Income 



(Gross 

Annual 

Salary 

Wage) 


System 
(see Table 1) 


Basis (A) 
Tax 

3s. Od. in £1 
Allowance 
7s. 6d. p.w. 


Basis (B) 
Tax 

4s. 4-8d. in £1 
Allowance 
18s. 3d. p.w. 


b “t%P 

6s. 8d. in £1 
Allowance 
42s. Od. p.w. 


(X) 


(2) 


(3) 


09 


(5) 


£ 




£ 


£ 


£ 


* 


(109) 


(20) 


(47) 


(109) 


150 




147 


164 


209 


200 


187 


190 


203 




250 




232 






300 




275 


281 


309 


350 




317 


320 








360 










402 


398 


409 






445 


437 








530 


515 








615 


593 






632 


700 










785 










870 










1,082 






1,500 


1,066 


1,295 







* The amount shown in brackets at the top of column (2) is tfcie 
annual equivalent of the National Insurance Benefit payable 
during periods of sickness or unemployment. The corresponding 
amounts at the top of columns (3), (4) and (5) are the annual 
equivalents of the proposed weekly allowances. 
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TABLE V 

Combined Effect of Improve « 

Married Couple — i omm 
Note . — This Table does not incluHp 
Additional Tax on higher incomes ^see Secdon^Vpn? 0 ^ 1 
Memorandum). After deduction of this AddihAna/r^ 
“spendable incomes” shown in italic in columns ^ 
would approximate to those produced by the ? 

^hown m column (2). No VdiS^ ft '£'££?& 



TABLE VI 

Combined Effect of Improved Family Allowances 
and Simplified Scheme of Personal Taxation 
Married Couple— 3 Children 

Note . — This Table does not include the effect of the proposed- 
Additional Tax on higher incomes (see Section VI of the 
Memorandum). After deduction of this Additional Tax, tb® 
“spendable incomes” shown in italics in columns (3) and- 0*1 
would approximate to those produced by the present system aS 
shown in column (2). No Additional Tax is proposed for 
Basis (Q. 



Nominal 

Salary 

Wage) 




Spendab 


e Income 




(see^Table I) 


Basis (A) 

3s. Od. in £1 
. Allowance 
12s. 6d. p w. 


Basis (B) 
Tax 

4s. 4 ■ 8d. in £1 
Allowance 
. 25s. 9d. p.w. 


Basis (C) 
Tax 

6s. 8d. in £1 
Allowance 
52s. Od. p.w. 


0) 


(2) 


(3) 


C4) 


(5) 


£ 


£ 


£ 






* 


(135) 


(33) 


(67) 


(135) 


150 


137 


160 






200 


187 


203 


223 




250 




245 






300 


287 


288 


301 




350 


335 


330 






400 


378 


373 


379 




450 


417 


415 






500 


456 


458 


457 




600 


534 


543 


535 


535 


700 


604 


628 


613 


602 


800 


666 


713 


691 


669 


900 


728 


798 


769 


735 


1,000 


790 


883 


847 


802 


1,250 


945 


1,095 


1,042 


969 


1,500 


1,100 


1,308 


1,237 


1,135 



* The amount shown in brackets at the top of column (2) is the 
annual equivalent of the National Insurance Benefit payable 
during periods of sickness or unemployment. The corresponding 
amounts at the top of columns (3), (4) and (5) are the annual 
equivalents of the proposed weekly allowances. 



Nominal 




Spendable Income 




(Gross 






























Wage) 


(see Table i) 


Allowance 
32s. 6d. p.w. 


48s. 3d. p.w. 


Allowance 
67s. Od. p.w. 


0) 


(2) 


(3) 


(4) 


tS> 


£ 


£ 


£ 


£ 


£ 


* 


(174) 


(85) 


(125) 


(174) 


150 


163 


212 


242 


274 


200 


213 


255 


281 


308 


250 


263 


297 


320 


341 


300 


313 


340 


359 


374 


350 


363 


382 


398 


408 


400 


413 


425 


437 


441 


450 


463 


467 


476 


474 


500 


511 


510 


515 


508 


600 


593 


595 


593 


574 


700 


671 


680 


671 


641 


800 


748 


765 


749 


708 


900 


810 


850 


827 


774 


1,000 


872 


935 


905 


841 


1,250 


1,027 


1,147 


1,100 


1,008 


1,500 


1,182 


1360 


1,295 


1,174 



* The amount shown in brackets at the top of column (2) is the 
annual equivalent of the Social Security payments (National 
Insurance Benefit and Family Allowances) during periods of 
sickness or unemployment. The corresponding amounts at the 
top of columns (3), (4) and (5) are the annual equivalents of the 
proposed weekly allowances. 



TABLE VH 

Combined Effect of Improved Family Allowances, Simplified Scheme of personal Taxation 
and Additional Tax on Higher Incomes 
Basis (A)— Tax 3s. Od. in £1 

Note —The amounts shown in brackets are the excess or deficit of the spendable incomes in comparison with those produced, fey 
the present system (see Table I). 



Nominal Income 

(Gross Annual 
Salary 
or Wage) 


Spendable Income 


Single 

Person 


Married Couple 


Number of Children 


0 


1 


2 


3 


4 


£ 


£ 

128 (- 8) 


£ 

147 (+10) 


£ 

160 (+23) 


£ 

186 (+36) 


£ 

212 (+49) 


£ 

238 (+62) 




170 (-10) 


190 (+ 


3) 


203 (+16) 


229 (+29) 


255 (+42) 


281 (+55) 




213 (- 7) 


232 (- 


4) 


245 (+ 8) 


271 (+21) 


297 (+34) 


323 (+47) 




255 (- 4) 


275 (- 


5) 


288 (+ 1) 


314 (+14) 


340 (+27) 


366 (+40) 




298 (0) 


317 (- 


3) 


330 (- 5) 


356 (+ 6) 


382 (+19) 


408 (+32) 




340 (+ 3) 


360 (+ 


1) 


373 (- 5) 


399 (- 1) 


425 (+12) 


451 (+25) 




378 (+ 2). 


402 (+ 


4) 


415 (- 2) 


441 (- 4) 


467 (+ 4) 


493 (+17) 




409 (+ 1) 


445 (+ 


8) 


458 (+ 2) 


484 (- 2) 


510 (- 1) 


536 (+10) 




471 (+ 1) 


512 (+ 


4) 


540 (+ 6) 


569 (+ 5) 


595 (+ 2) 


621 CO) 




533 (+ 1) 


574 (+ 


4) 


602 (- 2) 


642 (0) 


680 (+ 9) 


706 (+ 5). 




595 (+ 1) 


636 (+ 


4) 


664 (- 2) 


704 (- 3) 


745 (- 3) 


786 (+ 




657 (+ 1) 


698 (+ 


4) 


726 (- 2) 


766 (- 3) 


807 (- 3) 


848 (- 4:) 




719 (+ 1) 


760 (+ 


4) 


788 (- 2) 


828 (- 3) 


869 (- 3) 


910 (— 4} 




. 874 (+ 1) 


915 (+ 


4) 


943 (- 2) 


983 (- 3) 


1,024 (- 3) 


1,065 (- 4) 


1,500 


i 029 (+ 1) 


1.070 (+ 


4) 


1,098 (- 2) 


1,138 (- 3) 




1^20 (- ^ 
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TABLE Vm 

.Combined effect of Improved Family Allowances, Simplified Scheme of Personal Taxation 
and Additional Tax on Higher Incomes 
Basis (B)— ' Tax 4s. 4-8d. in £1 

Note. The amounts shown in brackets are the excess or deficit of the spendable incomes in comparison with those produced by 

the present system (see Table I). _ 



Nominal Income 

(Gross Annual 
Salary 
or Wage) 



1,250 

1,500 



Single 

Person 


£ 

142 (+ 6) 


181 (+ 1) 


220 


(0) 


259 


(0) 


298 


(0) 


337 


(0) 


376 


(0) 


408 


(0) 


470 


(0) 


532 


(0) 


594 


(0) 


656 


*(0) 


718 


(0) 


873 


(0) 


1,028 


(0) 



164 (+27) 
203 (+16) 
242 (+ 6) 
281 (+ 1) 
320 (0) 



359 



Spendable Income 



Married Couple 



Number of Children 



1 



184 (+47) 
223 (+36) 
262 (+25) 
301 (+14) 
340 (+ 5) 
379 (+ 1) 
418 (+ 1) 
457 (+ 1) 
535 (+ 1) 
604 (0) 



666 



213 (+63) 
252 (+52) 
291 (+41) 
330 (+30) 
369 (+19) 
408 (+ 8) 
447 (+ 2) 
486 (0) 



564 



242 (+79) 
281 (+68) 
320 (+57) 
359 (+46) 
398 (+35) 
437 (+24) 
476 (+13) 
515 (+ 4) 
593 (0) 



671 



1,027 

1,182 



272 (+96) 
311 (+85) 
350 (+74) 
389 (+63) 
428 (+52) 
467 (+41) 
506 (+30) 
545 (+19) 
623 (+ 2) 
701 (0) 



779 

852 

914 

1,069 

1,224 



TABLE IX 

Combined Effect of Improved Family Allowances, and Simplified Scheme of Personal Taxation 
(No Additional Tax on Higher Incomes) 

Basis (Q— ' Tax 6s. 8d. in £1 



Note. The amounts shown in brackets are the excess or deficit of the spendable incomes in comparison with those produced by 

the present system (see Table I). 



Nominal Income 

(.Gross Annual 
Salary 
or Wage) 


Spendable Income 




Married Couple 


Single 


Number of Children 






0 


1 


2 


3 


4 








£ 


£ 


£ 


£ 


150 


168 (+32) 


209 (+72) 


235 (+98) 


255 (+105) 


274 (+111) 


294 (+118) 


200 


201 (+21) 


243 (+56) 


269 (+82) 


288 (+ 88) 


308 (+ 95) 


327 (+101) 


250 


234 (+14) 


276 (+40) 


302 (+65) 


321 (+ 71) 


341 (+ 78) 


360 (+ 84) 


300 


268 (+ 9) 


309 (+29) 


335 (+48) 


355 (+ 55) 


374 (+ 61) 


394 (+ 68) 


350 


301 (+ 3) 


343 (+23) 


369 (+34) 


388 (+ 38) 


408 (+ 45) 


427 (+ 51) 


400 


334 (- 3) 


376 (+17) 


402 (+24) 


421 (+ 21) 


441 (+ 28) 


460 (+ 34) 


450 


368 (- 8) 


409 (+11) 


435 (+18) 


455 (+ 10) 


474 (+ 11) 


494 (+ 18) 


500 


401 (- 7) 


443 (+ 6) 


469 (+13) 


488 (+ 2) 


508 (- 3) 


527 (+ 1) 


600 


468 (- 2) 


509 (+ 1) 


535 (+ 1) 


555 (- 9) 


574 (- 19) 


594 (- 27) 


700 


534 (+ 2) 


57 6 (+ 6) 


602 (- 2) 


621 (- 21) 


641 (- 30) 


660 (- 41) 


800 


601 (+ 7) 


643 (+11) 


669 (+ 3) 


688 (- 19) 


708 (- 40) 


727 (- 52) 


900 


668 (+12) 


709 (+15) 


735 (+ 7) 


755 (- 14) 


774 (- 36) 


794 (- 58) 


1,000 


734 (+16) 


776 (+20) 


802 (+12) 


821 (- 10) 


841 (- 31) 


860 (- 54) 


1,250 


901 (+28) 


943 (+32) 


969 (+24) 


988 (+ 2) 


1,008 (- 19) 


1,027 (- 42) 


1,500 


1,068 (+40) 


1,109 (+43) 


1,135 (+35) 


1.155 (+ 14) 


1,174 (— 8) 


1 1,194 (- 30) 
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[< Continued 



examination of witnesses 



209. Chairman : Before 



it WS. 1 >»™ 

““ T ®P r ®seated to us .that one para™* 

of our questionnaire may not have been fuhy undec- 

?s°°foUows1-°° capit ‘' Elins ' Tkat mi St. 

. 3 .-r<“> ^ th “® kinds of profits or income 
winch are not charged but should be; or which are 
charged but should not be? In particular— 

(6) Is the present distinction between profits liable 
to charge and those not liable to charge as being capital 
profits satisfactory? 

It should be read in conjunction with the answer given 
by the Chancellor of the Exchequer to a Question in 
the House ot Commons on 6th February. 1951, as 
follows: — 



Mr. Albu asked the Chancellor of the Exchequer 
whether he will enlarge the terms of reference of the 
Royal Commission on Taxation of Incomes to include 
consideration of taxes on capital gains. 

Mr. Gaitskell : The Royal Commission have been 
informed, in reply to an inquiry received from them, 
that their present terms of reference entitle them to 
consider the question of charging to Income Tax or 
Profits Tax any profit ranking as a capital profit under 
the existing law which might reasonably be brought 
within the scope of those taxes.” 

Mr. Haynes and Mr. Kirton, I think you have had a 
copy of the Board of Inland Revenue’s memorandum* 
on the subject of your scheme and the other schemes 
of similar character, have you not? — Mr. Kirton: Yes, 
Sir. 



210. I will now put my questions to you conjointly and 
whichever of you you please, or both of you in turn, can 
answer them. Before I do so, is there any general state- 
ment you want to make before the members of the Com- 
mission address questions to you? — I do not t hink so, 
except on the Board of Inland Revenue’s memorandum 
which does, of course, refer merely to a paper we wrote 
eight years ago. 

211. Yes, certainly. Would you turn to paragraph 22 
of the Board’s memorandum? I do not know whether 
you agree with the description of the objectives that are 
there stated, as correctly summarising the objects you had 
in view by your proposals. You may want either to 
modify or supplement? — I think they appear to be a 
reasonable paraphrase of the reasons given in our own 
first paragraph, namely, simplification, improvement of 
incentive and the removal of anomalies. 



212. Yes. In which of your tables is the effect of your 
(B) and (C) schemes stated?— The final effect? 

213. Yes, I think it is Table in which I had in mind. 

As I read your Table HI, if you take your (A) scheme, 
the lower class incomes suffer an appreciable loss of m- 
come-to you sitting in _ that chair, £8, £10, £7 and 
£4 may not seem much, but for the person whose spend- 
abk income T £ 136 a year, £8 a ^ ar loss ; wouldbe 
a serious matter, would it not? nowhere we are 
that that point is admitted in paragrp > . . . , 

dealing A Basin [A) ^“/nSf tZTl^sa^ 

£ 4^*5*: fact *“ “■ 

family Allowances come in. in thos • 

214 Yes I see You get the married couple with one 
cMd, to Sble Vi-Tabl! VII I shows the position 
most clearly. . . . ., 

. 215. Yes, *£&* t, S S a e yr Si 

l^stTmaS SS 

income is £350 a year. y various schemes, to the 

you considered the cost oi * one comment there? 

Treasnry’-Sir, may I altogether regard 

216. Yes?— I do not ™?“L henies . What we are really 
our various bases as being-*' . the which 

searchine for is a simple way oi_“_ s 

— — —^rThv~the Board of hjland Revenue 

* Memorandum submitted &y . j-, ay n 
is reproduced on pages 59 to 66 (Third wh 



income tax and social security are trying to do at tfa© 
moment, to achieve roughly the same position, although** 
as we have said, the more simplicity one goes for 
greater are the deviations from the present position, ttxax 
one must admit. But our bases, as we call them, are 
only illustrations of different levels of benefit and differ- 
ent rates of tax, and I do not think we would regard them 
really as schemes ; they are bases of approach to a simpler 
means of achieving similar ends to those achieved at the 
moment. 

217. The difficulty I feel in dealing with the matter 
that we have, by our terms of reference, to frame our 
recommendations so that on balance the Exchequer does 
not lose, therefore before we can recommend any par- 
ticular proposal we have to consider whether the effect 
of the change would bring more or less revenue to the 
Exchequer. — I think to that there are really two answers ; 
one is that we have searched for up-to-date statistics 
on which we might base estimates, but all the published 
statistics are so far out of date that they seem to us to 
be rather valueless, and we felt that the Treasury would 
be able to supply you with estimates of much greater 
value than anything we can produce. The second point 
is that we are putting forward various bases by way of 
illustration ; there are several bases of different scales of 

allowances and different levels of tax — there must be 

which will produce exactly the same financial overall effect 
as at present, and we are not really suggesting anything 
that would involve a change in that overall effect. In 
other words, the rates of benefit and the rates of tax 
should be so fixed, presumably, that on the figures with 
which you were supplied by the Treasury the overall 
financial effect would be unchanged. That is really what 
we have in view. 

218. If the result of that is that you have to have a 
higher rate of tax than the smaller income people at 
present pay, although it is true that they may ultimately 
get it back in benefit, may not the very imposition of a 
higher rate of tax have a disincentive effect on the work- 
man’s mind? It would take some time to educate him 

to see that he is approximately in the same position. 

That, of course, is viewing the tax as quite apart from 
file allowances. I think we suggest in our evidence that 
the allowances should be paid through the employer, and 
would therefore be set against the tax at the level rate' 
and only the balance would be deducted from the gross 
pay. 

219. One of the points which Lady Rhys Williams was 
stressing yesterday was that the woman should draw her 
own allowance and the children’s allowance, whereas, if 
you carry out your suggestion, the father will have com- 
plete control, which might lead to disharmony in the 
home. I think that particular point is probably outside 
our scope. — Mr. Kirton: The House of Commons, when 
debating family allowances, had a very long discussion 
on that, I believe. 

220. I hope we shall not have quite as long a one 
today. — There is one point, if I might revert to the point 
you raised on the question of cost. It is true we have 
not made any estimates, because of the inadequate nature 
of 'the data, but if you look at Tables VII and VIII, you 
will see that the cost will arise obviously in respect of 
the plus signs. From what information we were able to 
obtain — I think it was in the 92nd report of the Board 
of Inland Revenue— there are not a great number of 
families where the earnings are £4 a week and they have 
to support three children, for instance, and at a roueh 
glance it did not appear the cost was a major order, 

I do support, of course, Mr. Haynes’ general point tha^ 
the equation can be struck if desired. ax 

221. What I was a little afraid of was that when, vn 

■tried to get the equation, so as to ensure that there wf» U 
a benefit to the people you would probably be driven t 
Basis (C) and 6s. 8d. in the £, as you say, might to 
a very disincentive effect? — We would agree with 
entirely there, Sir, but I would have thought there 
nothing here of a greater order than often occurs betw-eT as 
one Budget and the next, due to either some change - 11 
personal allowances or reduced rate allowances, and t^ n 
changes brought about in net incomes are rather cha», ttle 
of this order. au Ses 
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off as no-w and at the same time tries to avoid any sub- 
stantial increase of cost, the effect is inevitably to keep 
literally and exactly to the present system. In other 
words, no change would be permitted on that basis. 

237.. Supposing one works out your Table VIII — and 
I cannot think Table VII is likely to be a practical pro- 
position, it makes some of the poorer people worse off. 
Supposing the Board worked out figures on the basis of 
your Table VIH, and then, to find a rough equilibrium, 
if it were necessary to increase the tax in order to bring 
an additional revenue, it would inevitably follow of course 
that the benefits shown in the table would be affected, 
everybody would be paying more tax, including the 
persons shown there. That must be so, must it cot? — 
Yes, Sir. 

238. Mr. Carrington : Would your schemes necessitate 
the continuance of the coding system? — Only for what 
we call a superstructure of tax on higher incomes, that 
is, over £430 or £460 for a single man, and higher levels 
for married couples, and only thee if the additional tax 
oh these higher incomes were collected on a current year 
basis ; we have rather suggested in our evidence that 
that additional tax should .be on a past year basis. 

239. How -would you give effect to such matters as 
claims for building society interest, clothing and tool 
allowances and pension contributions? How would you 
give the taxpayer relief on those items of expenditure, if 
you do not code it?— I think in the first place we have 
rather regarded those so far, as we said earlier in the 
memorandum, as points of detail which, if the principle 
were accepted, we feel sure could be worked out, but in 
one or two cases we have explored the possibility. I think 
you mentioned first building society interest? 

240. I mentioned that as an instance— There are pos- 
sibilities in certain cases of deductions at source, are 
there not? What we are dealing with on any of these 
bases on the general principle is a level rate of tax. A 
level rate of tax is very easily deductible at source from 
almost anything. 

241. You are suggesting that the person paying building 
society interest should deduct tax at source?— Mr. Kirton : 
I do not see any objection to it, on the face of it. 

242. How does he know, until .the end of the year, how 
much interest is included in his monthly payments? As 
he pays it, the normal borrower from a building society 
pays composite sums, so much per month, and at the 
end of the year the building society provides a certificate 
splitting that figure between interest and capital. The 
Inland Revenue discharge the Schedule A assessment up 
to the amount of the interest, if there is an over-plus 
then that interest is given effect in the man’s coding at 
the present time.— Mr. Haynes-. If he has building society 
interest, he has also presumably got a Schedule A assess- 
ment, has he not? 

243. Very often in the early stages in mortgage -pay- 
ments the interest exceeds Schedule A, and the balance 
is dealt with in the coding at the moment. — But could 
he not get relief then at the end of the year, by means 
of a certificate from the building society as to the amount 
of interest? 

244. That would mean a definite repayment claim, 
would it not? — Yes, a straight one at a level rate of tax. 
There are no longer any allowances to be imported into 
it; the allowances are all segregated. 

245. Take the next two items I mentioned, pension con- 
tributions and allowances for clothing and tools. — Mr. 
Kirton-. The allowance for clothing and tools is in the 
nature of a permitted expense, I take it that is really what 
it- comes to. I speak in some ignorance of the detailed 
procedure, but surely that could be deducted by the em- 
ployer from the wage, before deducting a level rate of 
tax. I take it the Revenue will accept the tool and 
clothing allowance statement of the employer. 

246. But the employer, in order to keep himself straight 
with the Revenue and with the collector, would have to 
act surely on some notification from the Inland Revenue, 
he could not act in an arbitrary manner? — But the tool 
and clothing allowances are laid down as a matter of 

i common practice are they not? I speak in ignorance, of 
I course. . 



247. For members of certain trades I think they are, 
but Mr. Woodcock would know more about that. I 
think you would agree, however, that the employer 
would have to have some authority for making that allow- 
ance, would he not? — I would have thought. Sir, that 
the authority would have been a general authority, “ For 
workmen of such and such categories, the tool and clothing 
allowance is X shillings a week ”, or what it is in fact. 

248. What about the pension contributions, in those 
cases where employers have pension schemes to which 
workmen are contributing? — Mr. Haynes-. I think that 
particular point is at present under review by a certain 
committee, is it not, the general question of pension fund 
contributions? 

249. I am not speaking about the principle of it, I 
agree that is under review, but of the mechanics of giving 
the allowance on the existing scheme. — What I was 
really meaning was that there are obviously certain forms 
of relief for pension fund contributions which could be 
worked quite simply into this, it depends very much on 
the form of relief. But may I just make a point with 
regard, not so much to pension fund contributions but 
to many of the other smaller reliefs. I imagine the 
tools question would come into the category of smaller 
reliefs. These particular reliefs are of dimensions which 
are not really important in relation to the changes which 
might be made between a man’s present position and a 
man’s position if some such arrangement as this were 
adopted. What we have felt, I think, in considering these 
questions and preparing our evidence, is what we said at 
the end of paragraph 28, that complications should only 
be retained if they really do create a major effect on a 
man’s taxation position. In other words, there is at the 
present moment an enormous machine for the collection 
of income tax, which must be costing an -immense amount, 
not only in Government .Departments but in every indus- 
trial organisation in the country, and incidentally taking 
up a great deal of time of private individuals as well. 
One wonders whether a large part of that cost and expense 
and labour is not really concerned with just these little 
things, and in relation to the amounts involved in these 
little things, whether the cost is not out of all proportion ; 
in other words, should the details not be left to be fitted 
into the general structure as conveniently as may be, after 
the general structure is defined? I think that was what 
we felt. 

250. My point was directed to this, that if you have to 
retain some form of relief at the time of payment of the 
wage, the employer granting that relief must act on an 
authority from the Inland Revenue, and that at present 
is the same thing as coding. The alternative to that pre- 
sumably is a repayment claim at the end of the year by 
the workman or taxpayer concerned, and if you create 
a situation necessitating repayment claims at the end of 
the year are you going to clog the Inland Revenue machine 
and create a hold-up? — Mr. Kirton : I would not have 
thought that it was the same effect as coding. The 
employer and the Revenue both have a very simple, 
straight summation check ; in other -words, if the level 
rate of tax is 3s., and the wages total is £10,000, the 
employer has to account to the Inland Revenue for £1,500 
tax, or diminished in toto by such clothing allowances 
or pension allowances he may have been authorised to 
deduct. The overall figure can be exactly checked at once 
by the Inland Revenue and the accountant. You get 
away from each -man having a separate amount to be 
deducted and there being therefore no overall check. Your 
farmer can no longer pay his overtime gross, for instance, 
he has got to deduct his level tax and account for it. 

251. That is assuming the farmer puts in accounts?— 
I am assuming, Sir, that Farmer Jones employs Brown, 
who really works for Farmer Smith, when it comes to 
a matter of overtime ; therefore you do get an absolute 
check because if Farmer Jones says his wages bill is 
£5,000 he has got to present the Inland Revenue with 
£750 tax. You get away from coding entirely, you have 
a perfect overall check. 

252. In effect you get down to a position, then, where 
wages charged in accounts are disallowable at the rate 
you have adopted for this scheme?— Yes. 

253. Miss Sutherland: I just wanted a few points of 
detail. On this tax superstructure, if it has got to go down 
as low as I see it has got to go, to £430 or £460 income 
levels, do you think it is a good thing to abolish P.A.Y.E.? 
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It would, I imagine, involve a very large number of 
taxpayers at about that level, would it not?— Mr. Haynes: 
Of course, the superstructure is only on additional income, 
therefore the amount involved even for a single man 
with £500 a year would be very low. In fact, we do 
raise the question, I think, in our evidence, merely with 
a view to simplicity, whether that £430 under Basis (A) 
should not be raised. 

254. You would think on the whole, on your plea for 
simplicity, that it would be worthwhile taking out the 
lower superstructure groups and starting a bit higher? — I 
think so. Mr. Kirton: We could take an arbitrary figure 
of £10 a week, which is £520 a year. That is a point 
where it would not be worth going below. 

255. Mrs. Anstey: I am rather worried by the effects 
on the married people with children, on the one hand, as 
contrasted with the social security payment. I think that 
is most clearly shown on Table VI, where one sees from 
the top line, if I understand this rightly, that the annual 
equivalent of the social security payments is not as high 
as the present system until you get to Basis (C) ; but, 
on the other hand, if you do take Basis (C) you find that 
all the people with £500 and up (this is all with three 
children, I know) those people with large f amilie s, 
from £500 upwards, all get a smaller spendable income 
than under the present system. This seems to me a 
dilemma. Either one has to give, for these married people 
with children, less social security benefits, if I have under- 
stood that rightly, or the somewhat higher middle ranges 
of the people get less spendable income. Have I under- 
stood that correctly?— Mr. Haynes: I think. Sir, Mrs. 
Anstey has perhaps understood those figures in brackets 
at the top of the table as being the entire benefits payable 
during the times of sickness and unemployment, but the 
£85 and the £125 under Bases (A) and (B) in brackets in 
that table are merely the weekly allowances which would 
be payable under these particular bases, but the intention 
is that they should be supplemented by social security 



.. 256. Until you get to (C) you have to have supplementa- 
tion?— Yes, to bnng them up. 

257. But that of course is a disadvantage, is it not? — It 
means retaining the present machinery' for paying social 
security benefits, whereas Basis (C), which has other dis- 
advantages, would get rid of that. 

258. But on Basis (A), of course, the lower income 
earner comes off worst, does he not— the single people 
at any rate— [ think that is shown in another table?— 
Mr. Kirton : Table VII. 

S?' ? av ,f y _? u aQythin S t0 about the position 
under (C) which does away with the supplementary 
allowances? Can you suggest any way in which one 
could remedy this state of affairs for the families with 
several children, at the £500 level upwards?— Mr. Haynes • 
I am afraid really the trouble with Basis (C) is that it is 
a 0 ? 8 achieve simplicity, but is drastic in 
Jr®* \ 8 1 ^ wer lacomes very considerably more 

man at present, and somebody has to pay for that The 
^°P le t , who are paying for it are in this particular cate- 
gory, the married couple and three children. It is a very 
drastic re-graduation of the present position. 

260. Of course, you have to have re-distribution, and 
I quite see somebody must lose and somebody else gains, 
but it seems to me that under these arrangements the 
•people who lose are either the worse off or those with 
the children, just the classes of persons which I should 
like .to benefit— is not that so?— Mr. Kirton: That is a 
true statement of the effect of Basis (C), but we are very 
conscious that that is a remote basis. It is so far away 
from the present distribution that it is put in purely to 
illustrate the point, rather than as a serious suggestion for 
immediate adoption. 

othe 6 i? H0 Y W ^ Y °a d i° Iose tbe simplification on the 
otters?— Yes, .the developments over .the last eight or 
w^>, year v liaV f been aI1 awa y from simplification. Mr. 
Haynes: You lose some measure of simplicity. 

262- Mr. .ffic^ : I take it that really the arguments 
agiimst Basis (A) on the one hand and against Basis (C) 

fhVihprlfor han v-, are ia both cases P rett y str °ng. and 
r„ S re ’-^ lle ,? wte ia PP rec i a ting that these are 
of ? reaUy something in the neighbourhood 

of Basis (B) which we ought to be mainly looking at? — 
I do not think the arguments against Basis (A) are nearly 
so strong as against Basis (C). In fact there might be a 



strong argument in favour of making a start with Basis (A), 
which is simple and involves a low rate of tax, which 
itself has a great advantage, of course. In other words, 
a wages tax of 3s. in the £ is probably acceptable ; and 
Basis (A) also involves no allowance for the individual 
himself ; it is really only a small extension of machinery 
from the present family allowances scheme, involving the 
first child and the wife. 

263. It would of course mean that the whole of the 
unemployment side of the social security would have to 
go on more or less as at present? — Yes, providing smaller 
benefits and supplementary benefits. 

264. The scheme itself would be of no use for that 
particular purpose under (A)?— Mr. Kirton : It would do 
away with the overlap, that is, it would do away with the 
refund of income tax. 

265. Yes, quite. The other point I wanted to ask was 
the question of family allowances with regard to the 
higher income groups. In Table H it is shown very 
clearly, that the effective family allowance under the 
present income tax system rises as the income rises. In 
the most favourable cases, in 'the case of people with 
relatively large incomes and large families, it is a maxi- 
mum of 15s. lid. per child for certain children? — It in- 
cludes 5s. family allowances. 

266. Yes, quite, it includes the family allowance minus 
tax, does it not? — Yes. 

267. But it seems to me 'that none of your schemes 
gives anything like that amount, is that right?— They do 
in fact, when combined with the superstructure of tax at 
that level. 

268. Yes, I know, but they do not, as an allowance 
per child? — No. 

269. They may mean that that family is perhaps better 
off? — Yes. 

270. But they do not in fact give the allowance per child 
as high as it at .present is? — Mr. Haynes : The expense, of 
course, would be colossal. Mr. Kirton: If you take 
Table H, and you give a 15s. lid. allowance to the man 
who has £200 a year and three children, the expense 
would be fantastic. 

271. Yes, but what I am thinking of is the point which 
was made in the discussions of the Population Commis- 
sion ; I do not recall exactly what was in the Report, but 
the matter was discussed a great deal. The family allow- 
ances which were given to the middle class income group 
in relation to the present income tax were criticised as be- 
ing inadequate. It seems to me that your scheme would be 
open to even greater criticism on those grounds?— I fhinV 
the proof of the pudding, Sir, is in Tables VII and VIII, 
where, as you can see, if you take the man with £700 a 
year and two children, the effect must be to leave him 
very much the same as he is now. Our scheme might 
perfectly well increase the family allowance for children 
m the middle income groups, if it was desired, quite simply, 
but we have merely tried to reproduce the position. 

272. But it would involve a considerable change of 
principle, would it not, if you are going to make family 
allowances m any way payable on income?— What level 
of income are you thinking of at the moment? 

273. I was thinking of £700 to £1,000.— If you want to 

adjust the family allowance position there, if you turn 
to paragraph 20, all you have to do in that little table 
at -the top would be to change the point at which the 
superstructure tax became payable for people with larger 
families. 6 

274. You think that a family allowance should be con- 
sifiered in the super-tax?— If you were in the £700 to 
£1,000 a year group, that is how you would do it, if you 
wanted to. 

275. I take it that the rather curious amount of the 
level rate of tax was calculated in order to equate a lot 
of incomes to those produced by the present system, the 
way they do in Table VIII?— That is all. 

276. It does not imply any calculation of the cost of 
the scheme?— No, it is purely to produce the identity, 
to show that it could be done. 

277. Produce the identity over a considerable part?— 
Yes, over a very wide range. 

278. But if in fact it should turn out, as a result of 
calculations, that there was an appreciable net cost on 
that basis, it would mean the tax would have to be 
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4s. 6d. or 4s. 8d.? — Mr. Haynes: Yes, that might be 
the solution or other taxes might be raised. That is 
really a point that perhaps we should make. We do not 
seek to produce any equation between the yield of income 
tax and the cost of these allowances. In other words, 
we would regard the allowances as being purely a charge 
on the general fund of taxation, and if extra taxes are 
required it might be purchase tax or any form or fax, 
that would meet it. 

279. Mr. Kaldor : I just wanted to ask one or two ques- 
tions. In your schemes the wife’s allowance is really 
united to the present family allowance. I suppose the 
way you envisage it is that instead of family allowances 
being payable for 'the second and subsequent children, 
they would be payable to all children and for a wife? — 
Yes. 

280. They are a form of cash allowances payable to 
anybody, irrespective of income. It would be possible, 
would it not, to make a wife’s allowance rather in the 
way — I will not say the same way — you treat the personal 
allowance under your scheme (A). Do you think that 
would introduce a complication in your income tax 
system, to reduce tax liability in respect of a married man 
more than in comparison with a single one, either in 
the form of a flat reduction of the tax payable or a 
reduction of the percentage? I am just thinking that if 
we introduce an unconditional wife’s allowance, in other 
words, extend the present family allowances to wives, that 
would imply a certain basic change in our existing system. 
I am not sure that that sort of thing would come within 
the terms of referenoe of this Commission. My question 
was, would you think that your simplification would be 
lost if the allowances to married persons were in some 
such form as under the present system? I am not saying, 
by present system that you give so much income tax free, 
£190 or something, but that you give reduced tax liability 
by a certain amount? — You are thinking of a lower rate 
of tax? 

281. Either a lower rate of tax, or that you treat this 
allowance for the wife as a reduction of tax liability? — 
It is one step back, of course, to complexity, is it not? 
It is bound to be, it is creating a distinction again, which 
requires machinery to operate it 

282. You would have to introduce some sort of coding 

system? — Mr. Kirton: Reincorporating, by another 

means, an allowance for a wife in the tax system. 

283. I think I entirely agree with what you say, that 
in principle your scheme does not need to involve any 
cost ; the idea is to change the present system for giving 
income tax allowances and simplify the tax administra- 
tion, and you could always work out a scheme that in toto 
does not cost anything, but, as you say, you cannot work 
out a scheme that leaves every family the same as it was 
before. I suggest to you that the principal effect of any 
of your schemes would be — I do not think it is a bad 
one, I think it has something to commend it — to improve 
the position of large families as compared with small ones, 
in all income levels below a certain limit? — Yes, I agree. 

284. That is a necessary effect of your scheme. There- 
fore, if you stick to the idea that the thing is not to 
cost anything, it would involve, would it not, a deteriora- 
tion of the position either of single persons or persons 
with small families, or of families in higher income 
groups, depending on which sort of scheme you choose? — 
Mr. Haynes : There are two points, I think ; one is the 
overlap. 

285. Overlap saving? — Yes, which we cannot measure, 
but which we think is substantial, and the other point is 
one that Mr. Kirton has already mentioned, that there is 
probably quite a substantial amount of income at present 
going untaxed, which could be brought in by a level 
rate of tax. Those two things might go some way towards 
helping to meet the extra cost of helping the bigger 
families, and, of course, these bigger families with four 
children, where you get a substantial increase in spendable 
income under some of these bases, are relatively few. The 
concentration, the weight of taxpayers, is in a certain 
cross-section of the table where I do not think the 
differences are so great. 

286. In your Scheme (A) you incorporate in effect the 
present personal allowance in the rate of tax itself, ' and 
I was very interested to see a somewhat surprising result. 



the closeness of the fit which you get with a flat rate of 
tax of 3s. in every pound, with the present system. Going 
further with the same idea, one could, I suppose, give a 
wife’s allowance and a children’s allowance which, up to 
certain limits, would also be progressive, rather like the 
present earned income relief, where up to certain limits 
the tax liability is reduced by such and such a proportion? 
— Which really is the same as a lower rate of tax in such 
cases. 

287. As a lower rate of tax up to certain maximum 
limits, instead of giving a fixed allowance. That would 
incorporate some progression in family allowances, I am 
not saying whether it is desirable or not. — It would re- 
import some complications. 

288. I take it, therefore, that you really feel that the 
simplification of your scheme is the thing above all to 
commend it? — I think we would like to make a fight for 
simplification, because complications so easily return, do 
they not? — Mr. Kirton: I think, Sir, one of the 
fundamental underlying worries we have is that the 
country simply cannot afford the manpower which is being 
used in the administration of all these complexities. I 
think that is our fundamental worry, that there is an 
immense amount of real wealth running to waste on 
account of a complex administration — and by that I mean 
not only Inland Revenue, and National Insurance, but also 
employers and private citizens, which, as far as we can 
see, is achieving very little. 

289. May I just ask you one last question? I suppose, 
when you were thinking about this, you did not attempt 
to make even a very rough estimate of the saving of the 
cost of administration involved to the Government and 
business? — It is almost impossible to cost it. 

290. I am not quite sure, everything can be done by 
some method. — Shall I say we have not found it possible? 

291. You would not say anything of the order of 
magnitude? — No. 

292. Mr. Crick : Would you agree with this statement, 
that in its simplest form your scheme, that is, the fusion 
of allowances for wives and children with family allow- 
ances, would have no effect whatever on the present 
machinery of the National Insurance Fund? — It is Basis 
(A) and Basis (B) you are speaking of? 

293. No, I am speaking of (A). — It would affect the 
amounts involved. The benefits, in so far as they apply 
to the wife and child, would be reduced by the amount of 
the allowances payable to everybody, so that the total 
would be 'the same. 

294. But the allowances at present are not made out of 
the National Insurance Fund. — The National Insurance 
benefits would be reduced by the amount of the proposed 
allowances, so that the total payments per week during 
sickness or unemployment would be unchanged. There- 
fore the payments out of the fund would be less than 
at present. Of course, the National Insurance scheme 
now, as the Royal Commission is aware, is not funded ; 
the fund is really only an account, it is a Government 
account, it is not a self-balancing fund as between con- 
tributions and payments. Mr. Kirton: There would be 
the further point that the employees’ contributions would 
no longer be paid into this fund. That has been 
incorporated in the tax basis. 

295. But does that apply to Basis (A)? — Yes. 

296. I found your memorandum rather ambiguous on 
that point, because you speak about the insured persons’ 
contributions being incorporated, but in paragraph 27 I 
was not clear whether you proposed under your f ull 
scheme to abandon the machinery of the National 
Insurance Fund or to retain it. Perhaps you do not 

regard that as a necessary decision for you to make? 

Surely the National Insurance Fund now is just a pool 
into which receipts are paid and out of which payments 
are made, the balance being met by a payment from the 
Exchequer? 

297. Is it not rather more than that? It is a machinery 
for building up a reserve in .the form of a vast holdine 
of Government securities.— No, I think there is no fund 
being built up nowadays under the National Insurance 
scheme, not for pensions, anyway, or sickness Mr 
Haynes : No, the fund is accumulated for unemployment 
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298. But here we have the accounts of the National 
Insurance Fund and the National Insurance Reserve 
Fund together with a record of the holdings of Govern- 
ment securities in those funds. — Of course, the old funds, 
before the new scheme was introduced, were sealed off 
and the interest income from those funds is being used 
now as income to the new scheme. I think the general 
point is that surely this is pure accounting; the social 
security arrangements as a whole now, are really nothing 
but re-distribution of current year’s income with some 
rather detailed accounting lying behind. 

299. That was what I was going to dispute with you, 
as a matter of fact, because it does seem to me .that 
under the present system we are in fact building up a 
growing reserve, which will of course no longer be built 
up under the present budget, but I take it you would not 
desire to cite as either a merit or a demerit of your 
scheme that it would or would not dispose of the National 
Insurance Fund. What I am getting at is whether you 
wish to put that in as an argument, or not? — No, I think 
quite definitely not. After all, exactly the same sort of 
building up of a fund could take place within the Budget 
itself, by creating a budget surplus. 

300. You have assumed for the purpose of your 
calculations that the employers’ contribution and the con- 
tributions of self-employed persons will be retained. Is 
that anything more than an assumption, or would you 
advocate .that as part of your scheme? — I think on prin- 
ciple we would prefer to see all the contribution pro- 
cedure as being another piece of machinery disposed of, 
but we did not feel very strongly on that point. Mr. 
Kirton: It is really in effect an employment tax in the 
hands of the employer. It is an added encouragement to 
use machines rather than men, and we would have thought 
the social implications were rather outside our terms of 
reference. 

301. Mr. Woodcock: I have been looking at your aims 
in your evidence, and I wanted to confirm what I under- 
stood you to say in reply to Mr. Kaldor, that your 
main purpose is to simplify the complex structure of 
income tax, and that the other things are incidental to 
that? Your second aim, improving the incentive to 
effort, that is more incidental, you do not regard that 
as your main aim? — Mr. Haynes: Placed in order of 
magnitude, I think the first one would be the major aim. 
Mr. Kirton : I think so, but of course, in so far as the 
second one is concerned, disincentive again diminishes 
the real wealth of the country. 

302. Even if this scheme of yours did not improve 
incentive, you would still think it worthwhile?— Yes. 

303. In paragraph 5 you say “While still a major 
source of revenue, income tax is now regarded as an im- 
portant means of redistributing the national income”, 
but the income tax has a purpose additional to that, 
has it not, it has social purposes beyond securing 
revenue, beyond re-distributing incomes? — I think we 
meant, Sir, when we spoke about re-distributing income, 
that it has a social effect. 

304. But other .than merely re-distribution? — That is 
part of the social purpose, it is used as a social weapon 
through the re-distribution of income. 

305. As I understand it, in this scheme of yours, as in 
similar schemes of this kind, it is implied that up to a 
certain level of income .the tax is at a fixed sum per 
pound, replacing the present scales ; therefore, taking your 
scheme and the table here in paragraph 20, a single person 
under Basis (A) earning up to £430 would pay . . .? — Mr. 
Haynes : Three shillings. 

306. Yes. At the present time within that range there 
would be single persons who would be paying at 3s., 
5s. 6d. and 9s. 6d.? — Mr. Kirton: Yes, I do not know 
if they do actually reach 9s. 6d. 

307. Does not that introduce into your income tax 
System a degree of inflexibility compared with the present 
one? — Mr. Haynes: I think one can only go back to 
the effect of Basis (A) as shown in the tables, compared 
with the present system. I do not quite know what you 
mean by inflexibility. 

308. Then I will put it this way: if you have to tax 
every pound of income at the same rate for each class, 
then in the case of a single person you no longer worry 



about the size of his income up to that maximum, what- 
ever it may be. But surely if a Chancellor is considering 
raising taxation, on your scheme the limit of his ability 
to raise it would be the limit of the ability of the lowest 
person of that group to pay the increase?— Mr. Kirton: 

I quite agree it obviously does, in achieving simplicity, 
diminish to a certain extent the degree of flexibility. The 
result, as Mr. Haynes has said, is shown in Table VH, 
which in our judgment is not really terribly substantial. 

309. But your figures are nothing but illustrations of 
the effeot? — Yes, but your point is that under the present 
machinery the Chancellor would widen the 3s. band or 
introduce a 3 s. 6d. band, whereas under ours he would 
have to put it up from 3s. to 3s. 3d., but of course he 
could always, if he wished to do so, increase the allow- 
ances at the same time, which would offset the charge 
for the lowest incomes of all. 

310. I agree, but surely the incentive that is claimed 
for schemes of this kind is that the workman is taxed at 
the same rate, but if you are going to adjust the allow- 
ances you do not have that effect on the rate of taxation, 
which therefore has no effect on incentive at all. The 
fact that a man gets a higher allowance does not affect 
the rate of tax or the amount of tax, therefore in con- 
sidering whether to earn more or not it has no effect 
at all? — Mr. Haynes: Surely, if the Chancellor is con- 
sidering an alteration in the rate of tax and 'he weighs up 
the question of altering the 2s. 6d. rate, the 5s. 6d. rate 
or the allowances at present, he must look at a table 
rather like Table I, and say “ At present each income is 
reduced to so much, I want each case to be reduced to 
so much, which we will put down in the next column.” I 
do agree with you that it would be not quite so easy to 
follow that set of figures that we would like to have for 
the future, with only the two variables of the level rate 
of tax and a level weekly allowance, as it would be 
with all the different rates of tax at the moment, but I 
think you could always get very close to it, just as we 
have found no difficulty in getting close to the present 
position by means of a level rate of tax and a level set 
of allowances. There seems no reason why, with any 
desired position in the future, the same two variables 
could not very closely reproduce whatever amount was 
desired. 

311. I understood the argument to be that the disincen- 
tive in the present system in the rate of tax, apart from 
P.A.Y.E. itself, is that the marginal rate is higher than 
the other rate. Therefore if the Chancellor is concerned 
with incentive I thought the argument was that he could 
not achieve it because he could not Teduce the marginal 
rate to anything near the average rate? — Mr. Kirton: 
If I may take this point of incentive just to clear my 
own mind. I think there are at least three aspects of 
it. First an absolute level of tax where it is 6s. 8d. 
on the first £ would be a serious disincentive. The second 
point is where a man working overtime suddenly finds 
himself lifted into a higher category, which I think is 
the point you are on now, and the third point is the 
disincentive to return to work owing to what we have 
called the overlap, the refund plus national insurance 
benefits. Oiir scheme deals with the last one. I do 
not think 3s. or something like that would be a dis- 
incentive. I would draw your attention to this ; our super- 
structure tax we suggest should be payable in arrear. If 
a taxpayer breaks through into that then he has not 
that discentive which now exists when he has suddenly 
come into the 9s. 6d. area and does not think his 
overtime worth working. 

312. Up to a point he would substitute one rate for a 
series of rates. In other v/ords, you are taxing people 
who have not been taxed before. To that extent, there- 
fore, there is disincentive surely, so far as people are 
taxed who have not been taxed before? — Mr. Haynes : 
They will be getting a bigger pay packet if the employer 
cashes the allowances. We say here that there is a psycho- 
logical value in having them cashed by the employer. 

313. And up to that level the Chancellor would be 
more limited than he is now in increasing the different 
rates and the difference between the rates? — I think Mr. 
Kaldor mentioned this just now. We have been quite 
surprised in working out these figures at the flexibility 
you have just with these two constants. You can so 
nearly reproduce the results which are produced by the 
present method of graduated series of rates. 
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314. But you cannot do that if you substitute one rate 
for three rates? — It is really only two rates because when 
you get into the present full rate area you come into 
the superstructure, that is where the superstructure starts. 

315. Taking your Basis (A) and this Table in paragraph 
20, a single person up to £430 would be paying on three 
different rates, low rate, middle rate and high rate? — 
Mr. Kirton : If I may, I think the answer is in the figures 
in Table VII, where up to £450 for a single person 
under Basis (A) we admit the weakness. The worst 
deviation is minus £10 at £200. You do reproduce quite 
closely . . . — Mr. Haynes : I would challenge that state- 
ment that below £430 the full rate operates —Mr. Kirton : 
I would not have expected it to, but I cannot speak 
from memory. — Mr. Haynes: There is at present a £250 
reduced rate area, a reduced rate band, and that is after 
deducting the one-fifth earned income rate. That means 
about £310 for gross income. You have also the single 
man’s personal allowance, I think it is about £425 for 
the single man when the full rate begins to operate. 

316. That is only taking that as the figure. If it were 
higher there would be no doubt.— That being so, there 
are only two rates for which we are substituting the 
one rate, and the lower of those rates operates over a 
yery small band and can almost be 'ignored. 

317. That is again on the assumption that it will be 
limited in the case of a single man to those under £430. 
Mr. Carrington was asking what you would do about 
the other reliefs to which the man is entitled and I 
gathered from your replies that you hoped the employer 
would pay in effect or fail to deduct tax up to the 
amount of his reliefs. In that case surely the employer 
must, as Mr. Carrington said, have some notification : the 
employer must be authorised to make the repayment or 
fail to make the deduction? — Mr. Kirton: I say it with 
some diffidence, but I should have thought on things 
like tools and clothing relief it was a thing fixed by the 
Inland Revenue, that a worker in such and such category 
was allowed such and such amount for tools and clothing, 
and that a general authorisation should be given to the 
employer that that was the allowance. 

318. Could they give a general authorisation for the em- 
ployer to determine who was within that category? Surely 
someone would have to define the individual. First of 
all the definition of the category, in this case tool allow- 
ances, is done by the Union really and approved by the 
Inland Revenue, but the taxpayer has to be discovered 
in that group? — I speak subject to this being a point of 
detail, but I thought everybody was quite clearly defined 
by their Union as to their category and therefore the 
amount of such claims to which they were entitled. 

319. I thought your suggestion was that the employer 
would say in effect — “ I have allowed this man, or failed 
to deduct from this man, a certain sum of money because 
he is in a certain group.”?— I imagine that is determined 
between the Union and the employer, but I do not know. 
Mr. Chairman, might I refer to one point Mr. Kaldor 
asked? 

320. Chairman: Certainly. — Mr. Kaldor asked if we 
could make an estimate of the saving of manpower, and 
the answer is no. We have however both been administer- 
ing life offices for many years and we know something of 
this work and this use of tables and so on, and I think we 
would say we are satisfied it must be very substantial 
when spread over the whole country. We know with 
our skilled staffs the amount of manpower it takes for 
this type of general work. 

321. I might put now a question I proposed to put 
at the end. It is true they are talking about the Liberal 
Party scheme, but the Inland Revenue seem to have taken 
a much more pessimistic view as to the effect of these 
schemes generally on administration, in their paragraph 39. 
I do not know whether you have got any criticism you 
want to make on that paragraph? I meant to put this 
question to you when I started, but I forgot. — They 
said there the saving to their own Department would be 
ten to fifteen thousand and there would be a substantial 
increase in the Ministry of National Insurance and they 
make no estimate of the saving to industry. 

322. They take the view that any saving in their Depart- 
ment, or possibly in industry, would be offset by the 
labour that would be involved in administering the per- 
sonal allowances which are common to your schemes. — 
I would not have thought so myself by any means. 

13846 



323. There was one point in your answer, I forgot to 
whom, which made me doubt whether you were not 
optimistic in thinking there would be a saving in em- 
ployers’ offices. You propose to put on to the employer 
first of all the payment of personal allowances to em- 
ployed persons and secondly clothing and tools allowances, 
all of which will complicate his accountancy. I do not 
know whether there would be much saving to the em- 
ployer? — I would have thought so. Sir. 

324. I suppose it is a thing you can only find out by 
trying. 

325. Sir Harry Gill: As far as I understand your 
scheme, it is not based on the improvement of the present 
social services as such? — No, we are not seeking to alter 
the social services, we are seeking merely to leave them 
as they are. 

326. I put that question because, as you are probably 
aware, we have a scheme from Lady Rhys Williams and 
from the Liberal Party, and my understanding of those 
schemes is that whilst going for simplification of the 
system they are largely based on an improvement of the 
social services, but yours is primarily concerned with a 
simplification of the income tax operation? — That is right- 

327. And in support of that you have given us certain 
Tables. I take it they are merely figure tables? — Yes. 

328. Would you agree that, assuming the principle of 
your alterations were accepted, then whatever the bene- 
fits were the contributions would have to be so arranged 
that the balance sheet would strike a balance? — Mr. 
Haynes : The contributions involving taxation in the broad 
sense? 

329. Yes, I repeat it when I say your tables are figura- 
tive, the benefits are in one or two scales, whatever bene- 
fits were laid down then the taxation should be sufficient 
to balance those schemes of benefit? — We are trying to 
illustrate a piece of machinery and we. do not feel it is 
our province to recommend in any way the levels of 
benefits or the rate of taxation. 

330. And that they should balance whatever the cost? 
— The Budget should balance, it goes right back to the 
Budget I think because, as I have said before, we do not 
think we can link income tax in any way directly with 
allowances. We merely assume that the allowance should 
be a charge on the Exchequer, and the Exchequer will 
receive naturally the product of all forms of taxation. 

331. But you have put up suggested rates of tax to' 
meet certain schemes? — Merely looked at from the in- 
dividual’s point of view but not from the Exchequer’s 
point of view. The rates of tax we have linked here 
with the various levels of allowances are merely to leave 
the individual^ position as unchanged as possible, and 
not looking at it from the Exchequer’s point of view. 

332. Mr. Greenwood : I just wonder whether you do 
not possibly exaggerate the time which would be saved 
by the wage offices in industry because, as Mr. Carring- 
ton pointed out, there are very many individual adjust- 
ments to be made as it is, and they will still be there. 
There are such a large number, for instance, earnings 
in secondary employment, pensions, interest on savings, 
allowance for tax relief on pension contributions, life 
assurance premium, mortgage interest, single, married, 
children, dependants, married women in work. Those 
factors are taken care of in one code and it becomes 
rather simple really?— Looked at from that angle, per- 
haps, but when one sees the machinery at work between 
the Inland Revenue, and the individual and the employer 
week by week, month by month, it is amazing the number 
of communications, forms and calculations which are 
required. 

333. But you are still left with most of these points? 
—Need one be? We deliberately of course have not gone 
into details, as we have said, because there is no end to 
them and there seemed to be no point in it unless the 
general principle were at least acceptable. Surely many 
of these details could be simplified or eliminated, could 
they not? 

334. Chairman: But may not the practicability of the 
scheme depend on how far you can deal with the details? 
It is all very well saying you have settled a general 
principle first without regard to the details, but I should 
have thought there was a reaction between the details and 
the adoption of the scheme. 
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335. Miss Sutherland-. On this question of administra- 
tive savings, I .take it that paragraph 39 of the Inland 
Revenue’s memorandum really does not apply in this 
case because the extra administrative expense they refer 
to here is on the personal allowances, is it not, in the 
Liberal Party's scheme which do not really operate in 
this way? It is extra expenses for paying out all 
those lOs’s. 

336. Chairman : Wnder your scheme there are personal 
allowances, are there not? — Mr. Kirton : There are per- 
sonal allowances. 

337. Miss Sutherland: They do not involve the pay- 
ment out to each member of the public of 10s.? — There 
are not .personal allowances to single persons under Basis 
(A) ; there are under Basis (B). 

338. Mrs. Anstey: They are personal allowances to 
every member of the public, or only employees? — Every 
■member of the public; not to a single person under 
Basis (A). 

339. Miss Sutherland: How would you expect to 
receive them except when it could be done through the 
employer? That was a topic raised yesterday with Lady 
Rhys Williams. — Mr. Haynes: In the same way as the 
present family allowances, either through the Post Office 
or the Ministry of National Insurance. Of course in that 
connection we have mentioned once or twice in our 
evidence that the weight of machinery for paying these 
family allowances would be very much simplified if they 
were equated for all beneficiaries. It is just a point in 
determining the amounts of family allowances for various 
types of beneficiary. If you eliminate the relationship 
question in determining the amount of benefit, it does 
simplify the work quite considerably. 

340. Sir Geoffrey Heyworth : Just one point on the 
overlap of income tax on social security to which you 
refer in paragraph 19. I think you say here, and I think 
you said in answer to one of the questions, that you 
expected that in this way there would be a saving that 
would compensate some of the extra spendable income 
put . in the hands of the lower income tax group — am I 
right in that? — Mr. Kirton: Yes, Sir. 

341. And you give here an example of somebody earn- 
ing £8 10s. Od. a week, £7 18s. Od. net spendable income, 
and then they are unemployed and you say under the 
present scheme- their income only — “only” is the opera- 
tive word — falls by £3 16s. Od., leaving them £4 2s. Od. 
As a married, man with a wife and children his income 
falls to £4 2s. Od. Can he adjust to that easily ; would 
it not involve him going to public assistance or something 
else? — Mr. Haynes: It depends very much upon his own 
personal finances, does it not? 

342. What I want to know is if you change the system 
In the way you say, are you assuming he is going to 
draw on savings or what? — It is very much easier for 
him to draw on savings for a week or two. One does 
hear of such cases. I do not think we want to emphasise 
this point, 'but I think there seems to be' no doubt— -the 
Commission will have other sources of evidence on the 
point— that this question of marginal reward does affect 
the output of work, and the margin in this particular case 
in relation to the wage is relatively small considering the 
difference between a week’s work and a week’s idleness. 

343. Do you mean £3 16s. Od. of £7 18s. Od. is relatively 
small? — Looked at from another point of view it has been 
said that a 6s. 8d. level rate of tax is a strong disincentive. 
This could almost 'be regarded as equivalent to an 11s. 
or 11s. 6d. rate of tax. 

344! How far are you relying on the apparent savings 
that might arise in this direction to counterbalance the 
additional payments that are proposed in other direc- 
tions? — I think there would be some saving ; we cannot 
quantify it though without more information. The real 
point I think is that this overlap, the oayment of tax 
refund with the national insurance benefit, is so chancy 
as I said earlier' on. If a man is off during May or June 
he probably will not get it, or only a very small refund 
because he has not accumulated his tax balance to draw 
on. If he is off in the early months of the calendar 
year, that is towards the end of the fiscal year, he has 
probably his tax to draw on and he can get that refund 
for a number of weeks according to his tax category. 
But there is no deliberate social policy lying behind 
this ; there could not be when it is seasonal and you can 
get it at one period of the year and not at another. If 



the amount that is paid during sickness or unemployment 
is not in itself sufficient and has to be supplemented, that 
is a question of social security, it is not really a question 
whether the tax machine ought to come in and just make 
a refund to even it up in certain cases. 

345. I am not quite sure whether the real point is 
that you want to remove an anomaly because you think 
it is not just or whether you think this is a necessary 
part of the whole scheme of providing a saving in one 
bracket so to speak to compensate for extra payments 
in the other? — Firstly it would disappear automatically 
under this scheme: secondly, as Mr. Kirton has said it 
would improve incentive by reason of its disappearance, 
and thirdly I think on the grounds that it is so chancy 
and that the refund applies to only one part of the fiscal 
year we would say it is more equitable that the system 
of refunds should not be retained. 

346. Under your scheme is public assistance to con- 
tinue? — We have not dealt with that. Mr. Kirton-. Yes. 

347. You would admit there might 'be a repercussion 
in changing to your system in the amount of public 
assistance that was payable? — Mr. Haynes: Yes, it would 
be interesting to know whether there is more claimed by 
way of public assistance in the early months of the fiscal 
year when there are no refunds than later in the year 
when there are. Mr. Kirton: If you introduce public 
assistance, I cannot help but feel that under the present 
basis of taxation a man earning £3 a week with four 
children may be a bigger drain on public assistance than 
he would be under ours. There is that reverse offset if 
we bring in public assistance. 

348. Mr. Carrington: There is one point I would like 
to .put to you arising out of a previous answer. Do I 
gather that your additional tax, or I think you use the 
term “superstructure”, would be assessed and collected 
in arrear?— Mr. Haynes: It could be. 

349. Do you visualise it being? — I think we said that 
a Pay as You Earn system could easily be devised for it 
and the numbers are relatively small, only a fraotion of 
those at present affected by Pay as You Earn. 'But our 
suggestion is that it might be advisable to put it on a 
.past year basis, mainly for incentive reasons. 

350. If you put it on a past year basis, does it not 
involve giving everybody who comes within it a tax holi- 
day in order to get on to the past year basis? — I do not 
think so, surely. You mean the reverse of forgiveness? 

351. A tax holiday.— I do not think so. It is surely 
a matter of 'tax for the year, assessed in a different manner 
next year from the way it was assessed last year. 

352. Supposing you make the change at 5th April, 
1952 ; if you are going to charge in arrear is your tax- 
payer going to pay anything during the fiscal year 1952-53? 
— On last year’s income. 

353. He has already paid on last year’s income. — As a 
matter of assessment yes, but surely under the old tax 
system there were many cases when a man was assessed 
in two successive years arithmetically on the same income? 

354. But it is not only arithmetical, it is factual. Under 
P.A.Y.E. you get collection on actual income and then 
subsequent assessment is on that actual figure ; so your 
■taxpayer surely would have paid tax already on and for 
the year ending 5th April, 1952?— As I say, under the 
old tax system before P.A.Y.E. if you entered upon a. 
new employment were you not taxed in your first year 
on the current year basis and in the second year on the 
past year basis? Therefore the same thing could have 
'been said then, but it was treated I think purely as a 
matter of convenience and arithmetic but the tax applied 
to two separate years. I think there was a right of 
appeal in cases where the income varied. 

355. Would you agree that no tax would be collected 
in 1952-53, or would you say — “I will collect in 1952-53 
on the income of 1951-52”?— The latter. Mr. Kirton-. 
You could not have an actual loss of tax on one year 
any more than when P.A.Y.E. was brought in you could, 
have collected two years’ tax on one year, it is just the 
reverse of the forgiveness problem. 

356. Chairman: The change to P.A.Y.E. did I think 
involve letting people off seven months tax, and Mr. 
Carrington is suggesting the same thing might have to 
happen again.— Mr. Haynes: In reverse. 

357. Sir Geoffrey Heyworth: But you get the benefit. 
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358. Mr. Kaldor : Instead of not paying tax on one 
year’s income you pay it twice. 

359. Mr. Carrington : I suggest you get this position ; 
either a man pays tax twice on one year’s income or you 
have got to give a tax holiday. 

360. Mrs. Anstey : On the basis of one year’s income, 
which is a different thing from paying on one year’s 
income. — Mr. Kirton: You pay twice on one year’s 
income. 

361. Mr. Carrington: I want to follow this up. If 
that be the case, what is the situation when a man dies 
under your scheme ; does he die owing a year’s tax, or 
does he not? — Mr. Haynes: You mean under the supple- 
mentary tax structure? 

362. Yes. — I do not know, I think it is a matter to 
be decided. 

363. It is a very important point because it was a great 
difficulty in the old Schedule E, because there were a lot 
of arrears to be written off. — I would say he would not 
die owing arrears. There might possibly be imported 
into the system the right to the Inland Revenue to revise 
the final year’s tax on a current year’s basis if they 
wished to, but this surely has all applied in the old days 
under the old Schedule E, has it not? In other words, 
the past year basis is well established. 

364. That was one of the snags of the old Schedule E 
basis, that whenever a man retired or died he was owing 
a considerable sum in tax. One of the supposed benefits 
of P.A.Y.E. is that when a man retires or dies he is not 
owing any income tax ; he owes surtax but not income 
tax. On your superstructure what is the position at the 
cessation of employment, death or retirement, is he owing 
tax or is he not? — I would say offhand that he is owing 
tax up to the date of death or retirement. 

365. For what period? — In other words for 1952-53, if 
he dies on 5th April, 1953, to take an easy case, then he 
would be due tax up to 5th April, 1953, tax for the fiscal 



year 1952-53 computed on his 1951-52 surplus income 
unless the Inland Revenue retain the right to revise that 
final year’s assessment on to a current year basis. 

366. Mr. Millard Tucker: Let us get that right. If 
he died on 5th April, 1953, that is in the fiscal year 
1952-53, he would not be owing any tax for 1951-52, 
would he, because he would have paid it on 1st January, 
1952? — But he would . . . 

367. He would be owing tax for 1952-53 in full for the 
whole year? — Y es. 

368. You put a wrong date in just now. — I am sorry, 
that is what I meant. 

369. That is the right answer, is it not, there is one 
year’s tax still owing, superstructure tax, at the date of 
retirement or death if he dies or retires at the end of the 
year, and if he dies or retires in the middle of the year 
there is that fraction of the whole year still owing? — Yes. 

370. Chairman : I gather you were saying he would die 
owing the tax for 1952-53, but that would be calculated 
on the basis of the income for 1951-52 — 'that is what I 
thought you were saying, I do not know whether you 
meant it? — Mr. Kirton : Is it necessary that the legisla- 
tion should be so drafted? It is surely a matter of legal 
drafting as to whether on the cessation of employment 
or death, payments up to date have to discharge all 
liability, or whether there is a year or a fraction of a year 
outstanding, is it not? 

371. Mr. Millard Tucker: You could not have a super- 
structure computed on the previous year’s income and 
the ordinary structure based on the actual year’s income. 
What you said, as I understand it, is that this is not 
altering the basis of computation, you would always assess 
on the income of the actual year but, in the case of the 
superstructure tax, there is a delay in payment, is that 
right? — Yes. 

Chairman : Thank you very much ; we are much 
obliged to you both for your memorandum and for 
coming here this morning to give evidence. 



The witnesses withdrew. 
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372. Chairman: Sir Arthur, you and your colleagues 
are here collectively, I understand, to represent the Liberal 
Party on this question ? — Sir A. Comyns Carr: Yes. 

373. If I address my questions to you, I shall leave it 
to you to decide who should answer them ; if you do 
not want to answer a question yourself I shah quite 
understand if you say you will call on some of the other 
members of your delegation to answer it, but I should 
not propose to expect an answer from each person to 
each question. — No, certainly not. It was my intention 
to make a preliminary statement with regard to the Inland 
Revenue Memorandum.* 

374. That was the next question I was going to ask 
you. Would you like to make a preliminary statement 
about it? If you do, you may avoid most of my ques- 
tions because most of them are based upon that document. 
— If I may do that with regard to the body of the memo- 
randum and then ask Mr. Peacock to make a few remarks 
about the financial details at the end of that and then, 
if there is anything I have omitted which any other of 
my colleagues wish to add, I would ask permission for 
that to be done. 

375. Certainly.— May I begin by introducing my col- 
leagues to the Commission ; the Chairman of our Com- 
mittee, Mr. Guy Naylor and Mrs. Naylor who acted as 
secretary of the Committee, Miss Seear, Mr. Alan Peacock. 

* Memorandum submitted by the Board of Inland Revenue 
is reproduced on pages 59 to 66 (Third Day). 

13846 



We are gratified and at the same time rather surprised 
that the Board of Inland Revenue have thought it neces- 
sary to deliver this heavy broadside, which I must say 
appears to us to be of a slightly partisan character, against 
our proposals, but at the same time it is very convenient 
because it gives us the opportunity of meeting right away 
the objections which they make and I would like to go 
through the body of the memorandum, making certain 
criticisms and a few general remarks about the figures, 
before I call upon Mr. Peacock to speak on them in detail. 

I .propose to pass over Part I which is merely briefly 
descriptive of the various schemes and go to Part II which 
is headed “ General Examination of the Principles under- 
lying the various Schemes ”. I would like to go to para- 
graph 22 where they state what they believe to be the 
objectives of the various schemes, because I think they 
have got them wrong: — 

“(1) To amalgamate income tax and social security 
■ into a single coherent and logical system.” 

Now, there are two sides to that, one of which is the 
amalgamation of the collection of contributions for social 
security with income tax and that has always been and 
remains an objective of all of these schemes, I think it 
certainly is of ours and it is one which we claim com- 
pletely to have fulfilled. 

• With regard to the question of the benefits under social 
security it is quite true that in her first proposals Lady 
Rhys Williams put the weekly payments so high that in 

C 
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her view they covered the whole of the insurance pay- 
ments as well, but neither in subsequent versions of her 
scheme nor in any of the other schemes including ours 
has it been an objective to amalgamate completely the 
benefits under other parts of the social insurance scheme 
with the allowances under the income tax scheme. There- 
fore when repeatedly throughout this document the Board 
suggest that the scheme has broken down because it fails 
in that original objective I should like to say at once it 
never was an objective so far as we are concerned. 

Then they say: — 

“{2) To remove the disincentive effects of the present 
income tax by substituting a flat rate.” 

Of course, we have never suggested that any tax can be 
other than to a certain extent disincentive and the word 
“ remove ” should be “ reduce 
Then the third objective : — 

“ (3) To simplify administration.” 

That is quite correctly stated. But in that very para- 
graph, a little lower down, they say: — 

“By bringing back the National Insurance benefits 
the scheme, as modified, now failed to achieve the 
primary objective of amalgamating the two systems.” 
And they keep on saying that, but that is a misapprehen- 
sion. 

Then there is a sentence at the end of that same sub- 
paragraph where they are talking about the attitude of the 
worker towards taxes and allowances from taxes and so 
on and they say: — 

“What the worker is concerned about is the net 
pay he finds in his pay packet; he is not likely to 
concern himself unduly with the arithmetical processes 
underlying this result.” 

Now, I am really astonished at that statement. I should 
have thought by this time the Board of Inland Revenue 
had discovered that a very large proportion of the working 
people of this country are diligently engaged in studying 
the details of P.A.Y.E. These things are studied in the 
most minute detail and that is one of the points I will 
deal with again when we come to the question of disin- 
centives, but it is, in my submission, a complete fallacy 
to suggest that the details of the way in which the pay 
packet calculation is made are not closely studied by a 
considerable section at all events of the working people 
of this country. 

At the moment I am not going into the final sub- 
paragraph of paragraph 22 where they refer to the Liberal 
Party scheme because I am coming on to the points there 
made in detail later on, but when I come to paragraph 24 
headed “ Administration ” 'I think I ought to challenge that 
paragraph at once, although it may be necessary to revert 
to the question again when they themselves do so. In 
that paragraph they say: — 

“The third main objective these schemes set out to 
achieve was a saving in administration. This expecta- 
tion was based on the assumption that with the amal- 
gamation of income tax and social security the existing 
“ duplication ” would be swept away and a single De- 
partment would replace the Inland Revenue and the 
Ministry of National Insurance. Once it is admitted 
that supplementary social security payments would be 
necessary the major economy anticipated disappears. 
Even with a modified scheme of the kind the Liberal 
Party propose, there would on balance be more not 
less work than at present in the Civil Service.” 

I challenge the whole of that statement in every part. I 
submit that it is completely false and completely inaccurate 
from start to finish. 

Let us just examine it. What is the work which the 
Ministry of National Insurance has to do at the present 
time which would be done away with by this scheme? 
In the first place, there is the printing and distribution 
of the cards and the stamps. These would both disappear. 
It might be necessary, for unemployment insurance pur- 
poses, that the worker should have some kind of document 
which he could deposit at the employment exchange when 
he was out of work, but apart from that no cards and no 
stamps would be necessary in any way. That means that 
the very considerable department which now exists, I 



believe, in the City of Newcastle for the sole purpose of 
counting and checking these cards and entering up the 
number of stamps which each individual worker has to 
his credit would cease to function. 

The second aspeot of the matter, which is an even more 
important saving perhaps, is that it would no longer be 
necessary for the great labour to be incurred, when a 
claim is made for benefit, in checking up whether the 
worker has the appropriate number of stamps on his card 
to qualify him for the particular benefit which he is 
claiming. That is such an immense labour that I have 
reason to believe that during the influenza epidemic of 
this Spring, it nearly broke down altogether. The whole 
of that would go. 

The only part of the National Insurance administrative 
machinery which would have to be retained would be 
that which is concerned with the distribution of supple- 
mentary benefit, the payment out on medical certificate. 
In so far as they do maintain today any of the very bene- 
ficial system which the old approved societies used of 
health visitors visiting the patients in their homes, no 
doubt it would be desirable that that should be retained 
also, both from the point of view of the good the health 
visitors do and also from the point of view of checking 
up on the genuineness of the continuance of the sickness. 
That part and that part only of the existing machinery 
of the administration of National Insurance would no 
doubt have to be retained, but the whole of it which 
employs the very large clerical staff they now have 
would go. 

When it comes to the revenue side, I notice with interest 
that the Board themselves admit later on that it would 
enable them to dispense with from 10,000 to 15,000 em- 
ployees of the Board. I should have thought that was 
an under-estimate, hut it is interesting to observe that 
they make that admission. 

Reverting for a moment to the National Insurance 
administration, I would like to say, as I see was suggested 
by Lady Rhys Williams in her memorandum, that it 
would make it very much easier to deal with the question 
of supplementary benefits, which are now paid through 
the machinery of the National Assistance Board, through 
the same machinery as that of the Ministry of National 
Insurance. This would again mean a very considerable 
saving in administration and also probably produce more 
satisfactory results because the whole matter could be 
considered and dealt with at one and the same visit 
instead of two. 

I come now to .paragraph 25 in which the Board quote 
Lord Beveridge against us on the question of doing away 
with the separate insurance contribution. They quote him 
against us possibly because they are aware of the fact 
that he is an honoured and distinguished leader of our 
party, but we do not for that reason have to agree with 
him about everything 'and on this particular aspect of the 
matter we venture to think that experience has shown that 
the separate poll tax, that is to say the flat rate insurance 
contribution, is something which no longer represents the 
real truth of the cost of insurance and, if if leads the 
worker to believe he is paying for it all himself by that 
single contribution, then it is grossly misleading him. If, 
on the other hand, it conceals from him the fact that he 
is paying most of the rest of it in the form of other taxa- 
tion, it is also grossly misleading. By our system of rais- 
ing the contribution in the form of income tax he would 
see, and it could be made clear to him on whatever docu- 
ment was supplied to him justifying the deduction from 
his wages, exactly how much of what he was paying 
represented his total contribution to the social welfare 
schemes as a whole instead of, as now, showing him only 
a part of what he pays and, as I say, misleading him info 
supposing he does not pay any more. Of course he does. 
He pays practically the whole of it in one form or another. 
Certainly he pays the whole of what is called his own con- 
tribution and the greater part of what is called the State 
contribution. The employers’ contribution is a separate 
matter which I will come to in a moment. 

Just to illustrate the proposition, I may point out that 
contributions amount to £190 million out of a total of 
£600 million, but even that is misleading because that only 
covers part of the cost of the health services. The rest 
of the health service is paid for outside that. On the other 
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hand, it is also misleading because the £190 million which 
he pays and what his employer pays is mulcted in a very 
heavy sum which goes into a surplus which is treated in 
the budgetary statement as part of the Investment Fund, 
but it >is on any experience we have had for a number 
of years past, ever since the scheme was introduced, en- 
tirely excessive and unnecessary because it is based upon 
an assumption which on the pre-war facts was no doubt 
well justified but has turned out to be quite unjustified 
on the post-war facts, of 8| per cent, unemployment. It 
has not happened. 

Then in sub-paragraph (iii), which is in part of the 
passage quoted from Lord Beveridge’s Report, he says: — 
“ (iii) To require contribution on an insurance docu- 
ment for each individual has administrative conveni- 
ence, particularly for a scheme which, while it covers 
all citizens, takes account of their different ways of 
livelihood, and classifies them, giving different benefits 
according to their needs.” 

Now, that is just our point which we want to emphasise. 
It is right that the benefit should be distributed according 
to the needs of the recipient but, in our view, it is wrong 
that they should be raised in whole or in part by a poll 
tax which takes no regard of their ability to contribute to 
those requirements. 

As to administrative convenience, as I have already 
pointed out it involves a very large administrative expense 
which was necessary in the days when you had the 
separate approved societies but which in our view is un- 
necessary now that it is amalgamated into one national 
scheme. I think perhaps I might just add that the excess 
contribution, when you had separate approved societies, 
went to the benefit of the members because the approved 
societies were permitted to declare an additional benefit 
when they had a surplus on valuation. Nobody is valuing 
this surplus of I forget how many millions of pounds 
which is in the Insurance Fund at the present time and 
the contributors do not get a penny out of it. 

Then in paragraph 26 'they say : — 

“The objection on income tax grounds to the other 
>two is simply . . 

that is, the Liberal Party’s scheme. 

376. No, it is not, that is just what it is not, because it 
says: 

“ The last of these is considered in detail in Part III 
of this note ” ' 

— Y es, I beg your pardon. I am sorry, I misread that. I 
do not know why because, if the objection is valid it 
should apply equally to ours, in fact. What they say 
is this: — 

“ The worker queues up ait one pay-window to get 
his pay less 3s. or 5s. in the £ and he then queues 
up at the second window to get the value of his allow- 
ances refunded. He is thus left substantially in the 
same position as he is at present and he is not likely 
to be deceived by .the fact that it has taken him two 
steps to get there instead of one.” 

That, in my submission, is entirely fallacious. To begin 
with, there is no reason in .the world and we suggest as 
one alternative, an alternative which I personally favour, 
that there is no necessity under our scheme at all events 
for the worker to draw his allowances separately from 
his pay. It would simplify the administration very much 
if the amount of the allowances was simply deducted from 
the tax in making up his pay packet. That is a .point 
I will deal with in a little more detail when we come 
to a later paragraph where they state this objection in 
more detail, .but actually at the present time the man 
has to do just the same thing ; he has to queue up at 
one place to get his pay packet and he has to queue up 
at another place or somebody has to queue up on his 
behalf at another place to get his family allowances and 
at a third place to get his sickness or unemployment 
benefit if he wants it. This payment merely takes the 
place of the family allowance in the scheme of things 
and it makes no difference in the amount of queuing he 
has to do, particularly if, as I suggest, the alternative 
of deducting the allowances from his tax when his pay 
packet is made up were adopted. 
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May I now comment on paragraph 28 on which I want 
to say quite a bit? It is headed “ The Effect of the Pro- 
posals on the Wage Structure” and it says: — 

“ It is often argued that the income tax tends to be 
reflected in the wage level so that ultimately it is passed 
on to the consumer at least in part in the form of 
higher labour costs and higher prices. The answer 
usually given to this argument is that the amount of 
income tax payable varies from one worker to another 
■according to his personal circumstances, etc., and that 
there is thus no common figure which could be taken 
into account in wage negotiations. If, however, every- 
one were subject to a common rate of tax, so that every 
£ earned were worth, for example, only 15s., it is a 
matter for serious consideration whether this might not 
lead to claims for higher wages.” 

I want to make two observations about that, firstly to 
enter a caveat and to say we must not be assumed to 
be of that very large class of the public which has adopted 
the fashionable slogans in favour of the Wage Freeze or 
the Wage Semi-Freeze. That is a matter whioh we are 
considering at the present time and I merely desire to 
say today that we express no opinion about it one way 
or the other. There is a great deal to be said in criticism 
of .the grounds on which it is commonly supported — 
I won’t say more than that, but as far as the effect of this 
scheme is concerned on the wage structure, in our view, 
it is one of the most important points. If you look at 
the tables, and it does not matter whether you look at 
our tables or the revised tables which the Inland Revenue 
want to submit, the striking thing about them. . . . 

377. Axe you referring to the tables in Schedule 2 of 
your book? — Yes. The striking thing about them is the 
very great benefit whioh the scheme gives to the low-paid 
worker with a family. On our calculation the low-paid 
worker, single, pays a little more, but the low-paid worker 
with a >wife gets £14 more and the low-paid worker 
with a wife and two children gets £53 more and the low- 
paid worker with a wife and three children gets £66 more. 

First of all, let me make it plain why it works in that 
way, because it is rather important to realise that. It 
is not just a present to the low-paid worker. It is giving 
him something which other people get today and which 
he does not get in this way. There are at present two 
kinds of family allowances ; the 5s. a week which is paid 
to everybody in cash, omitting the first child, and the 
income tax deduction for children which curiously enough 
works the other way about and may be higher for the 
first child, I think I am right in saying, than for the 
subsequent children and is much larger in amount, much 
larger. Well now, in the case of the low-paid worker 
with a family, he does not get that income tax allowance 
for his children at all. All he is told is, “You are 
happy in not having to .pay income tax ”, but his income 
tax is wiped out by his other allowances before he gets 
to .the family allowance ; when you get to a little higher 
wage level he gets part of it and the rest is wiped out, 
so that he is not getting the family allowance whioh the 
richer man is getting. You may justify that or not. We 
think it cannot be justified, but anyway it is the faot that 
we are correcting what we believe to be an anomaly which 
results in .these very big advantages to the family man in 
the lower wage groups. When you come to consider 
the effect of that upon the wage structure, you will notice 
that in most of the wage movements which have broken 
through the Wage Freeze in tihe last few years, emphasis 
has been put, and no doubt rightly put, on the grievance 
of .the low-paid worker and it is his wages which have 
been increased to the exclusion altogether sometimes or 
in almost all cases of the skilled man earning more, but 
actually the low-paid worker with, the grievance is the 
one with a family. What it has been attempted to do 
by these wage settlements is to meat his very big grievance 
by a very small concession because a concession in so far 
as it is made on wages has to be made to everybody 
who earns those wages and you just could not possibly 
consider, or at least nobody is willing to consider, increas- 
ing the wage of the low-paid worker who is a bachelor 
to an extent -whioh would really meet the grievance of 
the low-paid worker with a family. This scheme does 
away with that altogether and it removes the claim of 

C 2 
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the low-paid wage earner to special consideration as 
distinot from his fellows, the more skilled men, in wage 
negotiations. 

That preference in favour of the low-paid wage earner 
in these wage negotiations has in its turn produced 
another grievance which is also constantly causing trouble 
in industry, i.e., .that it is in process of wiping out the 
differential between the skilled man and the unskilled 
man so that the skilled man says, “ What is the good of 
my having gone through an apprenticeship and acquired 
a skill if I am going to be paid very little more than the 
other fellow who has not ”. If I may put in a word for 
a still more oppressed class of the community, we are 
always calling out for an increased number of techno- 
logists in industry, but what is the good of asking people 
to take university degrees in science and engineering and 
then paying that man less than a skilled craftsman when 
he has done it? The whole structure of wages and 
salaries has been put out of gear largely because of this 
perfectly legitimate grievance of the low-paid family wage 
earner which cannot be met in that way at all, but is 
completely met by this scheme of ours. That is what I 
want to say about the wage structure. 

I come now to paragraph 30 which deals with finance 
and I want to read to you the first sentence of the second 
sub-paragraph : — 

“ Nor is it possible to say that the rates of tax and 

benefit proposed are merely illustrative and can be 

altered up or down to make the scheme solvent.” 

They are pointing out that in their view our scheme . . . 

378. I think it is not directed so much to your scheme 
as to the Haynes and Kirton scheme which expressly 
stated that they were not endeavouring to deal with cases 
and they said in their evidence this morning that that was 
ust the kind of thing the Inland Revenue people ought 
to be able to do for them. — We have also said something 
of that kind, but I wanted to make clear what we meant 
by it and that was why I referred to this paragraph. We 
have said that we are not wedded to the particular com- 
bination of 5s. and 12s. 6d. for the following reason. 
It would be a very laborious process for which our 
resources are inadequate to work out in relation to all the 
various people all the way down the scale the effect of 
a particular combination of figures and the most we 
could do was to work out a few sample cases and then 
select the one we thought the best. If the Commission 
were in favour of the principle of the scheme at all, I 
should hope that some more sample variations would be 
worked out because it might well be that a better combina- 
tion than 5s. and 12s. 6d. would be found or 5s. and 10s., 
according to whether you take the extra 2s. 6d. for food 
subsidies or not, and whioh would produce the results we 
are aiming at more accurately all the way down the line. 
We are not, however, saying that you could ignore figures 
relating to the solvency of the scheme and I am going to 
deal with those in due course, but we do say that, 
although this was the best combination we could find in 
the time and with the resources at our disposal, it is quite 
possible a more satisfactory one, either up or down, could 
be devised which would more accurately produce the 
results. On that I want to make just one further point, 
that when you draw up a table like this comparing the 
results under the scheme with the present results, it is 
inevitable that not in every case will the figures produce 
the result we are aiming at, namely, to improve the 
position of the family man all along the line, even to a 
small extent at the expense of those without dependants, 
because, however equitable our scheme may be, the exist- 
ing system produces a very anomalous graph. The result 
is that when you compare any new scheme with it, at 
some points it will appear to make A better off and at 
other points, for no particular reason that one is aiming 
at, it will appear to make B less well off, but that may 
be because B is too well off now under the existing system 
in comparison with A. 

Now I come to Part III in which they deal with our 
Scheme, and in paragraph 31 they set out five sub- 
paragraphs. It is perfectly correct to say that our 12s. 6d. 
includes 2s. 6d. which is financed by a reduction in the 
food subsidies. That is, of course, a separate point and 
we quite agree that is a separate point. We think it is 
right in principle, but it is not, from the point of view of 



the income tax scheme as such, an essential feature of 
it. You could perfectly well, if you did not agree with 
our view about the food subsidies or if you thought those 
were outside your terms of reference . . . 

379. I think they are. If that was your view you could 
consider our scheme for your purposes as being a 
scheme for 10s., retaining the food subsidies. The 
principles I do not propose to argue about one way or 
the other. 

Sub-paragraphs (ii), (iii) and (iv) depend entirely upon 
their criticisms of our finance, and therefore I do not 
propose to discuss them now. I will come back to that 
later on. With regard to sub-paragraph (v), I think I had 
better wait until I come to the detail of that. 

Then in paragraph 32 they say, and I want to point out 
that this is only a partially correct statement: — 

“ Moreover, to avoid penalising the income tax payer 
with a family they also reintroduce an income tax child 
allowance.” 

That is, of course, only in relation to what we have 
called the supplementary tax on incomes over £600 a year 
and that is an alternative to increasing the cash child 
allowance in respect of those higher incomes. I noticed 
that Lady Rhys Williams proposed to introduce a higher 
cash child allowance in proportion to income. This is, 
as far as it goes, doing the same thing and it does not 
matter for the purposes of our scheme which way round 
you do it. 

I would like to point out that in paragraph 33, where 
they quote from our report, in sub-paragraph (ii) the 
words: — 

“ The basic weekly payments * augment considerably 
the lowest income 

We should have said there “ the lowest family incomes 
It is quite true that our scheme differs from Lady Rhys 
Williams’ in that whereas she proposes a scheme which 
would increase the lowest income even for the bachelor, 
our scheme charges the bachelor a small amount even at 
the lowest rate. In the last part of that paragraph, with 
regard to the rates of benefit for the old, the unemployed, 
the sick, etc., they say: — 

“ All we would say is that we understand that if the 
changes were thought desirable they could be made 
within the framework of the existing insurance 
schemes.” 

It is quite true that the rates could be varied within the 
framework of the existing insurance schemes ; but the 
whole of the advantages of simplifying the insurance 
schemes could not possibly be obtained within their 
present ambit. 

In paragraph 34 they again return to the attack when 
they say that our claim that it “ augments considerably 
the lowest income ” is hardly borne out by the facts. I 
have made my point on that, that it should have been 
“family incomes”. 

In the last part of that paragraph, they say : — 

“It could be claimed, with rather more justification, 
that the basic weekly benefit favours the family as 
opposed to single and childless couples. But as the 
figures in the Appendix show the benefits are unevenly 
distributed and their incidence would be difficult to 
defend.” 

That is purely due to what I have already pointed out, 
namely that when you start comparing a new system with 
an existing system which is already anomalous the 
differences will not be uniform all the way through, but 
there will be, necessarily, differences at different points. 
It is purely a question of which is the sounder system. 

Paragraph 35 contains a- really astonishing series of 
fallacies. There they say : — 

“But in making this comparison, the Liberal Party 
have overlooked the fact that most people with incomes 
below £600 a year have no liability to tax at the 
standard rate at all. There are 19 million people with 
earned incomes below £600 a year but above the income 
tax exemption limit of £135. Of these 6 million pay 
nothing at all, 4 million pay only 2s. (2s. 6d. less one- 
fifth earned income relief), 8£ million pay only at 4 S 
(5s. less one-fifth earned income relief) and j million 
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pay at 7s. 2d. (9s. less one-fifth earned income relief). 
Of the 19 million, therefore, 18£ million would pay 
a higher rate under the Liberal Party Scheme than they 
do at present and only | million would pay at a lower 
rate ”. 

Well! well! They have entirely forgotten that everybody 
under the existing system pays £12 15s. 8d. for National 
Insurance contributions which are included in our income 
tax, so that the whole of that criticism goes by the board 
by reason of that simple fallacy. 

380. I do not know if you have worked out how much 
that represents in the £? — You cannot say how much it 
represents in the £ without considering a particular income. 

381. Therefore, unless you can do that you cannot be 
sure whether the effect of including it would be what 
you think, or how fax it falsifies the last statement that 
18i milli on people would pay at a higher rate? — It falsi- 
fies it completely because in our tables we have included 
it and it is worked into our tables. It is shown under the 
heading “ Net Annual Income ” which is the last column 
but one in our table. 

382. You have allowed for the £12 15s. 8d.? — Yes. 
The deduction from the gross income in the first column 
includes the national insurance contribution. That is how 
the comparison is made between our deductions which 
are for tax only and the existing deductions which are 
for tax and insurance contributions. The 4s. lid. refers 
to the employed worker, the self-employed person pays 
6s. 2d. so that in their case it is even more so. 

Then there is another major error in the last sentence 
of this paragraph. They say: — 

“ Moreover, the flat rate tax under the Liberal Party 
Scheme falls on every penny of the income earned 
while the existing rates fall only on the excess over 
a given tax free amount. This point is of particular 
importance where the decision is whether to work or 
not work at all, e.g., in the case of the married woman 
or the pensioner. There is no doubt that in these 
cases the Liberal Party Scheme would be a considerable 
deterrent.” 

Well! I am surprised. That remark has some truth 
as applied to the married woman because she can earn 
what she likes at present and her earnings may or may 
not be taxed, but they certainly would be taxed under 
our scheme and if it did act as some deterrent to married 
women going into industry there are some of us, at 
least, at this table who think that would not be a bad 
thing, but, as far as the pensioner is concerned, it com- 
pletely overlooks our proposals. If you will turn to 
paragraphs 80-90 of our booklet, in paragraph 80 we 
say: — 

“ (a) OLD AGE PENSIONS. We propose that old 
age pensions should be increased to 28s. 6d. a week 
and that furthermore the same pension should be paid 
■to wives of pensionable age as to their husbands. In 
order to encourage the old to remain at work we recom- 
mend that all pensions should be payable irrespective 
of income from other sources, whether earned or 
unearned.” 

At the present time, as you probably know, if an old age 
pensioner earns £1 a week he loses his pension altogether. 
In paragraph 90 we deal with a minor anomaly about 
the old age pensioner with a small income and we say: — 

“If the income is unearned the pensioner receives it 
and receives his pension as well; if on the other hand 
he obtains the same income by working his pension is 
withheld from him.” 

That is the state of affairs at the present time. I think 
£1 a week is the limit he is allowed to earn and if he 
earns any more than that he loses his pension altogether. 
We say that should be done away with in toto and that 
he should be allowed to earn what he likes without losing 
his pension. We believe that it is going to be of vital 
importance to offer an inducement to old age pensioners 
to continue working, especially in the years to come when 
the proportion of old people in the population is going 
to rise very rapidly, all of which was fully considered 
in the Royal Commission’s Report and particularly in 
the Report of the Economic Committee of the Royal 
Commission on Population. There are some of us who 
do not give up working when we are 65, perhaps we 



cannot, but at all events we do not. We believe that a 
corollary of the rising span of life is a rising span of 
good health ; that is to say, not only do people die at a 
later age on the average now but they retain their working 
capacity to a later age on the average than they used 
to do and we have given what we consider the strongest 
possible inducement to old age pensioners to continue 
working, so that this statement is not only not the truth 
but it is the precise opposite of the truth as applied to 
our proposals. 

While I am on that point, and in order to avoid 
coming back to it again when I come to the financial 
criticisms, I propose to point out that the Board of Inland 
Revenue have been very careful to pick up every case in 
which they think, rightly or wrongly, we have over-esti- 
mated in favour of our scheme and they do not pick 
up a single case in which we have under-estimated. For 
example, because we had no figures upon which to esti- 
mate we have not mentioned at all in our pamphlet the 
tax which would be obtained on the additional earnings 
of old age pensioners. There were in 1948 6.6 million 
old age pensioners and we provide for their pensions, but 
if only half of them earned only £2 a week more than 
they do now when they are not allowed to work, that 
would mean additional income tax of possibly £80 mil- 
lion assuming a rate of 5s. in the £. You cannot quantify 
it. You do not know how many of them would work. 
No doubt quite a number of them would go on earning 
full wages. 

Then in paragraph 36 we come to the question of dis- 
incentive and I should like to say a little bit about that. 

I would like to say first of all that it is, if I may say 
so, a fair hit for them to quote against us the criticism 
we made of Lady Rhys Williams’s scheme on that point ; 
but to say, as they do, that it applies with equal validity 
to the Liberal Party’s own scheme is, of course, not true 
because the point is simply a question of amount. Her 
scheme as it was at the time when we were criticising it 
was based on 6s. 8d., ours is 5s., but I will say quite 
fr ankl y that I think we overstated considerably the point 
we made in the paragraph they have quoted. Having 
said that, let me come to this question of disincentive, dis- 
incentive in general. In a sense it is, of course, true that 
all taxes are disincentive, but in a sense it is equally 
true that all taxes are incentive, but what is quite plainly 
true in my submission is that the disincentive effect is 
much higher in a graduated tax and the incentive effect 
which offsets the disincentive effect is much stronger in 
a flat rate tax. 

Let me explain what I mean by the possible incentive 
effect of taxation. I think it is true to say that the majority 
of people in every walk of life have a standard of what 
they want to have net in their pockets and the people 
who are prepared to make a great effort to get more are 
the minority. The standard varies and when you get to 
a point in the higher income groups of course it becomes 
very acute. When you get to the point of saying “ Well, 

I can earn so much, which is all I really need, and if 
I work myself ,to death I will only get— I won’t say 6d. 
in the £ because I will not fly as high as that in my 
imagination— 'but perhaps 2s. or 3s. in the £ left out of 
what I am going to earn by all this extra effort which is 
ruining my health ”, you do not do it, or a great many 
people do not do it and the same thing is equally true 
in a different way in the lower income groups. I venture 
to say that one of the principal causes of absenteeism, for 
instance, in the coal mines, is the fact that if you live 
in a mining village, in a cottage which is not a very 
good cottage, and you cannot put any more furniture 
into it than you have got already and even if you drink 
beer, you do not think much of the beer you can get 
today, and you cannot smoke more than you do smoke 
and you can only lose a certain amount on the dogs, 
what is the good of earning more than, your average 
standard you have got used to? That is I think the 
attitude of mind of a great many people and that simply 
not having any particular use for more money than a 
certain amount is the reason why a lot of people do not 
put in full time at work. If a man says “ I want to have 
£6 or £8 net ” and it is taxed, then he will earn a little 
more ; he will work a little more until he has got his 
£6 or £8 net, whatever his particular standard ma.y be. In 
that sense, although from one point of view it is true 
to say that any tax deters a man from working, from 
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another point of view it is true to say it makes him work 
because he wants to get up to whatever figure of income 
he has in mind as being satisfactory to his standards. 
They may be fixed standards or they may be changing 
standards, but he will work to get up to his standards. 
So, in our view, this talk about the disincentive effect of 
taxation is a thing that cuts both ways and on balance 
there is precious little in it, but I do most strongly believe 
that if we are comparing two different kinds of taxation, 
the disincentive effect of a graduated tax which is sub- 
stantially higher on the last £ than on the first is infinitely 
greater than the disincentive effect of a tax which is at 
the same rate, whatever it may be, on every £. It is 
the point that you cannot dodge it whereas the other 
you can, so I do submit that our point is perfectly valid 
and that our scheme, by providing a flat rate and avoiding 
the jump, is much more important than in paragraph 37 of 
their memorandum the Board will admit it to be, although 
they admit there is something in it. 

Now in paragraph 39 they come back to the question 
of administration. I have dealt with that to a certain 
extent already, from the point of view of the national 
insurance scheme, and I do not think I want to add any- 
thing about its effect on national insurance, but I do want 
to add something about its effeot on industry, they admit 
themselves that it would involve a substantial saving in 
the Inland Revenue staff itself. I want to add something 
about— and I gather you have heard about this this morn- 
ing from the witnesses who were here — the cost of the 
administration of P.A.Y.E. in industry. 

383. They expressed complete inability to quantify it 
in any way whatsoever. — You cannot quantify it for in- 
dustry as a whole, but there is no question about it, I 
happen to be a little bit concerned with industry as well 
as with law, that the complications of P.A.Y.E. as distinct 
from the stamping of insurance cards and all the rest of 
it and as distinct from the extremely simple wage cal- 
culation we are advocating, adds enormously to the ad- 
ministrative cost of every industrial business. In small 
businesses such a I am concerned with it does not so 
much mean extra staff ; it means partly that we have 
to employ an extra person but chiefly it means that our 
Secretary is too busy to prepare the financial statements 
we ought to have ; that is to say, it means either extra 
staff or overwork and inefficiency of work in other direc- 
tions and it is really a serious matter in our view, to 
which we would urge the Commission to pay very con- 
siderable attention. 

In the same paragraph the Board of Inland Revenue 
deal with this question of what they allege to be the 
increased cost of distributing or paying out on the coupons 
or whatever you call them for the allowances. 

384. That is, the 27 million?— Yes. In my submission, 
there is a very great fallacy in that argument. In the 
first place, as I have said, their figure of 27 million ignores 
entirely the fact that for 19 million of them, namely those 
employed, you do not have to pay it at all, if you do 
not want to do so ; you can simply have it deducted from 
the pay packet ; that is to say, the calculation of the pay 
packet would be — gross wages so much, tax so much, 
namely 25 per cent, less 12s. 6d. or whatever the figure 
is, and pay the net difference. Whether it would be 
necessary for the man ,to surrender a coupon to the 
employer is an administrative point and it would not 
involve any considerable expense anyway. It might be 
necessary, for this reason, that if he became unemployed 
he would want his coupon and it would be a pity to 
have to go and get a fresh one. Whether administratively 
it would be more convenient to give him a book and let 
him surrender it week by week to his employer except 
when he was unemployed or whether it would be better 
to let him get one specially when he was unemployed is 
a point of minor administrative convenience, but the 27 
million just disappears and you get down to this, that 
•there would be 8 million — I do not quite know where 
they get that figure of 27 million from, but there would 
be, whatever the figure might be, of wives and children’s 
coupons which the wife would normally cash on behalf 
of herself and the children. Well, she does it now for all 
the children except the first ; she has to go and cash her 
family allowance coupon, and it would merely mean that 
when she went to the post office to get it she would get 
much more ; she would collect her own and one for the 
first child as well as one for the second child. That is 



all it means. It does not mean a single additional visit 
by anybody to the post office beyond what is made now. 

It merely means that when the lady got there, .there would 
be a little bit more business to transact and a little more 
money to pay her than at the present .time. The only 
case in winch it means an additional visit to the post 
office, I should have said, was the case of the wife without 
a child and the wife with one child. She does not go at 
all now because she has nothing to come. She would 
have to go. Those are the only additional cases who 
would have to go to the post office to collect the coupons 
at all, if those for the actually employed persons were 
paid through the employer. On any submission it is 
quite ridiculous, in view of what I have said, to make 
the statement made by the Board of Inland Revenue at 
the end of paragraph 39 where they say: — 

“On balance, therefore, it would seem safe to say 
that overall the scheme would mean more rather than 
less work in the Civil Service.” 

We now come to paragraph 40 which is headed “ Tech- 
nical (Difficulties” where they say: — 

“ We have so far confined our observations to the main 
points of principle to which the scheme gives rise and 
we believe that it is primarily by reference to these 
that the scheme must be judged. Nevertheless we think 
the Commission should be aware that the scheme does 
give rise to a number of important practical difficulties ; 
for example, the assessment of married couples where 
both are earning.” 

No such assessment is required by us. Each will pay 
on his or her own earnings and it is certainly no part 
of our scheme that we should lump them together, as 
would happen now, and charge them the higher rate. They 
are all on the same Tate anyway. Whether if jointly they 
went over the £600 a year they should be liable to our 
supplementary tax jointly is another matter, but we are 
opposed in principle to that. It is only in that event that, 
even if the present system of aggregation of spouse’s in- 
comes were retained, there would be anything to do at 
all and, as far as earnings were concerned, they would 
have to make no assessments. 

The next thing the Board say is this: — 

“Collection of tax in respect of subsidiary income.” 
Well, they would have to do that. They have to now 
if they can and they would have to in future if they 
can. There is no difference or no change. Then they 
say: — 

“ Deduction at the source from dividends and 
interest.” 

Do they not do that now? I have always noted that 
from such small dividends as I get there has been some- 
thing deducted and I do not see what earthly difference 
this scheme is going to make in that respect. 

"... and the treatment of ‘ charges ’ on income.” 

That we concede. Various items of that kind such as 
life insurances and so on would require some special 
treatment, but they still have to do that now so that there 
would be nothing fresh about it. 

So much for the body of the report. Then I want 
to make two or three general observations about the 
financial implications and then, as I said, leave the detail 
to Mr. Peacock. 

In Appendix 1 the first item is “ Under-estimate of the 
yield of the present income tax — £214 million.” In my 
submission, that calculation which is explained in para- 
graph 2 (i) of the Appendix suffers from a major fallacy 
which shows that the advantage is the other way. The 
major fallacy is this. It is perfectly true that if you try 
to look at one year as in a watertight compartment, you 
can never get all the figures relating to that year and 
bring them together; if it were correct to look at one 
year in a watertight compartment there would be some- 
thing in part of this criticism but, in my submission, it 
is not correct to do anything of the sort. The flow of 
income and the flow of tax are like a river. You cannot 
'suddenly dam up a piece of it at both ends and say 
“We will look at this piece by itself.” It is not so 
•It goes on continuously and any loss there may be in a 
year of change, owing to the change, is overtaken in the 
years that follow. Exactly the same thing happened when 
ithey introduced P.A.Y.E. They lost the greater part <jf 
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a year’s tax in the first year of P.A.Y.E. ; they had to, 
but they caught it up afterwards. Exactly the same thin g 
as true here. Indeed, if we could have brought our calcu- 
lations up-to-date they would have come out much more 
advantageous to the scheme than the year on which we 
/based them. You can see that if you look at the calcu- 
lations upon which Lady Rhys Williams’ totals were 
based, the figures for the year 1950/1951 worked more 
favourably to her scheme than our calculations which 
were based on the year 1948 worked to ours. 

385. I do not know that you would have made that 
statement if you had seen the Board’s suggested sub- 
stituted figure, which shows, I think— I am speaking from 
memory— rather a larger deficiency on her 1951 figures, 
than was shown on your 1948 figures. In your last obser- 
vation you assumed the correctness of her figures. The 
Board, whether rightly or wrongly, criticised her figures on 
the same lines that they criticised your own, and made 
the deficit out to be larger. — That I think is quite likely, 
in this sense, that the fallacy which they introduce into 
the calculation will produce larger results the higher the| 
national income rises. It is still a fallacy, and when you 
are in a period of rising national income, the thing is 
more advantageous the higher the national income rises, 
but it is equally true that the higher the national income 
rises the more difference it will make if you adopt this 
wholly fallacious process of trying to dam the river at 
both ends, and ignoring the fact that the flow of income 
and of tax is a continuous one. You could have con- 
demned the whole P.A.Y.E. scheme out of hand on 
the same argument— I wonder they did not, but they 
introduced it. The loss would have been much greater, 
as shown on the P.A.Y.E. scheme when it was first intro- 
duced. These things necessarily catch up as file years go 
on, and it is in my view a complete fallacy from start 
to finish to make this sort of calculation at all. 

386. Mr. Woodcock: But surely these comments apply 
to your view also, as you assume that there is in a given 
year a certain amount of income and an amount of 
expenditure? — That does not, in our view, affect the 
finance of the scheme at all. Once you try to deal with 
one year by itself you are bound to get into the difficulty 
that you are trying to treat as in a watertight compart- 
ment something which is not in a watertight compartment. 

387. You can take any period you like, we 'have got 
to dam it up at some point. Take the Year 1 — you make 
the assumption, not the Board — you assume there will 
be received in that year certain income, and there will 
be liabilities against that income, whatever they may be. 
If you do not collect the whole of the charge for that 
year you have a deficiency in that year? — I think I will 
leave Mr. Peacock to deal further with this point in 
detail. I cannot accept the view. 

388. Chairman : If I may interrupt for a moment, I do 
not want to finish with your statement yet, but you have 
given us a great deal to think about in the statement 
you have already made. Mr. Peacock is going to follow 
you, and I doubt whether he will finish much before 
4 o’clock. It will be quite impossible, I think, for us all 
to ask all the questions we want to of you both, before 
we have to rise this afternoon. We are meeting again 
in July, and I wondered if it would be possible, after we 
have had the opportunity of reading what you have said 
to-day, for some of you or all of you to come back at 
our meeting in July, on the 17th, 18th and 19th. I think 
it will probably be in the interests of everybody that we 
should complete your two statements and then have an 
opportunity of considering them. I have not consulted 
my colleagues, but I do not think we can finish to-day, 
and I do not think we can get the best out of you with- 
out having an opportunity of reading what you have said 
this afternoon. — My Lord, that will suit us very well. 
Mr. Peacock would like at this stage to ask a question 
about that, if he may. Mr. Peacock: Your Lordship, 
I have been mainly responsible for the figures and calcula- 
tions made here. There have been certain problems of 
method, problems of the accessibility of figures. I wonder 
if it would be possible to solicit the co-operation of the 
Inland Revenue over certain difficulties which we have 
had in calculation, if the Commission feel that it would 
be worth while our submitting re-calculations? 



389. Yes, I am told that can be arranged . — Sir Arthur 
Comyns Carr : In that case, my Lord, the adjournment 
would be a matter of convenience. We have only had 
this document for two days, as you will appreciate, and 
it would really be convenient for Mr. Peacock to save 
what he has to say until later. I think he would prefer 
to reserve what he has to say until the next meeting, 
when he has had an opportunity of further discussing the 
figures. 

390. Mr. Millard Tucker : Perhaps in the meantime you 
or the representative of the Inland Revenue could con- 
vince each other as to which is right? — Yes. May I then 
just conclude with a few general observations about this 
matter? One is that if you look at — I understand Lady 
Rhys Williams made this point yesterday, therefore I will 
take it very briefly — if you look at Appendix 2 to the 
Inland Revenue memorandum it is manifest that, accord- 
ing to them, if the figures are correct everybody or almost 
everybody will be worse off than he was before. Lady 
Rhys Williams, I understand, worked that out to a figure 
of £250 million, yet according to the Revenue, the 
Exchequer is not going to get that. Where do they 
suggest it is going? 

391. Chairman: I have got some notes as to what 
they do suggest, but perhaps that also might be discussed 
later. One thing , of course, which they do point out 
which affects the matter is that your scheme gives a 
substantial benefit to employers, mainly companies, by 
abolishing the employers’ National Insurance contribu- 
tion. That would be one item. — Our scheme does, it is 
perfectly true, reduce existing taxation in two ways, to 
neither of which we are necessarily wedded, and either 
or both of which we would be prepared to abandon if 
necessary if you should think that the criticisms of the 
solvency of it as it stands are well-founded. The 
employers’ contribution ds one of them. We personally 
would like to see any contribution that the employers 
as such have to make to the welfare funds based upon 
profits rather than upon poll-tax. In periods of high 
employment and a sellers’ market, such as we have at 
present, this is not a serious matter to employers ; but if 
we should ever get back to a period of depression it then 
becomes a fairly serious matter, to employers who employ 
large numbers of workers, that they should have to pay 
what has now become a rather high poll-tax, in modern 
employment much higher than it was before, whereas 
people making equally large profits and employing a 
secretary and an office boy make practically no contribu- 
tion to those funds in that form. We, therefore, would 
like to see any contribution which is exacted from 
employers in respect of this matter, related to profits 
rather than to the number of people employed, but it is 
not an essential feature of our scheme and we would 
certainly prefer to retain the employers’ contribution 
rather than lose the other merits, as we believe them 
to be, of the scheme. The other point to which I wish 
to draw attention, in which we have in fact provided for 
'a reduction of taxation and to which we are not 
particularly wedded, is that we have reduced the margin 
between earned and unearned income rates ; at present 
it is Is. 10d., we have provided for only Is. Od. If it 
were restored to Is. 10d., there is some £53 million in 
that, or thereabouts. Those are two respects in which 
our scheme, as drawn, does reduce taxation, apart from 
its particular purpose, and both of which could be resorted 
to if need be in order to restore its solvency. I have 
already pointed out that there are several — and Mr. 
Peacock will deal with that when he comes to it — several 
points on which we have not attempted to calculate 
income, which would undoubtedly accrue to the fund — 
old age pensioners’ earnings, and you will find several 
others in the notes. Those are the general remarks I wish 
to make on the financial aspect of it, and I think that 
concludes what I want to say. 

392. Thank you very much. May I just ask you one 
question arising out of the last remarks? I am not quite 
clear whether as a matter of principle you desire to retain 
the employers’ contribution, because it had seemed to 
me, and I put it to Lady Rhys Williams yesterday, 
that it seemed like selecting one class for a special tax 
which you were not imposing on anybody else. . That 
was a criticism I made of her scheme. I did not know 
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whether you were merely saying: “Let us keep this 
rather than lose the scheme as a whole” or whether 
you thought it was fair in principle? — We prefer that 
it should be entirely a matter of tax on profits. If any 
contribution is required from employers as a class for 
this particular purpose, we think it is preferable it should 
be a tax on profits. 

393. I suppose it is true to say, is it not, that the loss 
to the employer would not be as great as it at first 
sight seems from having to pay this tax, because of course 
their contributions are a deduction for both profits tax 
and income tax?— Yes, that is perfectly true. I remember 
this matter being discussed when the Insurance Act was 
originally introduced, and the original view was that it 
was right that the employer should make a contribution 
in respect of the people whom he employs. I think 
experience has rather shown, especially when it has 
become so heavy, that in a period of bad trade it might 
be a serious deterrent. 

394. Mr. Woodcock: The fact that a man requires 
wages is also a serious deterrent, I suppose?,— That is 
so, I suppose. 

395. Chairman : Is there not this comment to be made 
also, that that is a very good argument when you are 
regarding it as an insurance which a man pays for him- 
self, but when you take the attitude that he does not pay 
for it and the social security as a whole is something 
which should be a charge on the national Exchequer, 
the reasoning you were on seems to disappear, because 
it is just something which has got to be paid for as 
part of the general system of taxation?— Yes, it is a 



point on which I know a great deal can be said on both 
sides, and we are not particularly wedded to any view 
on it. We would like to see it got rid of, at least in 
its present form, and if it is to be retained at all, made 
as a charge on profits. 

396. Perhaps I might put one more question before 
we adjourn, that is this: we were talking about incen- 
tives — is it not true to say that in some sense the present 
system of personal allowances by which you allow £60 
for the first child, and so on, as a deduction from the 
tax, has an incentive element in that too, in that the 
wage earner wants to get his income high enough up 
at any rate to get the benefit of that incentive, if he is 
a married man with a child? — I think it is true that it 
is very difficult to calculate the effect of these things in 
that they cut both ways. That is really, I think, the best 
answer I could make to that. I can see almost anything 
cutting both ways in Che matter of tax and incentive, 
except that I think once you get into a graduated rate 
where a man suddenly finds he is going to pay a much 
higher rate if he takes extra trouble to earn more, that 
is a thing which you can say is definitely disincentive. I 
think with regard to all the other aspects of it there are 
arguments both ways. 

397. Chairman : Then we will adjourn now. We are 
sitting again on the 17th, 18th and 19th July, but we 
would like to complete our evidence on this branch of 
the subject as soon as we can ; will 17th July, at 10.30. 
be convenient to you? — For me personally the 18th would 
be more convenient than the 17th. 

^Chairman : Then we will make it the 18th July, at 



The witnesses withdrew. 
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TERMS OF REFERENCE 



“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: and to make recommendations consistent with main- 
taining the same total yield of the existing duties in relation to the national income.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads under 
which evidence was invited. They explained that the list was not necessarily exhaustive and that 
witnesses could put in evidence on questions not specifically mentioned, provided that they fell within 
the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(jii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and contributions ? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to: — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

( b ) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (c) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

( b ) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allowances, 

reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggregation; 

( b ) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes m the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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SUPPLEMENTARY MEMORANDUM SUBMITTED BY THE LIBERAL PARTY 

I. INTRODUCTION TABLE 1. 



(a) The purpose of this memorandum is twofold. The 
first part sets out revised figures for the Liberal Scheme 
in accordance with principle agreed upon between the 
Inland Revenue, Lady Rhys Williams and Mr. Alan 
Peacock regarding the method of calculation of tax rates 
and benefits. As a consequence of the willing co-opera- 
tion of the Statistics and Intelligence of the Inland 
Revenue, and in particular Mr. Cockfield and Mr. Beales, 
it is possible to present figures which make it unnecessary 
for us to dispute the basis of calculation. In the second 
part, some observations are made regarding paragraph 25 
of the Inland Revenue Memorandum for it suggests that 
the abolition of the contributory system would have 
certain drawbacks from the point of view of the finance 
of social security. 



H. THE SOCIAL SECURITY BUDGET 

(a) The important • question to be answered regarding 
the Liberal scheme is, would it be possible to balance 
payments and receipts without at the same time introduc- 
ing a higher standard rate of tax or alternatively paying 
benefits which would compare unfavourably with those 
already in existence? The following calculations show 
that it is possible to retain the tax rates originally pro- 
posed in the Liberal Party Yellow Book provided that 
we do not implement the proposal in Section 80 of our 
report, viz. that wives of pensionable age should be paid 
the same pension as husbands of pensionable age. It 
is, however, still possible for us to pay benefits to single 
and married couples of pensionable age which compare 
favourably with those in existence in the year 1950, the 
year for which the calculation is made.* 

(b) In Table I the budget of the scheme is drawn up. 
A slight modification has been made in the procedure 
adopted in Schedule I of the Yellow Book. We make it 
clear in the report that we would continue to pay existing 
rates of maternity benefits and grants, death grants etc.. 
Industrial Injuries benefits and National Assistance where 
necessary and, of course, the National Health Service is 
not affected by the scheme. Accordingly, expenditure 
for these items is included in the contribution to general 
government expenditure and not as part of the supple- 
mentary allowances. 



* Other adjustments are possible. The rate of tax on unearned 
incomes might be raised or the employers’ contribution restored. 



Statement of Income and Expenditure 



Income £m. 

1. Income Tax 

a. At 5s. on £8,1 50m. of earned income 2,037 • 5 

b. At 6s. on £l,367m. of unearned income ... 410-1 

c. At 6s. on £l,175m. of undistributed profits. . . 352-5 

2. Supplementary Tax 

a. At 2s. on £900m. of earned income ... 90 

b. At 3s. on £450m. of unearned income ... 67-5 

c. At 3s. on £l,175m. of undistributed profits... 176-25 



3,133 

Addition to Profits Tax 16 



Total Income 3,149 



Expenditure £m. 

3. Personal Allowances 

39m. adults at 12s. 6d. 1,267-5 

11m. children at 12s. 6d 357-5 

4. Supplementary Allowances 

l-6m. unemployment, sickness and widows’ 
benefits at 20s. in addition to personal 

allowance 84 

4m. retirement pensions at 20s. in addition 
to personal allowance 208 

5. Contribution to Government Expenditure ... 1,161 

6. Balance to cover life insurance relief etc. ... 71 



Total 3,149 



Notes on Table 1. 

1. The figures on the Income side are based on data provided 
by the Inland Revenue and the procedure in calculation is that 
adopted in the original Appendix, but more accurate data has 
been made available by the Inland Revenue. 

2. The “ Addition to Profits Tax ” requires some explanation. 
The abolition of the employers’ contribution means that gross 
profits increase by £166m. This is taxed at 10 per cent, and the 
residue is added to undistributed profits and taxed in accordance 
with the rates in Table 1. Thus this £16m. represents 10 per 
cent, of £166m. so that£150m. is added to undistributed profits. 

3. The procedure on the Expenditure side is similar to that in 
the original calculation except for a change in book-keeping which 
is explained in paragraph 136 of this Memorandum. The Contri- 
bution to Government Expenditure is arrived at by summing 
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Income Tax in 1950 plus Tax Reserves plus Surplus on Insurance 
Funds minus Savings (such as Interest on National Debt held by 
Funds, Subsidies, family allowances and non-contributory 
pensions). No deduction is made, of course, for other transfer 
payments which would be retained such as maternity benefits, 
death grant etc. and for the National Health Service. 

4. No allowance is made for administrative saving of any 
kind nor for the fact that, if the scheme were to conform to present 
practice, then personal allowances would not be payable to members 
of H.M. Forces and their dependents nor to persons in institutions 
such as prisons and mental hospitals, nor is any allowance made 
for the yield of tax on pensioners’ earnings, were the scheme to 
encourage more pensioners to work in view of the fact that their 
pensions would not be reduced if they did so. Accordingly, 
the balance available for tax relief of the kind mentioned in 
Appendix 1 of the Inland Revenue Memorandum might be 
considerably larger. 

(c) In Table 2, the attempt has been made to show how 



the Central Government Revenue Account (Table 20 in 
the White Paper on National Income and Expenditure, 
Cmd. 8203/50) would have been modified, had the scheme 
been in operation in 1950. For the purpose of exact com- 
parison, it is necessary in considering the actual totals 
for 1950 to consolidate the Central Government Revenue 
Account with the accounts of the National Insurance 
Funds, for the taxes raised under the Liberal scheme 
replace in part the contributions paid by employers and 
employees. Of course, this procedure makes no allow- 
ance for the fact that, had the scheme been in operation, 
tax receipts and payments other than income tax and 
social security benefits might have been altered as well, 
e.g. indirect taxes on consumption goods. As these effects 
cannot be estimated, it has been assumed that they would 
have remained unaltered, or that changes in tax receipts 
would have been exactly offset by changes in expenditure. 



TABLE 2 

Revenue Account of Central Government 

(Consolidation of Table 20 and Table 24 of White Paper on National Income and Expenditure of the U.K. 
Cmd. 8203/51 . Original figures are in brackets). 



Receipts £m. 

I Direct Taxes on Income 





1. Income Tax 


2,954 


(1,420) 




2. Surtax 


116 


( 116) 




3. Profits Tax 


280 


( 264) 




4. Excess Profits 


13 


( 13) 




5. Miscellaneous 


- 5 


(- 5) 


II 


Capital Taxes 


3,358 

188 


( 188) 


HI 


Indirect Taxes ... 


1,743 


(1,743) 


IV 


Income from Property 


138 


( 138) 


V 


Employers and Employees Contribu- 
tions 





( 413) 


VI 


Total Receipts 


5,427 


(4,290) 





Payments 


£m. 


VH 


Current Expenditure on Goods 


and 






Services 


1,441 


(1,441) 


VIH 


Subsidies 


127 


( 444) 


IX 


Social Security Benefits 


2,062 


( 608) 


X 


Other Transfers 


137 


( 137) 


XI 


National Debt Interest 


511 


( 511) 


XH 


Grants to Local Authorities 


352 


( 352) 


XIH 


Transfers to Capital Account 


145 


( 145) 


XIV 


Surplus 


652 


( 652) 




Total Payments 


5,427 


(4,290) 



Notes on Table 2. 

1. In the Revenue Account of the scheme, the following points 
require elucidation: — 

(a) I. 1. Is total yield on tax, minus tax reserves, minus 
balance to cover life insurance relief, etc. These items have 
been brought over from the other side of the account and 
their signs changed. 

( b ) I. 3. Profits Tax is adjusted upwards by £16m. in 
accordance with our budget estimate. 

(c) VIII. We reduce subsidies by £3 17m. (£444m. minus 
£3 17m. equals £127m.). 

(d) XIV. Surplus equals Government revenue surplus plus 
insurance funds surplus, both of which must be covered by 
revenue. 

2. In the Consolidated Accounts of Table 20 and Table 24 of 
Cmd. 8203/51 the following adjustments have to be made: — 

(a) The contribution from the National Insurance Funds 
to the National Health Service cancels out on both sides. 

( f > ) Item 28 on Table 20 (Exchequer contributions to National 
Insurance Funds) is replaced by the benefits payable under 
National Insurance plus administrative costs. These items 
are included in IX of our table. Accordingly employers’ 
and employees’ contributions are included in receipts (V). 

(c) National Debt Interest (XI) is reduced by £33m. i.e. 
by the amount payable by the Treasury to the National 
Insurance Fund. 

GO Current Expenditure on Goods and Services (VII) is 
reduced by £27m. This is because the statisticians who 
compiled the Command Paper omitted to include the Govern- 
ment contribution as employer in Item 28 of the ori ginal 
table. Accordingly as VII (Item 22 in the original table) is a 
balancing item, the total expenditure is reduced from £l,468m. 
to £1 ,441m. 



III. THE ABOLITION OF THE CONTRIBUTORY 
SYSTEM 

(a) One of the main changes which would be brought 
about by the scheme would be the abolition of the con- 
tributory system. It is a matter of surprise that the 
Inland Revenue in paragraph 25 of their Memorandum 
should quote Lord Beveridge without comment in 
support of the contributory principle. In paragraphs 272- 
276 of the Beveridge Report in which the question of 
taxation v. contributions is considered, no detailed criticism 



is made at all of the finance of social insurance by taxa- 
tion. It is pointed out that there would be disadvantages 
in the introduction of an “ ear-marked ” tax for the pur- 
pose of financing benefits 'in view of the history of the 
Road Fund (presumably Lady Rhys Williams “Welfare 
Tax ’’ would be regarded as such a tax). This is a curious 
objection, for there could be no better example of a 
system of ear-marked taxes than insurance contributions ! 
They are first of all taxes because they are compulsory ; 
the employees’ contribution is a regressive poll-tax and 
the employers’ contribution is an indirect tax. The system 
of compulsory contributions is thus open to Lord 
Beveridge’s own objection. 

(b) Another important point is that the employees’ and 
self-employed persons’ contribution ' is only about j- of 
the total revenue: — 





1938 


1947 


1948 


1950 


1. Contribution of employees and 










self-employed 


55 


119 






2. Total Revenue 


165 








3. 1 over2 


-33 


•31 


•35 


•38 



This proportion is likely to decrease as the cost of 
pensions rises unless the contribution is increased. There- 
fore the relationship between the contributions of benefi- 
ciaries and the benefits is scarcely that of an insurance 
system. 

(c) Accordingly, so far as the present scheme is con' 
cerned we are considering the relative merits not of taxa- 
tion and the contributory system but of two different 
forms of taxation. In the sense that the term “ insurance ’’ 
is applied to the provision of social security benefits it is 
just as applicable to other forms of Government expendi' 
ture. Defence expenditure is just as much “insurance’* 
in this sense. 

(d) Regarded in this light then, the arguments advanced 
m favour of the contributory principle in paragraph 27 4 
of the Beveridge Report and which are quoted withoU* 
comment in the Inland Revenue Memorandum seem parti'- 
culariy weak. 
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As regards (i), we have shown that it is .possible through 
our scheme to abolish the means test and the contribution 
at the same time. It is also questioned whether the pay- 
ment of a regressive poll-tax is equally acceptable to all 
insured persons, especially as the tax is higher than that 
originally proposed by Beveridge. 

The contributory system is not the only one which 
would make beneficiaries interested in economics adminis- 
tration. In 'this sense our scheme would do the same. 
However, under the present system, the illusion is created 
that the employees’ contribution finances the scheme and 
it was previously often believed that it financed the Health 
Service as well! To make people believe that National 
Insurance finance is independent of Government finance 
need not necessarily promote 'an interest in economic 
administration (although in fact administrative costs have 
been relatively low) but a desire to increase benefits pari 
passu with the increases in the reserves held. The belief 
that the Insurance Scheme holds “ colossal ” reserves in- 
duced old-age pensioners to believe that their deserving 
case was strengthened by the buoyancy of insurance 
finance. This is a dangerous illusion which is fostered by 
the convention of maintaining National Insurance account- 
ing separate from Government accounts. 

There is another confusion which results from the con- 
tributory system. It is not clear to the contributor that 
as well as paying his insurance contribution he also con- 
tributes as a tax payer to the Government contribution 
to the scheme, and if the employers’ contribution is passed 
on in higher prices, he helps to pay for it as a consumer. 
Under the Liberal scheme the tax liabilities of the tax 
payer are made perfectly clear to him. 

As regards (iii), this argument only holds if the system 
of administration is necessary in the first place. The pay- 
ment of positive .allowances removes the necessity for the 
keeping of records of this sort. 

Finally there are two further consequences of our 
scheme that call for comment. It would mean the aboli- 
tion of the National Insurance Funds. This is no cause 
for alarm. The “ reserves ” held by the Fund are held 
m Government securities, in consequence, all that happens 



EXAMINATION 

398. Chairman : We have all had the opportunity of 
reading your evidence and the first thing I am going to 
say to you is that I hope, if some of our questions 
appear critical, you will not think we have become par- 
tisan?—*'/- Arthur Comyns Carr: No. Might I ask you, 
for personal reasons, to take Mr. Peacock’s evidence first 
because he has to get away if he can. 

399. So be it. I will try to sort out .the questions I had 
prepared for you and find those which are directed to 
figures, which I suppose is what Mr. Peacock is going 
to deal with? — -Yes. You have seen, I hope, a further 
statement of corrected figures which Mr. Peacock has 
prepared and that is the subject of his evidence. 

400. Yes. I have some questions to ask on that, but 
before I do so there is one thing I want to make clear. 
You will appreciate, of course, that we are appointed to 
deal with the question of the taxation of profits and 
income? — Yes. 

401. We are not concerned with the merits or demerits 
of social security as such? — No. 

402. Your scheme goes into both aspects, but it must 
not be thought that because I ignore certain parts of your 
memorandum I am expressing assent or dissent ; it is 
simply that I do not think, in so far as there is an inter- 
relation between that and income tax, it would be proper 
for us to express an opinion on the point and therefore 
I shall not waste your time by asking questions on it. 
— I appreciate .that, my Lord. Of course, there is the 
financial aspect .of it which does affect the taxation 
proposal. 

403. Certainly. If you wish me to address such ques- 
tions as I want to ask directly affecting Mr. Peacock, I 
will commence with your supplementary memorandum 
and the first question I want to ask you about that 
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is that the Government cancels debt held against itself. 
Let us imagine what would have happened if the Govern- 
ment had decided to finance increased pensions by selling 
the securities held by the Funds. The cash to finance 
benefits would have to come from those willing to buy 
the increased supply of Government securities. The banks 
would only do so if their cash ratio were expanded, i.e. 
the sales would involve a credit expansion at a time when 
the Government might wish to restrict credit. The public 
will only take up the stock at the current rate of interest 
if it increases its desire to save. In other words, sales of 
securities by the Funds have the same consequences as 
a .policy of government borrowing. Accordingly, the finance 
of increased .pensions involves exactly the same problems 
as the finance of other items of government expenditure 
and it is no wonder that the Chancellor made it clear 
that the recent increases in .pensions were granted on 
grounds of the merits of the .pensioners’ case and not on 
grounds of the buoyancy of the Insurance Funds. 

The abolition of the contributory system would mean 
that the Treasury would be unable to put into operation 
the much-publicized contra-cyclical device outlined in the 
White Paper on Employment (1944) and embodied in 
Section 3 of the National Insurance Act, 1946. This sec- 
tion allows the Treasury to alter the contribution rates 
“ with a view to maintaining a stable level of ' employ- 
ment”. However, this type of contra-cyclical financing 
would be carried out with much more effect with the pro- 
posed Liberal scheme. As Professor Meade says of the 
Rhys Williams proposals (and the statement applies equally 
to the Liberal one), “the system would afford a perfect 
instrument for the most effective and prompt control over 
total national expenditure in the interests of avoiding infla- 
tion and deflation ’’ (Planning and the Price Mechanism, 
p. 44). Even a small alteration of the standard rate of 
tax would affect the incomes of millions of tax payers ; 
in our scheme a reduction of the standard rate on earned 
incomes from 5s. Od. to 4s. 6d. would increase the amount 
of spendable incomes of earned income receivers by over 
£200 millions. 

It is submitted, therefore, that as a system of taxation 
the Liberal scheme is much more equitable and efficient 
than the contributory system. 



OF WITNESSES 

appears in Table 1 under “ Addition to Profits Tax ”. As 
I understand it, that item represents 10 per cent on a 
figure of £160 million which you say will no longer be 
deductible from profits because the employers’ contribu- 
tion will not be payable. Is that right, Mr. Peacock?— 
Mr. Peacock: Yes. As the personal employer’s contribu- 
tions are added to gross profits, that is taxed at 10 per 
cent., and therefore we have included this small amount. 

404. The point I want to put to you is this. That 
depends upon the assumption that the £160 million will 
be added to gross profits and that no part of it will be 
employed in reducing prices, does it not? Where firms 
have savings, sometimes at any rate they take the oppor- 
tunity of reducing prices in the hope of indirectly bene- 
fiting in other directions, but you are assuming the whole 
of it will go into gross .profits? — I admit the argument 
is “ other things being equal ”. It would be an addition 
to gross profits. I did mention this matter to Mr. Beales 
of the Inland Revenue and asked him if it would be 
legitimate in this case to add it on to income and he 
agreed with me that it was. I agree, however, that it is 
“ other things being equal 

405. It depends upon the whole of the saving effected 
being treated as profit and not applied to other purposes 
which would make it deductible? — Yes. 

406. In the next question I am putting to you I am 
omitting the half-a-crown which you add on to the 
benefit to compensate for the reduction of subsidies, 
because the reduction of subsidies is outside our refer- 
ence and therefore I am treating the amount of your 
allowances as being 10s. and not 12s. 6d. — Am I t6 
take it, my Lord, that the subsidies are not regarded by 
the Commission as social security payments? 

A 2 



Printed image digitised by the University of Southampton Library Digitisation Unit 



50 ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



ii July, 1951] Sir Arthur Comyns Carr, K.C., Mr. Alan Peacock, D.S.C., M.C., 

Mrs. Guy Naylor and Miss Nancy Seear 



407. No, no, they are regarded as social security pay- 
ments, but it would be quite outside our Terms of Refer- 
ence to recommend a reduction of subsidies. As I under- 
stand both your scheme and Lady Rhys Williams’ scheme, 
you recommend an allowance of 12s. 6d., of which half-a- 
crown is intended to represent compensation for the 
reduction of subsidies; is that not right? — In that case 
it is, in fact, a money subsidy substituted for a reduction 
of prices as such ; there is no reduction in the subsidy to 
the consumer. 

408. Yes, but if you retained the subsidy you would 
only recommend a weekly allowance of ' 10s.? — That is 
correct. 

409. Therefore, I am (putting my questions on the 
basis of a weekly allowance of 10s. and, with that in 
mind, I want you to consider the last sentence in your 
paragraph II (a): — 

“ It is, however, still possible for us to pay benefits 
to single and married couples of pensionable age which 
compare favourably .with those in existence in the year 
1950, the year for which the calculation is made.” 

Am I right in thinking that married couples of pension- 
able age at the present time get 42s. a week? — In 1950, 
that is correct. 

410. Under your scheme, if I have followed it aright, 
they will get not 42s. but 40s.? — Well, they will get 
that as a retirement pension but they will also get their 
personal allowances as well, that is, under item 3. 

411. No, no ; they will get their personal allowances 
which amount to £l_and they will only get one retirement 
pension. Read your previous sentence. — I regret it is 
obscure to your Lordship. So far as we have calculated 
pensions in this respect, taking for the sake of argument a 
person over the age of 65, he will get his personal allow- 
ances of 12s. 6d., or as you say 10s., and in addition to his 
personal allowances he will receive the retirement pen- 
sion. The total money subsidy is therefore higher than 
the existing rate. 

412. I cannot make out how you arrive at that figure. 
Twice 10s. is £1, is it not?— Yes. When we say “It is» 
however, still possible for us ito pay benefits ”, we do not 
say to pay what we call here a retirement pension which 
is additional to the personsal allowances. 

413. No, they will get twice 10s., i.e., £1 and one retire- 
ment pension of 20s., making a total of 40s., because 
you have said in the previous sentence : — 

“ Provided that we do not implement the proposal in 
Section 80 of our report, viz. that wives of pensionable 
age should be paid the same pension as husbands of 
pensionable age.” — That is correct. 

■ 414. Therefore, as I understand it, the married couple 
would get one retirement pension plus two weekly allow- 
ances? — Two weekly allowances plus one retirement pen- 
sion. 

415. Yes, which is 40s. — I wish to point out, if I may, 
at this stage, although we have not had very much time 
in which to do these calculations, that it might be possible, 
in view of further information we have received, to adjust 
this figure, as we had hoped to do in the original report 
in 1948, back to retirement pensions for all persons both 
male and female. 

416. I can only deal with what is before me, of course. 
— Yes. I just wanted to make it clear that these figures 
are illustrative. It is true that if one regards the half-a- 
crown as a substitute fox the subsidies, this is a combined 
pension for a married pensioner of 40s., that is, one 
retirement pension of 20s. plus two weekly allowances 
of 10s. 

4-17. Therefore, on that basis there would be a loss of 
2s. a week to the married couple? — Yes. That is, of 
course, on the assumption that in this case, as at present, 
the married woman pensioner would not be entitled to a 
pension in her own right. » 

418. Supposing you were to fee], as you might well 
feel, that it would have a disincentive effect to give less 
and you increased that figure, for instance, by making 
the retirement pension in the case of a married couple 
22s. so that they should not get less than they are getting 
at present, that would cost, so I am told, another £10 



Continued | 

million. — That is a possibility. In order to compare : 
them, if it were to cost an extra £10 million, then on the 
basis of allowing for the fact that apparently we have 
over-estimated the amount of tax reserves which should 
be charged against income, we should be able to restore 
that 2s. . i; 

419. I am going through table 1 in a moment. I think 
you will find the saving on tax reserve is more than 
swallowed up by errors elsewhere. I am only just seeing 
where we are getting ; I am not saying it is fatal to the 
scheme, but I am trying to see if we can get to agreed 
figures. 

Regarding table 1, I do not think I have any comments ; 
to make on the Income side of it, but if you will turn to ■. 
the Expenditure side, I am told that, according to the - 
latest figures, you have under-estimated the population I 
by over half-a-miliion and that if you paid that half-a- , 
million 10s. a week it would cost another £16 million. ;; 
On the other hand, I am told that no deduction has been 
made for the fact that, as you have pointed out in note 4, 
you have allowed for pensions for people in institutions 
such as prisons and mental hospitals and I am told that 
if you omitted pensions ito them, as probably everybody 
would agree they were not payable, it would save, so to 
speak, £5 million. Therefore, there is an error of £11 
million on that item. I suppose the figure of over half-a- 
million is right and you cannot challenge that as a figure? 

— I take it that is the latest population estimate given in 
the recent report. 

420. The next figure which is challenged and this is a 1 
much more serious item from the balance sheet point of 
view is your figure of 4 million retirement pensions. lam 
told the proper figure is 4.8 million. You appear to have 
omitted women over sixty who have neither husbands nor 
pensions at the present time. I am told that the cost of 
providing £1 per week for those 800,000 people would 
be £42 million. I do not know if you have any comments 
to make on that? — I have no comments to make on that, 

1 adopted this figure, a figure which was given to me at 
the time by Mr. Oockfield. It was a misunderstanding, 

I feel I should have challenged that figure and I am en- 
tirely to blame for that. 

421. On the other hand, as you said just now, you have 
over-estimated the fax reserves and I did not quite know 
how it was made up. Mr. Oockfield tells me you have 
over-estimated, after making the additions referred to in * 
note 3, the contribution required .to Government Expendi- 
ture by a sum of £24 million. In other words, there is a 
saying there. I am told that ,the proper figure is £1,161 
million. Then I am told that the figure you gave me as 
the figure required .to cover life insurance relief, etc., 
should be £90 million and not £71 million and therefore 
there is £19 million wrong there. It rather looks as if 
the £71 million was put in not because of any calculation 
but as what accountants call a balancing item?— That is 
correct. 

422. Let us now see where we have got. I am going to 
assume, first of all, that we cannot give married people a 
retirement pension of less than ithe 42s. they have got 
now ; that would cost an extra £10 million. Your under- 
estimate of the population would cost a further £11 
million. Your under-estimate owing to the omission of 
women of the category I have described would oost £42 
million and the correction of item No. 6, “ Balance to 
cover life insurance relief, etc.” would involve £19 million, 
and all that makes a total of £82 million. On the other 
hand, there is a saving of £24 million on item 5, “ Contri- ■ 
button to Government Expenditure ” and I am told that 
the net under-estimate is £58 million, or rather the deficit 
on table 1. If you want to challenge that figure, please 
do so, or, >if you do not feel in a position to do so now 

it is, of course, always open to you to write to the Secre- 
tary later on.— There is only one point, my Lord, I under- 
stood the over-estimation of the Reserve was £34 million 
and not £24 million. I do not know if I am correct in 
saying that. 

423. Mr. Oockfield is going to be called after you have 
finished your evidence. I gathered that he had some 
difficulty in arriving at how the various items were made 
up He says that the correct aggregate figure is £1,137 
million. I will try to get from him how that is arrived 
at, so far as he can give it, when he is here.— I have here 
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full details of item 5 “ Contribution to Government Ex- 
penditure ”, which I got from Mr. Cockfield. Sir Arthur 
Comyns Carr : Could Mr. Peacock hand in that document 
because it will assist you when Mr. Cockfield is called if 
you have the details before you? ( Document handed in ; 
reproduced at page 59.) 

424. Thank you. The only other question I want to 
ask you on that pant of your supplementary memorandum 
is this. I have, so to speak, to make the balance sheet 
balance and if £58 million is the deficit which you require, 
on the basis of the gross income, and you talk in table 1 
of £8,150 million of earned income, the additional tax 
amounts to lid. in the £. That is not a very large addi- 
tion to the 5s. you recommend and, of course, it does not 
sound much when you put it in l£d.’s, but I am told, and 
I should like your help about it if this is not right, that 
even lid. in the £ makes a difference of £3 per year in 
the spending money of a single man enjoying an income 
of £350 per annum? — Mr. Peacock : Yes, on the assump- 
tion, for instance, that the employer’s contribution is not 
restored, which is an alternative. May I point out with 
regard to item 4 in table 1 that it is possible there might 
be a considerable saving in the allowances paid to depen- 
dants of H.M. Forces. 

425. I am coming to that in a moment and that was the 
next point I was going into with you. I gather you pro- 
pose, and prima facie it would seem right, that members 
of H.M. Forces and their dependants should receive the 
weekiy allowances. I suppose also in that event, and 
no doubt this has been taken into account, they would 
suffer deductions from their pay of 5s. in the £?— Yes. I 
understand that deductions for the existing allowances are 
included in our calculations of tax. 

426. I am told that if you omitted His Majesty’s Forces 
altogether, that is to say, if you did not charge them 5s. in 
the £ on their pay and did not pay them any allowances, 
the net result would be an increased deficit and not a 
reduced deficit.— Yes, I should expect that. 

427. You could hardly charge them the tax on their pay 
and not let them and their dependants receive the allow- 
ances, could you?— At the moment they are paying to- 
wards family allowances, children’s allowances, and, as far 
as I understand it, they are not receiving family allowances 
from the Ministry of National Insurance for their children. 

428. Would you regard it as an improvement to per- 
petuate that state of affairs?— No, sir. I am purely con- 
cerned in this case with the balance sheet. I agree it 
might not be desirable to perpetuate that state of affairs. 

429. 'Perhaps Sir Arthur would like to intervene at this 
point to say whether he would regard it as an improve- 
ment. Of course, it is impossible to segregate figures 
entirely, but the point I was putting was this ; it is not a 
matter of figures, it is a matter of principle ; whether it 
would be right to charge your 5s. in the £ on the pay of 
His Majesty’s Forces and not let them and their dependants 
receive the weekly benefits?— Sir Arthur Comyns Carr: I 
should say obviously not ; they should either be left out 
altogether or they should come in on both sides of the 
thing. 

430. I suppose the fewer people you treat differently 
from others the better? — Yes. 

431. And preferably one would include them? — Yes. 

432. I do not think that there are any other questions 
I want to ask which are purely on the figures. I do not 
know whether you would regard this as a question on 
the figures or as a question of principle, but you will re- 
member that in the course of his evidence Sir Arthur com- 
mented on paragraph 35 of the Board of Inland Revenue s 
Memorandum. His observation began with the words: 
“Well, well”, but I cannot find it for the moment. 
— I propose to revert .to that and add to it if I am per- 
mitted to do so. 

433. I do not know whether that particular point was 
discussed when you were discussing the matter with Mr. 
Cockfield?— Mr. Peacock : That particular point was not 
discussed. 

434. You appreciate that in paragraph 35 what they 
were dealing with was incentive and I think the point they 
were making was this, that whatever the position as regards 
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the National Insurance Contributions, the fact remained 
that six million people who at present pay nothing would 
under your scheme gat only 15s. in the £ for every £ 
they earned. That must be so, must it not ? — Sir Arthur 
Comyns Carr : That is so, my Lord. 

435. That is bound to have a disincentive effect, is it 
not? — There I respectfully disagree. They are only suffer- 
ing the tax in that form. They are, on the other hand, 
escaping the flat rate insurance tax and furthermore they 
are getting the allowances in direct payment which were 
formerly deducted from their taxable income which was, 
in turn, the reason why they did not pay any tax. As 
I have pointed out, we say that the low paid man is much 
worse off under that system. 

436. I think I am right in saying that a man with three 
children who gets £480 a year pays no tax at all at present, 
so he would be one of them because in round figures in 
future he would pay £120 in tax, under your system, that 
is to say at 5s. in the £? — Yes. 

437. He would draw five times 10s., i.e. £2 10s., so that 
he would be very slightly better off, but of course what 
he would notice first of all would be that his pay packet 
would contain less, would it not? — His Own pay packet, 
yes. If you take the case of a man with three children, 
his own pay packet, even if he took his own weekly benefit 
from the tax, would contain less. 

438. Very much less. — But his wife, he or his wife, 
would draw on behalf of herself and the children more 
than the difference. 



439 I imagine you would not suggest it would be desir- 
able that he should draw directly or indirectly his wife and 
children’s money? — No, not at all events directly. 

440. From the social point of view as distinct from the 
disincentive point of view, it must be a bad thing for the 
money not to go to the mother?— Yes. I was only includ- 
ing him in cases where there happened to be no mother. 

441. I think that is all I wanted to ask you purely on 
the figures, but, as Mr. Peacock has to go I will ask any 
of my colleagues who wish to ask him questions on the 
figures to do so now, before I return' to the charge against 
you. Sir Arthur? — Certainly, Sir. 

442 Mr. Hicks : Might I raise a question which is not 
very directly concerned with your supplementary memo- 
randum but goes back .to your original book ; but m the 
first .place I want to ask you how far these tables at the 
end of your original book showing the effect on people at 
particular income levels of the scheme as first calculated 
still stand in the fight of the alterations made in your sup- 
plementary memorandum? I take it that, on the whole, 
they do stand?— Mr. Peacock : They do stand. 

443 They are essentially not affected?— They are not 
affected provided you still have the tax rates of 5s. and 6s. 

444 Then I want to raise with you a question which I 
nut to Lady 'Rhys Williams and which I think really does 
apply to your figures. It is this. It does seem very 
extraordinary that there are so many pluses in the last 
column and so few minuses. One knows that the num- 
ber of people who get the big pluses, e.g., some of the 
people with the higher incomes, is quite small and that 
helps to explain it; nevertheless, I think one is right in 
saying there are not enough minuses to balance the pluses 
in that last column and something therefore needs to 
be explained because this is essentially a re-distributive 
scheme, apart from the savings in cost of administration 
of which I take it no great account has been taken, 
and therefore, on balance, somebody must lose for some- 
body else to gain. What is your view about the answer 
to that. We had some further remarks on that from 
Lady Rhys Williams in her second memorandum. I do 
not know whether you have seen that7 — I have not seen 
the latest paper from Lady Rhys Williams. My explana- 
tion is this. It is true that this may seem rather baffling. 
I have tried to get the figures, I tried to weight these 
various groups, but it is of course extremely difficult. I 
can only suggest the .point Mr. Hicks has .already men- 
tioned, namely, that there must be a large proportion of 
wage earners who are single men or women with in- 
comes up to £500 per annum and a large number of 
married couples without dependants in' the income 
groups, £300, £400-£500. That I should say is a quite reason- 
able explanation of this, that there is in fact a considerably 
greater proportion of wage earners in those particular 
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groups. I should have thought that was quite a reason- 
able explanation and that if one wanted to balance the 
“ better-offness ” or the increase in wealth, one might have 
to take into consideration the weightings in the various 
income groups. 

445. But you have not checked it up, because it is 
definitely included as part of your scheme that, so far 
as benefits are concerned — unemployment and health, and 
all the rest of it, no-one should be worse off than at 
present? — Yes. Of course, one must remember that, I 
think I am right in saying, even under the present system 
there is very little of what one might call vertical re- 
distribution from rich to poor and in this connection we 
have tried to make the re-distribution selective and we 
have selected particularly those persons with children. I 
have received from Miss Seear the figure that in 1947, 
56 per cent, of households had no dependent children. 
That would surely possibly explain the weightage for 
item (B), married couples without dependants. 

446. Mr. Kaldor: I happen to have some figures here 
which, purport to show that out of a total number of 
persons of 50 million there were roughly 20 million tax- 
payers and if you take the category of under £250 a year, 
then out of a total number of persons of 16.7 million 
there were 8.7 million taxpayers and if you take the 
category under £135, then out of a total number of 3.8 
million there were 2.8 million taxpayers, so that there 
is some difference in the proportion. I think those figures 
bear out what you have said, that the number of single 
persons or persons without families is larger in the low 
income categories, but I do not see that the propor- 
lions' are so different as to be capable of explaining 
Mr. Hicks point. I think what one ought to do is to 
try to multiply these figures to see what happens?— That 
is the only explanation I can offer. 

447. Then there is just one small matter, which the 

Chairman has already raised : you would agree would 
yon not that the employer's contributions to socfaUnsur- 
ance schemes is in every way similar to a tax on com- 
modities in its economic effects; it enters into the prime 
cost of production of industry?— I should say yes P cer- 
tf“ conditi °" s ' M one is concerned with 

tax incidence, under present conditions X should regard 
it as a tax on consumption. 

wh„ 4 l 8 .' ! a ° Bl “ ""oris, it is a tax which tends on the 

St totaart'rt on ,'° to® consumer, like the 
tax on tobacco? — Yes, I would agree with you. 

tn W Carman : Now, Sir Arthur, I am going to return 
tii •f iarge on Sfneral questions, first of all.— I do not 
know if you would allow me first of all to elaborate 

AYE’S? regarding the ^Sive 

r . E - and also to correct one or two errors 

y °- — d 

3' tU foffif " SOm = 08 ‘"e S whlh Von have' 

back tax which yfu hav^aciuSfpaid y ° U se ‘ 

s-AsHSa?*® « £« 



March is the one in which this occurs most frequently, 
although I understand it can be done at any time. That 
has a disincentive effect, I think, and one which would 
be removed by the change of system we propose. 

Another point I wanted to make, and it is really a 
question you have already asked me about, occurs at 
Question 379 in my comments on paragraph 35 of the 
Inland Revenue memorandum. I wanted .to strengthen 
that point by drawing attention to the fact that 
the Inland Revenue have omitted unemployment and 
national health insurance contributions and also the allow- 
ances which we propose which in effect take the place of 
those very personal allowances and reliefs which under 
the present system enable .the people mentioned in para- 
graph 35 not to pay any income tax ; hence, in our view, 
the comparison is doubly mistaken on that ground. 

The only other matter is the question of these tax 
reserves, which appears at Question 384. I expressed 
the view that you could not regard it in watertight com- 
partments, but you must regard it as a river continually 
flowing. To some extent, I still think that is correct 
but at would be more correct to put it in this way. The 
criticism of the Inland Revenue is true as long as wfhat 
I may call the national paper income keeps on rising 
i.e., as long as we have inflation. That rise is partly due 
to inflation and partly to increased produotion and as 
long a-s we have both those factors that criticism is true 
if’ that y° u will always be a couple of years behind 
as to the particular part of the tax which comes from 
business sources and that will mean you will always be 
short: bu-t if you were in a period when the national 
paper income was stationary then there would be no 
difference, it would be all square in ©very year. If, on 

S e f t ^ii iand ’ ym i ^ ero Ir ? a P eriod when ' bhc national 
paper income was falling, that is to say, if we ever got 
to the stage when inflation turned into over-production. 
2v then operate m favour of our calculation; the 
tax in that particular year would produce more than we 
have shown instead of less. n c 

453. But surely, if you are trying to get an accurate 
comparison, you should try and get at whit figures^vould 

iftawt, Jr? ° f 5' b “ lanc ® sh ' el thAame year. 
:! “ S' to® 1 ’* would operate the other way as well; but 

rarison Vh°r' d b ° ““““ry to get a fair com- 

parison. Yes. All I am .pointing out is that the wav it 
works depends entirely upon the ratio between the national 
J'KXMne of ithe year in question and the national 
paper income of two years previously. If it is higher in 
bby r e ” ,n ,S Ucstim ,h “' is reserve ; If" S 

I ^he reverse JS the effect and our scheme would 
produce a higher balance of tax in that year. If it is 
stationary, then it does not matter. 

? ^ re . ; those all the corrections you want to make 
in your evidence? -Those are the only ones 

f 5 /' v S T thl r reba,tes are concerned, I have not got 

file facts which I should like to have ; some of my col- 
leagues may have them and so I shall leave them to 
deai with that m due course, but for the moment I would 

QMstipn Sk 375 M of%^ St ‘°"v' 5n y °5 r op = nin « *“Mnenf at 
question 5 75 of your earlier evidence. It is quite true 

T in ,he "cent 

or uaay Rhys Williams scheme do you contemrilate 

ssss 

TESTES i* toe izz: 
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instance of something which would go “ 
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toe present cost of distribution of benefiK. P ’ 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MINUTES OF EVIDENCE 



53 



18 July, 1951] 



Sir Arthur G-mans Carr, K.C, Mr. Alan Pbacock, D.S.C., MIC., 
Mrs - Guy Naylor and Miss Nancy Sbear 



[Continued 



457. While we -are on that subject, we know that the 
Board of Inland Revenue estimate that there mav be a 
saving of 10,000-15,000 in the stall of the Board of inland 
Revenue which is, roughly, one-third to one-fourth of the 
staff which is employed purely on income ta* work in 
the Board. — I did not know that. 

458. I will got the exact figures when Mr. Cockfield is 
m the box. On the other hand, there is bound to be is 
there not, a very substantial increase in the number’ of 
persons employed in the Ministry of National Insurance? 
-Oh no, a very substantial decrease, an enormous 
decrease. 



your scheme completely abolished the means test and if 
you say it does I should like to know how it does it? — As 
far as pensions are concerned, it does it completely. Re- 
garding other benefits we have not dealt with the question 
whether they ought to be increased all round to meet the 
cost of living changes : with the present movement in the 
cost of living a very large part of the administration is 
being thrown upon the National Assistance Board and we 
have not made any proposals which would alter that. I 
observed that Lady Rhys Williams in her revised scheme 
went into it but we did not think it part of our particular 
business to go into that. 



459. I am bound to put that to you because my instruc- 

![° n t^ re \ lf . 30 ■? u r t following your phrase, that 

the Ministry of National Insurance visualise that, to carry 
out your scheme, would involve an increase in their staff 
larger than the saving to the Board of Inland Revenue. 

I am quite sure that must be based upon a misappre- 
hension of what they would have to do under our scheme. 

460. Of course, they would have to issue all the books 
of coupons because, even if they are going to be collected 
through the employers, there must be a record. They 
would have to issue 50.5 million books of coupons to 
enable the 50.5 million inhabitants of this country to 
collect their benefits.— I have had the advantage of seeing 
Lady Rhys Williams’ second memorandum and, without 
commenting upon her various modified schemes, I would 
like 'to say I emphatically agree, with the main pant at 
least, of her proposals for the administration of the system 
and particularly with the suggestion that these books of 
coupons should be issued by the Ministry of Food at the 
same time as the ration books, with the ration books: 
this would mean no or very little addition to their work 
and would enable you to do without the Ministry of 
National Insurance altogether. 



461. That I will put to the Ministry representatives 
when we hear 'them. I only put to you such information 
as I have. Of course, it will be bound to mean, even 
m the Board oi Inland Revenue, that they will have to 
secure a number of income tax returns vastly in excess 
of anything .they have to deal with at present— Income 
Tax returns? 



462. Yes, because every penny of income 'anyone in 
this country makes will be taxable under your scheme, 
nobody will get off. — But all by deduction. 

463. So that, .Savings Bank account interest, instead of 
being paid as it is at the present time, would have to be 
paid by a deduction. There will be no £130 limit at all, 
of course. It is true it can all be done by deduction, but 
returns will be necessary, surely, in order to see whether 
the income gets over the £600 limit and attracts the extra 
t ax ?~In so far as it was earnings, it would be deductible 
and it would simply be deducted by ithe employers. No 
doubt they would have to devise some means of checking 
up on the question whether unearned income was going 
to .put people near the £600 limit, but that would be all 
they would have to do and I think in itheir own memo- 
randum they suggest that could be done by a series of 
test checks and not by calling for returns from everybody. 

464. I have no doubt it could be done in that way, but 
a very much larger number of test checks would be neces- 
sary than when the crucial limit is, as it is at present, 
£2,000 and not £600. — But at the present time they have 
to get information from every single person in order to 
make up his code number and also, I think I am right in 
saying although I have no experience of it, they have 
to get a return in order to decide whether he comes 
within the full rate or one of the reduced rates. 

465. They can probably tell that fairly well and it would 
only be a question of test checks if they got near the 
borderline, I suppose? — Possibly that is how they would 
do it, but they would get rid of an enormous number of 
returns. 



466. The next question I wanted to ask you was this. 
You say that one of the merits of your scheme is that you 
get rid of the means test. I am not clear how it happens 
because even under your scheme may there not still be 
claims which will have to be and should be considered 
for extra help, in cases, for instance, of higher rents than 
the average rent and so on? I should not have thought 
• 13944 



467. When you said in your evidence that you got rid 
of the means test, having previously said that your scheme 
enables the pensioner to work without having to bring what 
he earned into his pension, I thought you were dealing 
with two different things, but apparently now you are 
really dealing only with one and the same thing, namely, 
that the pensioner should not have to account, so to 
speak, for anything he earned in order to draw his pen- 
sion. Is that the whole point? — Yes, I think that is the 
main point. I do not think there is any other point at 
which the means test applies at present, is there? 

468. Not as regards pensioners. — Of course, if one 
could get rid of the necessity for the National Assistance 
Board and deal with a large proportion of the cases — 
health insurance claims and so on — by supplementary 
benefit, so much the better, but we have not gone into 
that aspect of it. 

469. I want now to refer to your statement at Question 
377 of your earlier evidence. You are pointing out that 
getting rid of the income tax allowance by way of per- 
sonal allowance removes the necessity of giving to the low 
paid wage earner special consideration as distinct from his 
fellows. May it not have been an act of deliberate policy 
to give larger benefits to those in receipt of higher incomes 
who, as a rule, keep their children longer at school and 
often pay for the education of -their own children at public 
or grammar schools? Might that not have been one of 
the reasons for giving them a larger income tax allowance 
which benefits them rather than the low paid worker, while 
giving the family allowance to everybody including the low 
paid worker? It is not for us to decide whether it is 
right or wrong, but it seemed to me that it might have 
been a deliberate act of policy? — I would not like to 
express an opinion about that. We do feel that the present 
allowances in the case of the low paid worker are entirely 
inadequate and that what we have said here as to the 
effect of that on wage claims is absolutely correct. With 
regard to the other point, we have retained that larger 
allowance to the class to which you have referred to the 
extent of an allowance of some £75 in respect of each 
child from the supplementary tax, i.e. the tax over £600. 
As I pointed out when I was here last, we do not mind 
whether it is done in that way or whether it is done in the 
way suggested by Lady Rhys Williams or by the Royal 
Commission on population, which we rather thought was 
outside our ambit, by having a higher child allowance for 
those who pay more income tax. In one way or another 
we have retained that. 

470. The next question I want to put to you arises from 
a memorandum we have received from the Inland 
Revenue Staff Federation. They have been considering 
your scheme and they feel that it lacks elasticity, that is to 
say it gives the Chancellor of the Exchequer when he is 
considering his Budget less means of redressing inequalities 
I will read to you what they say and I should like to have 
your comment on it. 

“Although in theory benefits could be manipulated 
like tax allowances, it would not be very long before 
any reduction in them would arouse the same kind of 
emotional feeling as those which would be engendered 
today by a proposal to decrease unemployment pay or to 
reduce old age pensions. People would acquire a vested 
interest in their social security. This means that the 
only way of altering the tax burden would be by alter- 
ing the standard rate. Under the present system, an 
alteration in the standard rate is only one of a large 
series of devices or combinations of devices open to a 
Chancellor of the Exchequer. He can so manipulate the 
allowances as to modify or increase the tax burden- upon 
particular economic and social groups. He can cushion 
A 4 
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in particular cases the effect of what would otherwise be 
a general decrease. Under the Liberal scheme, much 
more personal income would be taxed than at present so 
that an alteration in the standard rate of even one penny 
would have important consequences ” 

I did give you the illustration of what l^d. would do, 

“ and there would be no machinery for adjusting the 
shoe where it pinched in any particular case ”. 

I would like to hear what you have to say about that 
criticism of the scheme ; I am not saying whether it is 
right or wrong. — It is true that we desire to avoid com- 
plications as far as possible and therefore our scheme 
would discourage manipulation by the introduction of 
fresh complications which is what really happens year by 
year in the Budgets of today, but you can under our scheme 
make alterations both in the rate of tax and in the rate of 
personal cash allowances. One advantage of that is this 
possibility. If a period of depression were to come upon us, 
one of the most effective methods of dealing with it would 
be by a temporary manipulation of the cash allowances 
because I think it seems to be more or less generally agreed 
now by economists that the way or one way to avoid 
depression is to put more spending power in time of 
depression into the pockets of the public and less in time 
of boom and this is the easiest possible way of doing that. 

471. You have found a subject upon which economists 
are unanimous, have you? — No, I said “ almost ", At the 
end of our supplementary memorandum, Mr. Peacock has 
pointed out that even a small alteration in the standard 
rate of tax would affect the incomes of millions of tax- 
payers. 

472. That is exactly what the Inland Revenue people 
would say. — We think that is a good thing. Apparently 
they think it is a bad thing. 

473. At any rate, you really agree with their criticism, 
that it does reduce the possibility of doing that, your 
scheme is less elastic and it does deprive the Chancellor 
of the Exchequer of some means which he at present has 
of rectifying particular conditions if socially he thinks 
it desirable to do so, because there are no allowances, so to 
speak, for him to juggle with? — We agree it has that 
effect, but we do not regard that as a criticism. 

474. There is one thing which is probably in your 
scheme but when I was re-reading it last night I could 
not find it, i.e. how you deal with the question of adult 
dependants. At the present time, as you know, income 
tax allowances are not confined to wives and children but 
apply to adult dependants, too. — Everybody gets the 10s. 
and it applies equally to the adult dependant. 

475. But the adult dependant will get it whereas the 
person who is keeping the adult dependant will not. — 
But it goes into the family just as the children’s allowance 
does. 

476. But whereas at the present moment the keeper 
of the adult dependant gets the allowance, you have trans- 
ferred it, whether you increase it or reduce it, from the 
keeper of the adult dependant, so to speak, to the depen- 
dant himself. Is that the answer? — It makes the adult 
dependant so much the less dependent and if he or she 
does not hand it over the keeping will stop. 

477. That covers, I think, the rather desultory points 
that occurred to me on re-reading your evidence. I will 
now ask Mr. Crick, who has some questions to ask you 
particularly directed to the National Insurance Fund, to 
commence the questioning by the other members of the 
Commission. 

478. Mr. Crick: I wanted to explore your collective 
mind, if I might, on matters that fall within Section III 
of your supplementary memorandum, “ The Abolition of 
the Contributory System ”. It appears to me that in this 
supplementary paper that set of recommendations has 
become an integral part of your whole plan. That is so, 
is it?— I think so. I am afraid I have not given close 
study to that part of the supplementary paper myself, it 
was written by Mr. Peacock ; but I will do my best to 
answer your questions. 

479. If you would, I would be very grateful. One of 
your reasons for proposing the abolition of the contribu- 
tory system is that you feel, as you said towards the end 
of your statement at Question 375, that the insurance 
system is misleading and that in the past at least entirely 
excessive and unnecessary reserves have been built up 



because the system is based upon an assumption, which on 
the pre-war facts could be well justified no doubt but 
has turned out to be quite unjustified on the post-war 
facts, i.e. 8-J per cent, unemployment ; it has not happened. 
Does that imply that you feel that unemployment is never 
again going to be very much higher than it has been in 
the past five years?— I would not like to make any 
prophecies about that. We hear a great deal about ** Full 
Employment ” policies having something to do with pre- 
serving that and I think they may. I would not like to 
put it higher than that. 

480. Then you would also agree that a very large part 
of the reserve fund has been built up in anticipation of 
very heavy pending pension liabilities which are subject 
to actuarial estimate, quite apart from unemployment?— 
Yes. I observe that some of it is now being paid out 
under that head or about to be paid out under that head. 

481. Do you see no advantage whatsoever in trying, 
if I may put it so, to equalise the financial burden both 
in respect of foreseeable pension liabilities and in respect 
of conjectural unemployment liabilities over a long term 
of years?— When it is really all part of the national taxa- 
tion system, I doubt it very much. At all events, there 
is this large reserve that has been built up and we do 
not propose to touch it. 

482. I am coming to that. I suggest that you are 
making some very definite proposals about touching it, 
but my point at the moment is that you see no advantage 
in trying to equalise the financial burden over a long term 
of years and, therefore, you are perfectly willing to put 
all those demands straight upon tnc Budget from yeur to 
year?— Subject to the fact that there is already a large 
reserve fund which in effect is treated as part of the 
Budget, I would say “ yes ” to that question. 

483. Would you not feel that, if you got into a time of 
depression or financial stringency, there was a greater 
risk of a cut in benefits if those benefits were chargeable 
directly upon the Budget than if those benefits were paid 
in part out of a fund accumulated in past years?— Yes, I 
think there is some substance in that and we have no 
objection to the retention, as I see Lady Rhys Williams 
now proposes in her revised scheme, of some contribution 
in years of prosperity, but we think the reserve fund has 
been built up to an excessive amount and furthermore 
that, unlike other insurance surpluses, the beneficiaries have 
no direct claim to any specific benefit from it. In the 
old Health Insurance Service there was a definite system 
of valuation by which the members of the .Societies which 
had built up surpluses got the benefit of them. That has 
gone altogether now. If anybody gets the benefit of them 
it is purely by Ministerial decision and not as of right. 

484. May I take you to a slightly different hut related 
point. I gather from what appears in the concluding 
paragraphs of Section III of your supplementary docu- 
ment, you have no qualms at all about abandoning the 
flexibility provisions with regard to contributions under 
the National Insurance Act, 1946. I wanted to ask you 
■whether your position there rests upon your view that 
that particular flexibility has no value from the point of 
view of stabilisation, or that there are other means which 
are much more effective and much more stable under your 
scheme? —Once you tell the man the truth, namely, that 
what he is paying by way of contribution is only part of 
what he is really paying for the social security system and 
you earmark a portion of his taxation as representing the 
whole of what he is paying to the social security system, 
then you have got your flexibility in the tax and you do 
not need special contribution flexibility provisions. 

485. You would prefer to rely purely upon flexibility in 
the tax rates?— Yes, as long as you tell him the truth as 
to where his tax is going, which it is easy to do under 
our scheme. It is not easy at all and in fact it is mis- 
leading under the existing scheme. 

486. Now that brings me up against a practical prob- 
lem which arises from constitutional procedure in which 
you are very much more expert than I am and you can 
guide me on this. Is it not true to say that the flexibility 
provided for under the National Insurance Act, 1946, is 
very much more readily availed of than any possibilities 
of flexibility in the tax system— of variations, that is to 
say, in the rates of annual tax?— I should not have thought 
so. It seems to me that we have had Chancellors recently 
who have had the courage to say that they are deliberately 
budgeting for a surplus for anti-inflationary reasons. 1 
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think that is the proper course at the proper time, and 
they would no doubt say at some other time when a period 
of depression came upon us that they were deliberately 
budgeting for a deficit in order to combat the depression 
which may also be a sound view. It seems to me to be 
just as flexible, but the point is you have your flexibility 
in an element in which ability to pay is the predominating 
point instead of having it now under the National 
Insurance Act, 1946, in a poll tax where you have to 
impose the same flat rate on everybody though you may 
vary the flat rate I think for the lower paid worker. If 
it were really done, if the rate of contribution were really 
raised under this section, which I do not gather it has been 
yet, it would press very heavily, being a poll tax, on the 
lower paid worker. 

487. That I appreciate, but on the mere matter of 
mechanics, the examples you gave about certain rates of 
tax at such a point as will yield a disinflationary surplus, 
that kind of example occurs once per annum in the 
ordinary course at a regular time of the year, whereas the 
national rates of contributions can be changed at any 
■time of the year. — Have they been? 

488. They have not, but the flexibility is greater, I sug- 
gest, than in the long drawn out and cumbersome pro- 
cedure of altering annual rates of tax.— There could 
always be a supplementary budget, when indications of 
any immediate emergency arise, but apart from that I 
think it has not been used, whereas the fact that it has 
been used in the building up of an anti-inflationary surplus, 
points to the fact that it is already, even with the present 
complications of income tax, easier to do it that way 
than by raising the contributions. 

489. Would you not feel it is obstructive to the normal 
processes of working and business life to have frequent 
fluctuations in tax rates? — If we got one downwards, I do 
not think we should worry. 

490. You do want to know where you stand for a 
length of time. — Unfortunately it does not happen. I 
think one must expect fluctuations yearly. 

491. May I come back to this very vexed question of 
the National Insurance Reserve Fund. Despite what you 
said a few minutes ago it is very clearly stated in this 
paper that you envisage the application of those funds to 
the cancellation of Government debt. In fact it is put so 
blandly . . . . — In the original? 

492. No, in your supplementary memorandum towards 
■the end of Section III. It is put so blandly that it almost 
had a faint tinge of immorality about it when I read it 
last night. You say that you take account of a saving 
of £33 millions per annum of national debt interest in 
your calculations and then in Section III you state quite 
explicitly all that happens is the Government cancels the 
debt held against itself. You appreciate these reserves 
are not the property of the Government? — I find it very 
difficult to see any .practical content in that statement 
under present conditions. Under the old Insurance Act 
that was really true. They were really the property of 
the Approved Societies and the Approved Societies could 
apply their surplus to the benefit of their particular mem- 
bers. Under the present insurance system it is the 
Government. 

493. You would agree that those reserves have been 
built up in .part, as indeed you show in the table in 
Section III (b), by the contributions of employers and 
employed? — Yes. 

494. Then you would agree also in some sense at least 
that the assets are the property of the ultimate beneficiaries 
under the Insurance system including the future 
pensioners? — Those contributions today are merely a kind 
of tax and the distribution of the reserves is entirely at 
the discretion of the Government. I noticed in the paper, 
since I was here before, it is proposed to make certain 
increases and it is said that is rendered possible by drawing 
upon these reserves, but really to my mind the whole thing 
has ceased to be separate from the Government and is 
just part of Government today. 

495. You agree legislation would be required to carry 
out this application of the fund to the reduction of debt? 
— I have not looked into that ; you may be right, I dare 
say. Personally as I said I rather wish these questions 
could have been put to Mr. Peacock, it is his memo- 
randum, I am not sure that I personally would like, to 



commit myself to what he said there that the reserve 
fund should be got rid of. I do not know. It is no part 
of the essence of our scheme. It might be wise to reduce 
the national debt to that extent, I am not sure. 

496. Now I asked Lady Rhys Williams some questions 
which led me to believe, and I think the evidence confirms 
my impression, that she would envisage what one might 
call a dual budget, that is to say, she would have a separate 
social budget covering the expenditure on nearly all the 
social services and that would be financed out of her flat 
rate tax and the rate of that tax would be fixed by 
reference to the expenditure on that social budget alone. 
Now am I right in inferring that there is no such sug- 
gestion in the Liberal Party Scheme, that you do not 
advocate a separate social budget? — We have not gone 
into that. I do certainly advocate personally bringing 
together all, what I may call social security expenditure 
and making it quite plain on any document which is 
presented by way of demand or receipt or explanation 
of any kind to the payer just how much of what he is 
paying is going towards the social security. I do not quite 
see why that should involve a separate budget and our 
figures of course, the particular social security items which 
we are dealing with, do not exhaust the proceeds of the 
income tax. There remains the contribution towards 
general expenses. It is quite true there are a number 
of other items which are really social security expenditure 
which we have not brought in : it may be if you brought 
those in, education for instance as I see Lady Rhys 
Williams does, and housing subsidies for which certainly 
there would be a strong case, it might be it would exhaust 
them all. I have not gone into that. 

497. You might like to consider that at some future 
time. There is one question I should like to ask arising 
out of some very interesting remarks you made last time 
on the incentive and disincentive effects of tax. You will 
remember the passage very well? — Yes. 

498. I think I aim right in saying the whole of the 
discussion on that matter related to what one might call 
the wage earner, or at any rate, people in the lower 
income groups?— I (think I made it dear some of my 
remarks applied, mutatis mutandis, to those in the higher 
income 'groups. 

499. Did you? — I certainly intended them to. In detail 
I was dealing: with those in the lower groups. 

500. Wihat I wanted to ask you was this: does your 
scheme do anything to weaken disincentives at the higher 
income levels, particularly in what we call the surtax 
levels? — We treated surtax as outside our terms of refer- 
ence >and did not go into it at all, therefore the answer 
is in the main, no, except in so far as the income tax, 
and what we have called 'the supplementary income tax, 
applied to those people as well as to others. Of course 
as a matter of administration it would be very desirable 
to link up that supplementary tax with the present surtax 
so 'that you do not have three systems but only two, but 
there again that is a matter of administrative detail which 
we did not go into. 

501. You would not claim any virtue in your scheme 
by reason of disincentives at the higher income level? — 
I do not think so, not seriously. 

502. There is one very small matter finally which I 
wanted to follow up arising out of some answers you 
gave to the Chairman a few minutes ago when the dis- 
cussion was turning on (the cost of collection under your 
proposed scheme. — Yes. 

503. As I understood it you made the statement that 
the problem of getting down to the lower incomes which 
at present do not attract the attention of the tax collector 
at all would be met mainly by deduction?— Yes. 

504. That of course one can see in connection with 
employed persons, but it does not meet the case, does it, 
of the very large number of self-employed 'and people 
of independent means with very small incomes. For 
example, the enormous number of small traders who at 
present the Inland Revenue will ignore but who under 
your scheme will come under the hurdle for the purpose 
of collection?— That is true. When you say independent 
means, yes, that would be done by deduction as now. 
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505. So fax as investment income is concerned? — All 
investment income ; 'but there would be a certain amount 
of assessment of small people who are self-employed and 
who now escape. Presumably the Inland Revenue today 
has ito make a check from time to time to see whether 
they are coming over the limit or not. I do not quite 
know how they do that but that is relatively a minor 
matter. I see Lady Rhys Williams made a suggestion 
they should take a spot figure and see whether the tax- 
payer objected to it, which is a practice not uncommon 
at the present time. 

506. That kind of procedure is a very expensive way of 
collecting a very small total tax, is it not? — Yes. It 
would be a matter of administrative consideration how 
far it is worth doing. 

507. You would not suggest, would you, a definite 
exemption limit within your scheme? — I would not have 
any objection to it in those cases. It is purely a question 
of how far administratively the game is worth the candle. 

508. Mr. Woodcock : Only one or two questions. You 
were going over your previous evidence and coming on 
to this question of the absenteeism which you said 
occurred in March. — Yes. 

509. Was that merely an assertion, or have you evidence 
of if? — It was on information received, but I do not think 
I must disclose the source of my information. 

510. If I said we have information that points in the 
other direction, in fact there is no more absenteeism in 
that period than at any other time, or in so far as there 
is absenteeism in that time it is by people who have no 
repayments ito come, what would you say to that? — I can 
only put it against the information I have received. I 
cannot give any direct evidence one way or the other 
about it. 

511. You then went over the statement you made on 
the last occasion where you said the Inland Revenue had 
been unfair in commenting on your figures in saying you 
would not take into account tax collected after the year 
in which it was due? — Yes. 

512. I understood you to say whilst there may be some- 
thing in that, that criticism is valid only in so far as we 
are in a period of inflation and if, as it were, prices were 
stable there would be nothing in it and that if there were 
a period of deflation there would be a net gain? — Yes. 

513. But surely the Inland Revenue were taking your 
figures? — Yes. 

514. You took the figures for that year. — I- agree they 
are right for that year, although I was partially right 
in what I said that it would catch itself up because by 
taking .the year 1950 the deficit is enormously less, it is 
only £74 millions instead of £214 millions, but that is 
purely because it so happens that the increase in the 
national paper income as between 1950 and 1948 was not 
so great as it was between 1948 and 1946. 

515. That may affect the figures you were putting, but 
surely you put forward figures to show what you would 
be required to spend in a year and what you can receive 
by way of income in that year? — And in so far as we 
chose the year 1948 the criticism was perfectly sound and 
applicable to 1948. 

516. That must be so in regard to every year? — In some 
years it would work the other way, that is the point. It 
happens that 1948 was a year in which it worked that way 
and worked very largely that way. 1950 was a year in 
which it worked -that way but not nearly so much. We 
may come to a year when it works the other way. 

517. We are at loggerheads somewhere. You give a 
set of figures for .the year. Why does deflation, inflation 
or stability come into the consideration of the income of 
a year and the liability of a year? — It does not come into 
the income or the liability of that particular year, but that 
particular year was only chosen as an illustration because 
you must itake some year to get aotual figures as an 
illustration of the operation of the .thing over a period of 
years, and I say that the criticism is perfectly well founded 
as applied to that year ; but if you look at it over a period 
of years there is not likely to be very much in it which 
is evidenced by now taking the year 1950 since we have 
got past the year 1950. 



518. Yes. Now regarding another aspect of flexibility, 
the aspect raised by the Inland Revenue Staff Federation 
in their memorandum. As I understand your scheme up 
to a certain income limit you will have one rate of tax in 
place of the .present position where you have no tax, tax at 
3s. 0d., .tax at 5s. 6d. and possibly even tax at 9s. 6d. 
though it may not go as high as that : so there is bound to 
be less flexibility in your scheme from .that point of view 
where you have one flat rate?— You may say .that involves 
less flexibility, but it is merely because what enables us to 
do away with those changes in rate is that we pay the 
allowances direct instead of taking .them from the tax 
assessments. 

519. I am speaking of the rate of tax, we will come to 
allowances later. — It is because of that that we have a 
flat rate of tax, whereas when you do it the other way you 
cannot have a flat rate of tax. It would be unfair. 

520. 1 understand that. On the other side the allowances 
are the same for everyone in the country except that you 
have special allowances for old people, sick and unem- 
ployed? — Yes, supplementary. 

521. If at some time the Chancellor of the Exchequer 
wished to make some adjustments he is in this position, 
he cannot make an adjustment in the allowance for people 
who are poor without making the same adjustments for 
people who are rich? — Yes, that is perfectly true but 
then our scheme produces such immensely more advan- 
tageous results for people who are poor than any scheme 
adopted that they would not have a grievance about it. 

522. I wanted your agreement that that is what happens. 
— And it is possible to adjust the supplementary rate with- 
out adjusting the minimum rate. 

523. Yes. But as the Chairman said if we have criticisms 
do not think we are partisan. — Quite. I am not speaking 
in any hostile sense, but it is not quite correct to say you 
must adjust in that way. You can adjust the supplement- 
ary rate and also as I pointed out last time I think, we 
have perhaps made an excessive concession to the unearned 
income people in taking the rate of 6s. and 5s. I think 
that is exemplified if you look at our table in schedule II 
which produces in the last column rather more increases, 
except at the lowest incomes, in the unearned income payer 
than in the earned income payer. In so far as it may be 
necessary to raise extra money to balance our scheme that 
is certainly one of the ways in which I would do it, and I 
am not certain whether on reflection I would not do that 
anyway. 

524. When you say supplementary rate, do you mean 
rate of tax or rate of allowance? — Well, both, but chiefly 
the rate of tax. 

525. The other would be- through public assistance? — I 
beg your pardon. I did not understand. I thought you 
meant the allowances for children in the supplementary 
tax: no, I -think you can vary both the standard ra-te of 
tax and the standard rate of allowances in either direction 
as circumstances warrant. 

526. -But it is not as easy to do, it is not as easy for a 
Chancellor to reduce a rate which is applicable to every- 
body in the country whatever their circumstances, either 
to increase or decrease that rate, as it is when you have 
people separated out. — That is a matter of opinion. It 
may be easier, but on the other hand it is more compli- 
cated. 

527. The same with the tax up to the limit of 5s. ; the 
Chancellor in considering whether to raise ithe rate which 
you put at 5s. to 6s. or 5s. 6d. or any sum, has to con- 
sider the effect not only on the man with £600 but on the 
man with £100 or even £10 under your scheme? — -Yes, that 
is perfectly true. I think on the whole that is an advant- 
age, but it is true all the same. He can vary the relation 
between the tax and the allowance and of course that in 
itself has the effect of assisting the people at the lower 
end or can be made to if he so wishes. 

528. Sir Harry Gill : The present rate of income tax that 
you suggest in your scheme is based on present day cost- 
ings of the social services? — Well, of 1950 yes, that is to 
say it does not take into account the recent changes in this 
year’s budget or the still further proposed changes in the 
social service rate's. 

529. In regard to the balance that is in the fund at the 
moment, I think in answer to Mr. Crick or in your docu- 
ment you said you feel those balances should be taken over 
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by the Government? — I really do not think there is a 
terrible deal of distinction in it myself today. There was 
in the days of the Approved Societies but to day there is so 
little between the insurance fund and the Government I 
do not think it much matters. I am not however com- 
mitted myself to the proposition that they should sell out 
or cancel the balance in that particular fund. There may 
be an advantage in keeping a reserve fund. 

530. In the event of there being a great change in the 
unemployment figures in the future, that would call for a 
greater expenditure from the Exchequer? — Yes. 

531. How under your scheme would that be met? — 
It will have to be met out of the budget. It would prob- 
ably be accompanied by less expenditure in other directions 
but it would have to come one way or another out of the 
budget just as it does now when any reserve fund which 
is retained is exhausted. 

532. Having started off with a scheme that nearly 
approximates to balancing, is it your intention that any- 
thing that comes along to alter those figures either in an 
upward or a downward direction should be met from the 
Exchequer ; that your 5s. rate is a fixed rate for all .time 
irrespective of how increases in benefits might take place?— 
No, the 5s. rate includes something more than cost of social 
security benefits. It includes a contribution shown in the 
tables to the general expenses of Government and there- 
fore it might have to go up if the general expenses of 
Government increase or go down if the general expenses 
of Government were reduced. 

533. iBut if the increased cost was brought about by 
unemployment, do you think it would be fair for it to go 
up if you had taken the balance which at present exists in 
this insurance fund? — As I say I am not personally com- 
mitted to the view that you should take the balance which 
at present exists in this insurance fund. I think that 
should remain. Whether it is worth while, I am not quite 
sure, I rather wish somebody had put this question to Mr. 
Peacock because I do not understand why he put that 
paragraph in. He may merely have meant there is no 
particular point in keeping that fund in the form of Gov- 
ernment securities when they simply pay the interest out 
of one pocket into the other, but I think there is some- 
thing .to be said for keeping a reserve fund in whatever 
form it is. 

534. We might hear something more from you on that 
particular matter because it is part of your scheme as I 
understand it.— I do not think it is part of our scheme to 
abolish that reserve fund at all. 

535. There is just one other point concerning the ques- 
tion of absenteeism and Income Tax rebates under 
P.A.Y.E. In reply to a question by Mr. Woodcock in 
regard to absenteeism in the month of March, Sir Arthur 
replied that was the fact according to his information. 
What I wanted to ask him was whether he knows there 
are figures issued as to absenteeism covering every month 
of the year in the mining industry? — Yes, I have at some 
past time seen some figures I think. 

536. I was going to ask him if he would refer to those 
figures because according to my information the month of 
March is a much better month from the standpoint of 
absenteeism than either January or February and many 
other months? — I will accept that from you. Then I was 
misinformed at all events to the extent of March. 

537. Chairman: September is bad in the Yorkshire 
coalfields for quite a different reason. 

538. Sir Harry Gill; Therefore as it affects the rebate 
question. . .? — It was wrong to pick out March as a 
particularly important month, but I still, with respect, 
think the rebate system is a. temptation. I do not say 
many people, obviously everybody does not fall for it, 
but it is one of. the things which goes- to account for 
absenteeism in general. 

539. Mr. Keswick: I have one very small point. I 
understood you to say this morning you visualised using 
the medium of the. ration book for distributing the neces- 
sary cards or books? — Y es, I think it is very possible 
Lady Rhys Williams is right, that would be the most con- 
venient way of doing it, but one wants to know how much 
longer rationing, is gpjng to .last. . .There must be some- 



body to distribute books as there must be somebody to 
distribute family allowance books now. Whether it would 
be an administrative advantage as she thinks to link it 
with the distribution of ration books I am not sure, but it 
strikes me as a good idea. 

540. It occurred to me if you were founding a new 
system on a Ministry which may not be with us for ever, 
it was not an ideal basis? — There is that disadvantage, 
I agree. 

541. Mr. Hicks; I wonder if I might raise a rather 
large point at this late stage of our discussion. I have 
been trying to think what use we can get out of these 
discussions for the benefit of our future deliberations and 
it seems to me, I should like to know if I am right about 
this, that we ought not to bother ourselves too much 
about the details of the plans which you have put forward. 
It is in fact made fairly clear in some of the things you 
have said that a good deal is to be regarded as rather 
illustrative ; that in fact you are offering for our con- 
sideration really a series of principles rather than a cut 
and dried scheme, it being fairly clear the information out 
of which a really finished scheme can be produced was 
hardly at your disposal? — A great deal of it is not made 
public and it is very difficult for anybody, especially with 
the limited resources we have, to gather together even all 
the information that is made public, let alone what is not. 

542. I was trying to think out in consequence what 
really are the principles in your scheme in order of 
importance, and it seemed to me that it would be very 
useful for us if we could try and make up our minds 
what those principles are. It seemed to me the first prin- 
ciple is really — what the whole thing stands or falls by — 
the replacement of the fixed lump sum social insurance 
contributions by what I will for the moment call, because 
I want to take one step at a time, a social .insurance con- 
tribution proportionate to income. That would be the 
first step? — Yes. 

543. That seems to be a very vital step indeed, and one 
•that could conceivably be taken independently of every- 
thing else and obviously has a lot to be said for it. By 
itself it probably costs money administratively as it means 
looking into a lot of people’s incomes you do not have 
to look into now, and that is more expensive than .the cards 
you save. On the other hand it raises no question about 
the status of insurance funds or about a very large number 
of the things which have been discussed. There is how- 
ever one difficulty at that stage which comes up as soon 
as we begin to discuss it in terms of principles, but it does 
not come up when you put forward figures. That is, 
supposing it was to be necessary for the time being to 
have a rate of 3s. in the £ as the social insurance contri- 
bution, then if for any of the reasons discussed, either 
beoause of the desirability of increasing the rate of social 
insurance services or for anti-inflationary reasons it became 
desirable to raise the rate from 3s. .to 3s. 6d. let us say, you 
would run a great danger of upsetting your whole income 
tax system by so doing. It would mean you would run 
into all your .trouble about surtax going up to 20s. in the 
£ and so on ; and for that reason, in order not to upset 
the income tax system and to keep the social insurance 
principle as well as you could, I would like to suggest it 
would be desirable to allow the social insurance contribu- 
tion as a cost for any other income tax that was imposed. 
I do not think that -there would be any fundamental 
difficulty about that. You can get over the difficulty in 
that way. 

544. Chairman: It is deducted at the moment. 

545. Mr. Hicks : And so it would not be unreason- 
able if the tax were on a proportional basis. That kind 
of change does not involve any of the difficulties about 
social insurance funds and so on. But .through that point 
you can go onwards and consider what consequential 
changes which might be desirable in themselves were more 
practicable on the basis of the proportional contribution 
than .they are on the basis of the flat sum contribution. 
The changes of allowances and exemptions as at present 
given can be replaced by changes in benefit payments, So 
that consequential adjustments .then become possible. 
You can go essentially as far as you like, as far 
as you thought the balance of advantages took 
you. — As far as I follow what is passing through 
your mind I would agree. I do want to make 
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it clear that this question of doing away with the reserve 
fund is merely an excrescence. It is not in the least a 
necessary part of the scheme and I personally see no 
objection not only to retaining the existing reserve fund, 
but to adding to it in times of high income such as the 
present. That is purely a matter of the rate you choose to 
adopt. In regard to the principles behind the scheme, 
certainly one of them is to substitute the ability to pay 
for the poll tax in social insurance contributions. An- 
other of course is to deal really adequately with what 
is only nibbled at by the existing family allowances, the 
question of family provision, and to deal with it for the 
lower paid man on the same basis as that on which it is 
already dealt with through income tax allowances for the 
higher paid man. That is the second big question of prin- 
ciple in our proposals. The third of course is merely 
simplification to which we attach a great deal of import- 
ance. We think having all these things done by so many 
different systems and the complication involved is 
extremely wasteful both in the Civil Service and in industry 
and really undesirable. Complication in itself we consider 
a thing undesirable. If I might add this generally in 
regard to the questions that have been put to us this morn- 
ing, I hope in looking at our supplementary memorandum 
the Commission will not overlook the note to Section Ila, 
that is to say, the question in our proposal of refusing to 
grant old age pensions on the same terms to husband and 
wife is by no means the only method we have in hand 
for dealing with any possible deficit. There are several 
points, one of which I drew attention to the other day — 
the income tax on old age pensioners’ earnings and others 
to which Mr. Peacock draws attention in his Note 4 to 
Table 1 and indeed in the original notes for which no 
credit is taken in our table. We think the pensioners’ 
income tax, if our proposals really produced the results 
we are aiming at, will be quite a big figure and there is the 
question of retention in some form or other of the 
employer’s contribution. All of those would easily cover any 
points of deficit made here, and there is the further point 
which I made just now to you, a greater differentiation 
in the rate of tax between earned and unearned income 
which I think is justified by the fact that our tables do 
show, and I think undesirably show, a greater benefit 
at many ranges to the unearned income than to the earned 
income. I think perhaps that should be equalised, but we 
hope the Commission will consider it on the broad methods 
of principle and any deficiencies in our ability to investi- 
gate detailed figures will be made up. If that should 
result in any further substantial criticism of our proposals 
we should be very glad to have an opportunity of sub- 
mitting a further memorandum. 

546. Mr. Kaldor: If I may at this rather late hour ask 
a few questions about the incentives because I feel it is 
really one of the more important aspects of this whole 
plan. So far very little has been said about them today. 
The main feature of the Liberal plan or of Lady Rhys 
Williams’ plan is to give a universal cash allowance and 
to charge a flat rate of tax on every unit of income. I 
leave out the question of administrative simplicity, I am 
not concerned with that. We ought to consider what is 
the effect of these two major changes on incentives 
generally. If you now look at the flat rate of tax of 
5s. a week, would that in itself be an incentive or would it 
hinder it? Would you say the fact that it is a flat rate 
and not a rising tax as at present would be a good thing 
from the incentive point of view? The vast majority of 
people in this country, the majority of workers do not at 
present pay even 5s. marginal tax, not if you take into 
account earned income allowance. — No. 

547. You would not say therefore for all those people 
who at present do not come into the marginal category of 
more than 5s. there would be any gain of incentive, in 
fact there may be loss. It would come to those people 
as a reduction of 25 per cent, of any earnings, in 
fact the same thing as if the wages had been reduced from 
the point of view of incentive to work. I am not saying 
whether it is substantial or not, but I do not see any 
benefit to incentive here? — I do not say at that point there 
is any benefit. I do not think either that there is a dis- 
advantage. I gave my views to you last time. It is 
a psychological question really more than anything else 
and it is therefore more difficult to be precise or dogmatic 
about it than on any other type of question, the question 
of the effect it has on people’s mind. 



548. If you claim, as you do claim, that there is an 
increase from the incentive point of view, that this scheme 
is an improvement, it would really only be to those people 
who at present pay a higher marginal rate than they would 
pay under your scheme? — I think Mrs. Naylor would like 
to say something if permitted to do so. Mrs. Naylor: 

I should have thought that was not necessarily so. People 
vary in their reactions to tax in the same way that savers 
vary in their reaction to the rate of interest. Some people ii 

save more at a low rate of interest because they want a y 

given income from their earnings. Equally some people 
are prepared to earn more if they have to be taxed more 
because they want an income for their necessary commit- 
ments. 

549. I do not think ithat is relevant here. You give 
back the income in the shape of cash allowances. Sup- 
posing a person just balances out. He does not pay any 
tax now under the present system and equally would be 
let off under your system, but being let off is the result 
of two opposite changes, 25 per cent, reduction 
in earnings plus 12s. 6d. or 10s. a week cash allowance. 

I should have thought in those circumstances people would 
work less in so far as they are affected by incentives at 
all. You may say incentives do not matter. In that case 
the objections to paying the rate may also disappear, but 
in so far as incentives matter at all the joint effect of those 
two changes would induce them to earn less money than 
before . — Miss Seear: I have been trying to get some i 
information on this and I think all one can say of the 
question of incentives is you simply cannot generalise 
about it at all. What is an incentive to one person at one 
time of his life in one place is not an incentive to another, 
and it is unsound to say it is or it is not an incentive or 
disincentive. It will be an incentive to one person and a 
disincentive to another. 

550. You realise it is equally destructive of your claim 
that this will improve the incentive?— Sir Arthur Comyns 
Carr : The claim is based on the abolition of the rebate 
and the abolition of the jump in rates of tax. Miss 
Seear : I think it is only at that point you can claim 
it is an improvement in incentive, at the point at which 
you jump from one rate of tax to another. 

551. You would have a jump but at a different level?— 

Sir Arthur Comyns Carr: There is only one jump in- 
stead of a lot of jumps, and it is at a higher level. 

552. I should say one jump instead of two jumps.— 
There are jumps all the way through at present. 

553. The other question I want to ask is about cash 
allowances. Would the payment of a universal cash 
allowance to everyone affect the willingness to work? I 
heard suggestions that it would affect it favourably. I 
should have thought the balance was rather the other 
way. There are a lot of people, married women for 
example, who might be less inclined to go to work under 
this scheme than they are now. Again you would have 
to admit you cannot say for certain anything one way 
or the other ? — Sir Arthur Comyns Carr : I am afraid 
I cannot throw any more light on it. It is so much a 
matter of the way in which it affects different minds, 
both those considering it, and more particularly, those 
actually working or not working. Mrs. Naylor: Origin- 
ally this scheme, when Lady Rhys Williams produced it 
a number of years ago, was intended to provide an in- 
centive because the weekly cash allowance was going 
to be the equivalent of the unemployment payment, 
therefore there would be an incentive for people to 
work rather than live on their unemployment money. To 
the extent that the weekly cash allowance has been so 
much reduced that aspect of the incentive has been very 
much modified, but it still exists to some extent. It 
exists in two ways. One, and paragraph 21 of the original 
Yellow Book refers to it, is this question of the stimulus 
to the unemployed man to work. The difference between 
the weekly cash allowance under our scheme and the 
total weekly unemployment pay is less than the present 
unemployment benefit, but the second thing is the effect 
it would have on the potentially productive person to work 
hard when he knows the slowcoach is being taken care 
of, this current feeling that the speed of the slowest is 
the only gentlemanly speed, the feeling that he must 
not work a buddy out of a job, the knowledge that the 
buddy will have a small income each week, is one of 
the incentives to working harder. I agree to the extent 
that it has been cut down very much, that aspect of the 
incentive has been considerably reduced. 
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it clear that this question of doing away with the reserve 
fund is merely an excrescence. It is not in the least a 
necessary part of the scheme and I personally see no 
objection not only to retaining the existing reserve fund, 
but to adding to it in times of high income such as the 
present. That is purely a matter of the rate you choose to 
adopt. In regard to the principles behind the scheme, 
certainly one of them is tp substitute the ability to pay 
for the poll tax in social insurance contributions. An- 
other of course is to deal really adequately with what 
is only nibbled at by the existing family allowances, the 
question of family provision, and to deal with it for the 
lower paid man on the same basis as that on which it is 
already dealt with through income tax allowances for the 
higher paid man. That is the second big question of prin- 
ciple in our proposals. The third of course is merely 
simplification to which we attach a great deal of import- 
ance. We think having all these things done by so many 
different systems and the complication involved is 
extremely wasteful both in the Civil Service and in industry 
and really undesirable. Complication in itself we consider 
a thing undesirable. If I might add this generally in 
regard to the questions that have been put to us this morn- 
ing, I hope in looking at our supplementary memorandum 
the Commission will not overlook the note to Section Ila, 
that is to say, the question in our proposal of refusing to 
grant old age pensions on the same terms to husband and 
wife is by no means the only method we have in hand 
for dealing with any possible deficit. There are several 
points, one of which I drew attention to the other day — 
the income tax on old age pensioners’ earnings and others 
to which Mr. Peacock draws attention in his Note 4 to 
Table 1 and indeed in the original notes for which no 
credit is taken in our table. We think the pensioners’ 
income tax, if our proposals really produced the results 
we are aiming at, will be quite a big figure and there is the 
question of retention in some form or other of the 
employer’s contribution. All ofthosewould easily cover any 
points of deficit made here, and there is the further point 
which I made just now to you, a greater differentiation 
in the rate of tax between earned and unearned income 
which I think is justified by the fact that our tables do 
show, and I think undesirably show, a greater benefit 
at many ranges to the unearned income than to the earned 
income. I think perhaps that should be equalised, but we 
hope the Commission will consider it on the broad methods 
of principle and any deficiencies in our ability to investi- 
gate detailed figures will be made up. If that should 
result in any further substantial criticism of our proposals 
we should be very glad to have an opportunity of sub- 
mitting a further memorandum. 

546. Mr. Kaldor: If I may at this rather late hour ask 
a few questions about the incentives because I feel it is 
really one of the more important aspects of this whole 
plan. So far very little has been said about them today. 
The main feature of the Liberal plan or of Lady Rhys 
Williams’ plan is to give a universal cash allowance and 
to charge a flat rate of tax on every unit of income. I 
leave out the question of administrative simplicity, I am 
not concerned with that. We ought to consider what is 
the effect of these two major changes on incentives 
generally. If you now look at the flat rate of tax of 
5s. a week, would that in itself be an incentive or would it 
hinder it? Would you say the fact that it is a flat rate 
and not a rising tax as at present would be a good thing 
from the incentive point of view? The vast majority of 
people in this country, the majority of workers do not at 
present pay even 5s. marginal tax, not if you take into 
account earned income allowance. — No. 

547. You would not say therefore for all those people 
who at present do not come into the marginal category of 
more than 5s. there would be any gain of incentive, in 
fact there may be loss. It would come to those people 
as a reduction of 25 per cent, of any earnings, in 
fact the same thing as if the wages had been reduced from 
the point of view of incentive to work. I am not saying 
whether it is substantial or not, but I do not see any 
benefit to incentive here? — I do not say at that point there 
is any benefit. I do not think either that there is a dis- 
advantage. I gave my views to you last time. It is 
a psychological question really more than anything else 
and it is therefore more difficult to be precise or dogmatic 
about it than on any other type of question, the question 
of the effect it has on people’s mind. 



548. If you claim, as you do claim, that there is an 
increase from the incentive point of view, that this scheme 
is an improvement, it would really only be to those people 
who at present pay a higher marginal rate than they would 
pay under your scheme? — I think Mrs. Naylor would like 
to say something if permitted to do so. Mrs. Naylor: 

I should have thought that was not necessarily so. People 
vary in their reactions to tax in the same way that savers 
vary in their reaction to the rate of interest. Some people 
save more at a low rate of interest because they want a 
given income from their earnings. Equally some people 
arc prepared to earn more if they have to be taxed more 
because they want an income for their necessary commit- 
ments. 

549. I do not think that is relevant here. You give 
back the income in the shape of cash allowances. Sup- 
posing a person just balances out. He does not pay any 
tax now under the present system and equally would be 
let off under your system, but being let off is the result 
of two opposite changes, 25 per cent, reduction 
in earnings plus 12s. 6d. or 10s. a week cash allowance. 

I should have thought in those circumstances people would 
work less in so far as they are affected by incentives at 
all. You may say incentives do not matter. In that case 
the objections to paying the rate may also disappear, but 
in so far as incentives matter at all the joint effect of those 
two changes would induce them to earn less money than 
before. — Miss Seear : I have been trying to get some 
information on this and I think all one can say of the 
question of incentives is you simply cannot generalise 
about it at all. What is an incentive to one person at one 
time of his life in one place is not an incentive to another, 
and it is unsound to say it is or it is not an incentive or 
disincentive. It will be an incentive to one person and a 
disincentive to another. 

550. You realise it is equally destructive of your claim 
that this will improve the incentive? — Sir Arthur Comyns 
Carr: The claim is based on the abolition of the rebate 
and the abolition of the jump in rates of tax. Miss 
Seear: I think it is only at that point you can claim 
it is an improvement in incentive, at the point at which 
you jump from one rate of tax to another. 

551. You would have a jump but at a different level?— 
Sir Arthur Comyns Carr: There is only one jump in- 
stead of a lot of jumps, and it is at a higher level. 

552. I should say one jump instead of two jumps.— 
There are jumps all the way through at present. 

553. The other question I want to ask is about cash 
allowances. Would the payment of a universal cash 
allowance to everyone affect the willingness to work? I 
heard suggestions that it would affect it favourably. I 
should have thought the balance was rather the other 
way. There are a lot of people, married women for 
example, who might be less inclined to go to work under 
this scheme than they are now. Again you would have 
to admit you cannot say for certain anything one way 
or the other? — Sir Arthur Comyns Carr: I am afraid 
I cannot throw any more light on it. It is so much a 
matter of the way in which it affects different minds, 
both those considering it, and more particularly, those 
actually working or not working. Mrs. Naylor: Origin- 
ally this scheme, when Lady Rhys Williams produced it 
a number of years ago, was intended to provide an in- 
centive because the weekly cash allowance was going 
to 'be the equivalent of the unemployment payment, 
therefore there would be an incentive for people to 
work rather than live on their unemployment money. To 
the extent that the weekly cash allowance has been so 
much reduced that aspect of the incentive has been very 
much modified, but it still exists to some extent. It 
exists in two ways. One, and paragraph 21 of the original 
Yellow Book refers to it, is this question of the stimulus 
to the unemployed man to work. The difference between 
the weekly cash allowance under our scheme and the 
total weekly unemployment pay is less than the present 
unemployment benefit, but the second thing is the effect 
it would have on the potentially productive person to work 
hard when he knows the slowcoach, is being taken care 
of, this current feeling that the speed of the slowest is 
the only gentlemanly speed, the feeling that he must 
not work a buddy out of a job, the knowledge that the 
buddy will have a small income each week, is one of 
the incentives to working harder. I agree to the extent 
that it has been cut down very much, that aspect of the 
incentive has been considerably reduced. 
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554. I would suggest even under Lady Rhys W illiams ’ 
original scheme there may (have been an incentive to 
people who drew unemployment pay to work which does 
not exist now, but there are all sorts of people who may 
consider working or not working, such as married women 
who do not receive unemployment pay?— For married 
women it would be a disincentive. 

555. Finally, one last question. . You say this is a 
simplification of tax and it is a unification to some extent 
of existing systems which is all very reasonable, but do 
you not think people in general would feel it was rather 
a revolutionary change, everybody being entitled to a flat 
cash payment merely by virtue of citizenship, so to speak 
domicile or residence? I would have thought this was 
a very large change and would have large psychological 
effects?— Sir Arthur Comyns Carr : That does not 
frighten us. 

556. It does not frighten you at all? — No. 

557. One relatively small point, you suggested cash 
allowances were admirably suited to counteract inflation- 
ary and deflationary tendencies by varying their amount? 
— Either the cash allowance or the tax rate or a com- 
bination of the two. 

558. I can see in times of depression and lower prices 
you can raise the cash allowances, but do you think it 
would be easy to reduce the oash allowances in times 
of rising prices?— I think it would be easier to operate 
by raising the cash allowance in times of lower prices 
and raising the rate of tax in times of rising prices. 

The witnes 



559. Chairman : I have just two questions I want to 
put to you. First of all, as regards this question of the 
insurance fund balances, would it be true to say, <Jo you 
think, the effect of retaining them would be, in tine event 
of the bad times coming which Mr. Crack put to you, 
me Chancellor would feel bound to meet those bad times 
by, in effect, borrowing ; in other word, using the 'balances 
he has in those funds, whereas if they had been merged 
as you suggest he would have to decide whether to 
find the money by borrowing or by taxation? That is, 
the retention of that fund would be the means of meet- 
ing the increase in unemployment payments?. — That is 
so. Whether there is much benefit in having those 
reserve funds is a point I do not really feel competent 
to express a very strong opinion about one way or the 
other. I rather wanted, as far as we are concerned, to 
get the subject out of the way as one on which a deci- 
sion is not essential to our scheme. 

560. The last question I want to put to you is this, 
you said it was very important to tell the man the truth 
about what he was paying to social security, but if you 
are going to tell him the truth, the whole truth and 
nothing but the truth, you can only do that as regards 
the previous year. You can calculate what portion of 
every man’s taxation went to social services last year, 
but you cannot make that calculation for the current 
year because until the year is out you will not know 
what your social security payments are going to cost, 
whether yours or the existing ones? — I think- that must 
be true of any scheme. 

Chairman : We are much obliged to you. 
s withdrew. 



Document handed in by the Liberal Party 

TO EXPLAIN THE CALCULATION OF ITEM 5 OF TABLE 1 IN THE LIBERAL PARTY SUPPLEMENTARY MEMORANDUM 
[See Question 423] 



Income Tax 


... 1,420 


Tax Reserves 


108* 


Surplus on NI Funds 


171 




1,699 


*Item 20b, Table 35 ; 5b, 


Table 9. 


Cmd. 8203. 





Savings 

1. Govt. Contribution to NI Funds 213-91 
less 

Expenses of Administration 
Maternity benefits etc. 

Injuries Benefit 

Death Grant 

Contribution to NHS. 

2. Subsidies 

3. Family Allowances . . . 

4. Non-contributory Pensions 

5. Payments to Dependents under National Assistance 



£m. 

122 



317 

64 

25 

lO (est.) 



£ml,699 less £m538 equals £ml,161 



538 



Mr. F. A. Cockfield and Mr. R. E. Beales, on behalf of the Board of Inland Revenue, and Mr. G. M. Williams, C.B.E 
and Mr. R. U. L. Edwards, on behalf of the Ministry of National Insurance; called and examined. 

MEMORANDUM SUBMITTED BY THE BOARD OF INLAND REVENUE 
The Liberal Party Scheme for the Reform of Income Tax and Social Security 



1. The Liberal Party scheme represents the latest de- 
velopment of proposals originally put forward by Lady 
Rhys Williams, D.B.E., in 1942 in a booklet entitled 
“ Something to 'Look Forward To ”. Similar schemes 
have been suggested by a number of other people, notably 
the actuaries Messrs. Haynes and Kirton, the “ Economist ” 
newspaper, Mr. S. P. Chambers, C.B., C.I.E. (formerly a 
member of the Board of Inland Revenue and now Finance 
Director of IXD.I.) and Professor lames Meade, C.B. (one 
time Director of the Economic Section of the Cabinet 
Office and now Professor of Commerce at the London 
School of Economics). The present Paper is arranged in 
three parts : — 

Part I consists of a summary of the various schemes.* 
Part H consists of a general examination of the prin- 
ciples underlying them. 



* At the time the memorandum of the Board of Inland Revenue 
was prepared the only scheme which had been submitted to the 
Commission was that of the Liberal Party. The Board’s comments 
on the proposals of Lady Rhys Williams and Messrs. Haynes and 
Kirton relate not to the schemes, later submitted by these witnesses 
(reproduced on pages 3 to 9 and 21 to 30 above), but to earlier 
published proposals. 



Part IH consists of a detailed examination of the 
Liberal Party scheme. 



Part I. Summary of the Various Schemes 

Lady Rhys Williams' Scheme 

2. Lady Rhys Williams’ scheme first appeared in a 
booklet entitled “ Something to Look Forward To ” which 
was privately circulated in August, 1942. It was published 
with considerable modifications, in book form in Mav’ 
1943. y ’ 

The primary object of the scheme was to abolish want 
In order to achieve this. Lady Rhys Williams proposed 
that the State should pay everyone sufficient for subsist- 
ence. She went on to suggest there would then be no 
need to make income tax personal allowances as the f amilv 
responsibilities of the taxpayer would already have been 
taken into account by means of the social security D av- 
ments. She proposed therefore that income tax should be 
charged at a flat rate on all income other than the social 
security payments. 
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Williams sought to overcome this difficulty by providing 
that the taxpayer’s own benefit should be given only 
against tax actually paid. This enabled her to reduce the 
flat rate to 7s. in the £, but it involved the reintroduc- 
tion of national insurance benefits to cover the taxpayer 
in the event of sickness, unemployment or old age. By 
bringing back the national insurance benefits the scheme, 
as modified, now failed to achieve the primary objective 
of amalgamating the two systems, it could claim little 
administrative advantage and the rate of 7s. was still 
much too high from the incentive point of view. The 
Haynes and Kirton scheme, with its rate of 8s. 4d. in the 
£ suffered from the same defect. The “ Economist news- 
paper started with the objective of improving incentive 
■by charging a flat rate tax of about 5s. in the £ on all 
income and paying out the allowances in cash but only 
against tax actually paid. It went on to express the hope 
that it would be possible to develop the scheme to amal- 
gamate income tax and social security. The “ Economist 
did not say how this could be done: certainly the scheme 
as actually presented could make no claim to achieve the 
amalgamation as the small amount of the cash allowances 
and their restriction to the amount of tax paid made 
supplementary social security payments essential in the 
event of unemployment, illness or old age. Nor could 
the scheme genuinely claim to improve incentive. For if 
the worker first had 5s. in the £ deducted from his wages 
and he then had the cash value (at 5s.) of his income tax 
allowances refunded to him by his employer, he would 
be left in much the same position as under the present 
system. What the worker is concerned about is the net 
pay he finds in his pay packet: he is not likely to con- 
cern himself unduly with the arithmetical processes under- 
lying this result. 

Mr. Chambers pitched his rate at 3 s. in order to meet 
the incentive arguments. He proposed, however, giving 
no cash allowance for the taxpayer himself. The amount 
of the allowances proposed for dependants was not stated 
but they would have had to be small if the scheme was 
to be solvent. Supplementary social security payments 
would therefore have been essential and the scheme does 
not therefore achieve an amalgamation of the two systems. 

Professor Meade’s schemes are similar to" the original 
Rhys Williams’ scheme. The rates of tax assumed are so 
high as to be disincentive in their effects and the paring 
of the cash allowances — in an attempt to achieve solvency 
— gives rise to serious misgivings on the social security 
a9peot. 

The Liberal Party scheme which is developed from 
Lady Rhys Williams’ schemes, .postulates a rate of 5s. in 
the £ on incomes below £600 a year and cash allowances 
of 12s. 6d. a week each for adults and children ; 2s. 6d. 
of this, however, represents “ compensation ” for the re- 
duction of the food subsidies so that the true value of 
the allowances is 10s. only. The Liberal Party admit at 
once that supplementary social security payments would 
be necessary and thus they too fail to achieve the amalga- 
mation of the two systems. Nor, for the reasons explained 
in paragraphs 35 to 38 below, can the proposed rate of 
5s. claim any advantage, from the incentive point of view, 
over the present system. 

23. The various stages of development through which 
these schemes have passed suggest, if nothing else, that 
the first two objectives set out in paragraph 22 above, 
namely, the amalgamation of income tax and social 
security and the improvement of incentive, are mutually 
inconsistent. If the scheme is satisfactory as social 
insurance the rate of tax required is so high as to be 
disincentive. If the rate of tax is kept down on incentive 
grounds, the benefits which can toe given are too small 
to be effective as social security. No amount of arith- 
metical skill in constructing a scheme can provide any 
escape from this dilemma. 

24. Administration. The third main objective these 
schemes set out to achieve was a saving in administration. 
This expectation was based on the assumption that with 
the amalgamation of income tax and social security the 
existing “ duplication ” would be swept away and a single 
Department would replace the Inland Revenue and the 
Ministry of National Insurance. Once it is admitted 
that supplementary social security payments would be 



necessary the major economy anticipated disappears. Even 
with a modified scheme of the kind the Liberal Party 
propose, there would on balance be more not less work 
than at present in the Civil Service. 

25. If the original objectives have thus proved to be 
unattainable, and what Professor Meade described as “ an 
architectonic reform in this field " is only a mirage, can 
these schemes in general claim any particular merit either 
as social security or on taxation grounds? In their 
relation to social insurance, these schemes, in general, 
abandon the contributory principle in favour of taxation. 
This question was considered by Lord (then Sir William) 
Beveridge and in his Report on Social Insurance and 
Allied Services (Cmd. 6404) he says that the suggestion 
that the contributory principle should be abandoned in 
favour of taxation was not advocated by the great majority 
of the organisations and persons who gave evidence and 
involves a departure from existing practice for which there 
is neither need nor justification and which conflicts with 
the wishes and feelings of the British democracy. In 
paragraph 274 of the Report, he goes on to comment 
that : — 

“ The contributory principle was emphasised or 
accepted by all the organisations most widely repre- 
sentative of insured persons in Britain -notably the 
National Conference of Friendly Societies and the 
Trades Union Congress General Council. It is main- 
tained as a central feature of the Plan for Social 
Security on grounds according with this expression of 
views. These grounds may be summarised under three 
heads : — 

(i) The insured persons themselves can pay and 
like to pay, and would rather pay than not do so. 
If is felt and rightly fck that contribution irrespective 
of means is the strongest ground for repudiating a 
means test. 

(ii) It is desirable to keep the Social Insurance Fund 
self-contained with defined responsibilities and defined 
sources of income. The citizens as insured persons 
should realise that they cannot get more than certain 
benefits for certain contributions, should have a 
motive to support measures for economic adminis- 
tration, should not be taught to regard the State as 
the dispenser of gifts for which no one needs to pay. 

(iii) To require contribution on an insurance 
document for each individual has administrative con- 
venience, particularly for a scheme which, while it 
covers all citizens, takes account of their different 
ways of livelihood, and classifies them, giving different 
benefits according to their needs. Contribution pro- 
vides automatically the record by which the insured 
person’s claim to be qualified for any particular 
benefit can be tested.” 

26. So far as income tax is concerned wc can dismiss 
at once the various Rhys Williams' schemes, the Haynes 
and Kirton scheme and the Meade schemes. They all 
impose rates of tax far in excess of those chargeable under 
the existing law on the lower incomes and their effect 
on incentive would be disastrous. This leaves the 
Economist scheme, the Chambers scheme and the Liberal 
Party scheme. The last of these is considered in detail 
in Part III of this Note. The objection on income tax 
grounds to the other two is simply that they perform in 
two operations what under the existing law is done in 
one: the worker queues up at one pay-window to get 
his pay less 3s. or 5s. in the £ and he then queues up 
at the second window to get the value of his allowances 
refunded. He is thus left substantially in the same posi- 
tion as he is at present and he is not likely to be deceived 
by the fact that it has taken him two steps to get there 
instead of one. In so far as these schemes alter the actual 
incidence of the charge on the individual— and Mr. 
Chambers’ certainly does— it would be possible, if so 
desired, to achieve the same result under the present 
system by changing the rates and allowances without any 
change in the fabric of the system itself. Thus if a single 
rate of 3s. or 5s. in the £ on the first band of taxable 
income were felt to be preferable to the present two tier 
system, it would be quite simple to make this change under 
the present system. 

27. Before leaving this general consideration of the 
principles underlying these schemes, it is necessary to look 
at a number of other matters. 
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costs and signer prices. The answer usually given to this 
argument is that the amount of income tax payable varies 
from one worker to another according to his personal 
circumstances, etc and that there is thus no common 
figure which could be taken into account in wage nego° 
nations If, however, everyone were subject to a common 
that CV + f y f earned were worth, for example^ 
oniy 15s., it is a matter for serious consideration whether 
this might not lead to claims for higher wages. 

29. Effect of Proposals on the Individual Taxpayer. A 
n c™ ber , ? f A e pe °P le wh° have put forward proposals 
of this kind, for example, the Economist, Mr. Ohambers 
and Professor Meade, do not appear to have examined 
in detail the actua effect of their proposals on the financial 
position of the individual taxpayer. A scheme which may 
appear attractive when described in general terms may 
in fact create such anomalies as between one taxpayer 
and another as to make it unacceptable. The individual 
taxpayer is keenly alive to the burden he has to bear 
and he may be expected to protest vigorously if the effect 
of a particular proposal is to make him pay more while 
others pay less. We agree that it is impossible for any 
major re-arrangement of the tax system to leave the 
incidence on the individual unaltered and in some cases 
the change in incidence may be deliberate policy. Never- 
theless, it must be recognised that the question of incidence 
will be one of the major points of interest. 



30. Finance of the Schemes. The effect of a scheme 
on the yield of revenue is a matter of primary importance. 
No one would reasonably expect that a scheme which 
sets out to make a complete revolution in our public 
finance would produce the same net yield of tax, down 
to the last penny, as the present system. But a scheme 
which costs net, say, two or three hundred milli on pounds 
stands in a very different category. It is not simply a 
scheme to alter the form of the tax system, it is equally a 
scheme to reduce taxation by £200 millions or £300 
millions. Its attractions may well be due as much to this 
reduction in the level of taxation as to its more 
revolutionary provisions. 

Nor is it possible to say that the rates of tax and benefits 
proposed are merely illustrative and can be altered up 
or down to make the scheme solvent. There is the world 
of difference, from the incentive point of view, between 
the rate of 3s. suggested, for example, by Mr. Chambers, 
and a rate of over 7s. which would be necessary to make 
a full-blooded income tax cum social security scheme 
solvent. But even what at first sight appear to be small 
changes may have very considerable effects. Thus if 
under a particular scheme an individual earning £500 a 
year is neither better nor worse off than at present, but 
it is then found that the equilibrium rate of tax required 
is 6d. higher than originally proposed, the effect of this 
change would be to make him £12 10s. a year worse off. 



Part III. The Liberal Party Scheme 



31. The development of the Liberal Party scheme has 
already been set out in Part II of the Note an4 its main 
provisions were summarised in paragraphs 19 and 20. 
Before examining the proposals in detail, we feel we must 
draw attention to the following points: 

(i) The scheme is financed to the extent of £m317 by 
a reduction in the food subsidies. Of the weekly cash 
payment of 12s. 6d., 2s. 6d. represents “ compensation 
for this reduction in the subsidies. The true net value 
of the cash payment is therefore 10s. a week. 



(ii) On the basis set out in the Committee’s Report 
(viz. 1948 National Income, 1949-50 rates of tax and 
food subsidies reduced by £m317) the scheme would 
show a deficit of over £m300 compared with the surplus 
of £m265 shown in the Committee’s Report. This point 
is dealt with in greater detail in Appendix 1. 

(iii) To make the scheme financially self-supporting 
without reducing the cash allowances or increasing the 
rates of tax on the higher incomes, it would be neces- 
sary to increase the flat rate of tax by nearly Is. m the 
£, viz., from 5s. to 5s. lid. on earned income and from 
6s. to 6s. lid. on unearned. 



(iv) In short the scheme ought to be regarded as one 
for payment of allowances of 10s. a week and for 
charging a flat rate of tax of 5s. lid. in the £■ on 
earned income and 6s. lid. on unearned income- 

(v) The lower rates of income tax were reduced in 
the 1950 Budget from 6s. and 3s. to 5s. and 2s- 6d. 
respectively.* A corresponding reduction would, be 
possible in the (corrected) rates chargeable under the 
Liberal Party scheme. Allowing for the increase in the 
National Income in 1950, the new rates would be 5s. 5d. 
in the £ on earned income and 6s. 5d. on unearned. 
While a rate of 5s. 5d. is naturally more attractive than 
a rate of 5s. lid., it must be borne in mind that in 
comparing the Liberal Party scheme with the present 
system, the 5s. 5d. rate would have to be compared with 
the 1950-51 reduced rates of 5s. and 2s. 6d. while the 
5s. lid. rate would be compared with the old reduced 
rates of 6s. and 3s. To change the year of comparison 
therefore makes little difference to the relative attractions 
of the scheme. 

32. Although the Liberal Party Committee started with 
Lady (Rhys Williams’ scheme as their terms of reference, 
they early came to the conclusion that “there is an 
absolute conflict between security and incentive” (para- 
graph 32) and their proposals represent “ a compromise 
solution ”. In making this compromise, however, they 
have in effect rejected the cornerstone on which Lady 
Rhys Williams’ scheme was built, namely, the amalgama- 
tion of income tax and social security into a simple com- 
prehensive system under which a guaranteed minimum 
income sufficient for subsistence was to be paid to every- 
body. For by fixing their cash allowances at 12s. 6d. a 
week (10s. net) they are compelled to re-introduce specific 
benefits for old age, unemployment, sickness and injury. 
Moreover, to avoid penalising the income tax payer with 
a family they also re-introduce an income tax child 
allowance. 



33. The scheme, therefore, can make none of the com- 
prehensive claims which have been made on behalf of 
Lady Rhys Williams’ proposals. Whatever merits can 
be claimed for it are of a more restricted kind. In their 
summing up the Liberal Party Committee claim the 
following advantages for their proposals (paragraph 1 02) : 

(i) The rates of benefit for the old, the unemployed, 
the sick, etc., are the same or greater than the current 
benefits and some of the existing qualifications on the 
receipt of benefit are removed. 

(ii) The basic weekly payments “ augment consider- 
ably the lowest incomes ”. 

(iii) The insurance contributions are abolished. 

(iv) The rate of income tax is reduced to a level less 
disincentive than at present. 

■In paragraph 94 the Committee also claim that 

(v) There would be considerable administrative savings 
both in the Civil Service and in industry. 

So far as the first point is concerned, all we would, say 
is that we understand that if the changes were thought 
desirable they could be made within the framework: of 
the existing insurance schemes without the necessity of 
creating an entirely new system as the Liberal Party 
propose. As regards the third point, the question, of 
abolishing insurance contributions is referred to in para- 
graph 25. The other three points are considered in tj^e 
succeeding paragraphs. 



34. Benefits accruing to the lowest incomes. The 
general claim that the basic weekly benefit “ augments 
considerably the lowest incomes” is hardly borne out bv 
the facts. According to the tables annexed to the Yellow 
Book, the single person with £200 a year is £5 a year 
worse off, on £300 a year he is £7 worse off and on £400 
a year he is £8 worse off. The married couple are £14 
year better off on £200 a year, but £2 worse off on £300 
a year and £3 worse off on £400 a year. The married 
couple with two children are £53 a year better off ~ n 
£200 a year, £28 better off on £300 a year, £7 better r>fF 
on £400 a year but only £2 better off on £500 a year 
All these figures show the scheme in an unduly favour&bl 
light as they are based on a 5s. rate, which, as pointed 



- ii is proposed ro increase tne reaucea rates oi tax lor 195 t 
to 3s. and 5s. 6d. and the standard rate to 9s. 6d. The compari 
in the present Note are limited to 1949-50 and 1950-51 rat 
tax. os of 
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out in paragraph 30, produces a deficiency of £m300. 
With a 5s. lid. rate large numbers of people in the lower 
income groups would be much worse off than at present. 
Thus the married couple with £300 a year would be 
£15 worse off: the married couple with two children on 
£400 a year would be £11 worse off and the married 
couple with three children on £500 a year would be £22 
worse off. More detailed figures are given in Appendix 2 
to this Note. 

It could be claimed, with rather more justification, that 
the basic weekly benefit favours the family as opposed to 
single and childless couples. But as the figures hv the 
Appendix show the benefits are unevenly distributed and 
their incidence would be difficult to defend. Certainly if 
the objective is to endow the family it could be done 
much more simply and much more cheaply by a direct 
increase in the family allowances or as is in fact being 
done by an increase of benefit for children under the pro- 
visions of the National Insurance Bill now before Parlia- 
ment. 



35. Improvement in incentive. The effect of the pro- 
posals on incentive is a vital consideration from the taxa- 
tion point of view. In their conclusion, in paragraph 102, 
the Liberal Party say : “ We . . . have reduced the stan- 
dard rate of tax to a level much less disincentive than the 
present”. The standard rate (for 1950-51) is equivalent 
to a charge of 7s. 2d. on earned income (9s. less l/5th 
earned income relief). This compares with the Liberal 
Party flat rate of 5s. (or somewhat more than this if the 
scheme is to be self-supporting). But in making this 
comparison, the Liberal Party have overlooked the fact 
that most people with incomes below £600 a year have 
no liability to tax at the standard rate at all. There are 
19m people with earned incomes below £600 a year but 
above the income tax exemption limit of £135. Of these: - - 

6m pay nothing at all 

4m pay only at 2s.* (2s. 6d. less 1 /5-th earned income 
relief) 

8*m pay only at 4s.* (5s. less 1 /5th earned income 
relief) 

im pay at 7s. 2d. (9s. less l/5th earned income relief) 
Of the 19m therefore, 18im would pay a higher rate under 
the Liberal Party scheme than they do at present and only 
}m would pay at a lower rate. Moreover, the flat rate 
tax under the Liberal Party scheme falls on every penny 
of the income earned while the existing rates fall only 
on the excess over a given tax free amount. This point 
is of particular importance where the decision is whether 
to work or not work at all — e.g., in the case of the 
married woman or the pensioner. There is no doubt that 
in these cases the Liberal Party scheme would be a con- 
siderable deterrent. 



36. It is often argued that a flat rate tax is superior to a 
graduated tax because additional earnings, whether in the 
form of overtime, bonuses or extra piece work earnings, 
would be taxed at the same rate as the basic wage. Thus 
in paragraph 26 of their Report, the Liberal Party Com- 
mittee, in examining the present system, say: — 

“From the point of view of deterrent from work, 
the present system of graduated taxation places a heavy 
burden on marginal earnings : the last £ appears to be 
(and indeed is) less valuable and less worth earning than 
the first.” 



Stated without qualification, the argument that a f! 
rate tax is better from the incentive point of view than 
graduated tax is wrong. It pays regard only to the sha 
of the two curves of graduation and ignores their relati 
position. To take a homely example, it is admitted 
easier to carry a weight along the level than to carry 
upstairs: but nevertheless it is easier to carry a hundre 
weight upstairs .than a ton along the level. In the Boan 
view a flat rate of 5s., or more, charged on every pen: 
of the earnings must exercise a greater disincentive eff< 
than the present (1950-51) marginal rates of nothing, : 



* The rates given are for 1950-51. For 1949-50 the effec: 
rates were 2s. 5d. and 4s. I0d. respectively, but as mentio; 
♦2 3 *?. above, if the scheme were to be self-supporti 

the flat rate which would have been required for that year wo 
have been 5s. Id. in the £. The point made in the No™ 

te-M-tawS'SS 5™™w“" r is 



and 4s. charged only on the top slice of the earnings. In 
this connection it is well worth quoting the Liberal Party’s 
own criticism of Lady Rhys Williams’ scheme : — 

“ We feel there can be doubt that 6s. 8d. in the £ 
is too high a rate of tax . . . It is true . . . that almost 
every married couple is better off as a result of [the 
scheme] : but the fact remains that today no tax at all 
is paid by married workers earning less than £225 a 
year, £300 a year if they have one child, £350 a year 
if they have two children or £400 a year if they have 
three children, and the imposition of a tax of 6s. 8d. 
on every £ they earned would come as a considerable 
shock . . . Although it is indisputable these couples 
will be better off, it will not be apparent to them and 
we fear that they may appreciate their benefits less than 
they resent their taxation, with the result that a rate 
of 6s. 8d. might be hardly less disincentive than it would 
be if it were not accompanied by the benefits of the 
scheme . . 

These criticisms apply with equal validity to the Liberal 
Party’s own scheme. 

37. It is sometimes said that the “ jump ” in liability 
which occurs when a man passes from the 2s. (effective) 
rate to the 4s. (effective) rate operates as a psychological 
disincentive. The same point used to be made about the 
transition to the standard rate but that complaint was 
largely met by the increase in the width of the upper 
reduced rate band (chargeable for 1950-51 at 4s. effective 
rate) to £200 in 1948. To the extent that there is any point 
in this criticism the Liberal Party can claim that their 
flat rate chargeable up to £600 avoids the “jump” in 
liability. But in the Board’s view the point is a small one 
and if valid it could equally well be met under the exist- 
ing system by charging the first £250 of taxable income 
at some intermediate effective rate between 2s. and 4s. 

38. Our general conclusion must be that on grounds of 
incentive the Liberal Party scheme is much inferior to the 
present system. 

39. Administration. It is claimed on behalf of the 
scheme that it would save much work. In paragraph 94 
of the book it is said : 

“ It should also be borne in mind that the scheme 
would result in considerable administrative savings both 
in the Civil Service and in industry. The abolition of 
P.A.Y.E. "coding” for incomes below £600 would re- 
lieve both industry and the Inland Revenue, and the 
abolition of National Insurance Contributions and the 
stamped card system would make the Ministry of 
National Insurance largely redundant ... It is clear 
that [these savings] would be considerable and would 
far more than offset the cost of administering the 
‘ Personal Allowances ’ of the scheme we propose." 

So far as the Inland Revenue is concerned there is no 
doubt that the scheme would mean a substantial saving 
in work. This saving is not as great as might at first 
sight appear for in certain directions the scheme involves 
additional work, e.g., in dealing with the half million small 
traders at present not liable to tax, in assessing and 
collecting tax on subsidiary items of income at present 
dealt with through P.A.Y.E. and so on. It would also 
be necessary to “ test ” cases below £600 a year periodically 
to see whether there were any sources of untaxed income. 
Nevertheless we should put the saving in Inland Revenue 
staff once the new system had become properly established, 
at 10,000 to 15,000. There would be no saving in the 
period of transition to the new system. There would 
also be a considerable saving in industry but we are 
not in a position to quantify this. It is understood that 
while the abolition of insurance contributions would result 
in considerable savings in the Ministry of National Insur- 
ance, the administration and control of the payment of 
“personal allowances”, which, in effect, would be an 
extension to everyone of the present system of Family 
Allowances, would involve handling about 27 million 
claims compared with 3 million under the present Family 
Allowance Scheme. This could only result in a very 
substantial increase both in staff and administration costs. 
A system of insurance benefits to cover unemployment, 
sickness, retirement pensions and widows’ benefits would 
continue under the Liberal Party Plan and presumably 
there would be little or no savings in that direotion. 
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EXAMINATION OF WITNESSES 



561. Chairman : Mr. Cockfield, I understand that you 
and Mr. Beales are here from the Board of Inland 
Revenue and Mr. Williams and Mr. Edwards are from the 
Ministry of National Insurance? — Mr. Cockfield: Yes, 
Sir. 

562. I shall start first with you Mr. Cockfield because 
my questions relate to your figures. I do not want to 
repeat the questions I put to Sir Arthur this morning— I 
think you were here? — Yes, I was here. 

563. When I was criticising Table 1 of the Liberal 
Party’s supplementary memorandum you heard the ques- 
tions I put ; did you agree with the figures upon which I 
based them? — Yes, entirely. I have since this morning’s 
hearing had the opportunity of seeing the figures which 
the Liberal Party were using in making up their figure 
of £1,161 million as contribution to Government expendi- 
ture. If you remember, we thought that figure should be 
£1,137 million. The difference between the two consists 
primarily of a difference on the figure for tax reserves, 
but they have also included a saving of £10 million on 
National Assistance which was a figure which we did not 
ourselves include. You will remember that in the scheme 
as presented in the supplementary document the net benefit 
going to the married couple whether unemployed, sick or 
aged, was rather less than the existing benefit, namely 40s. 
against 42s., and we thought therefore that the saving on 
National Assistance was not likely to be very material, but 
if that benefit is increased to 42s. it may be that there is 
some marginal saving on National Assistance. It is rather 
difficult to quantify but it is certainly only a matter of a 
few millions. 

564. It would not substantially affect your estimate that 
if their figures were corrected, as you say they ought to 
be, it would involve about an extra lid. on the income tax 
as they contemplate it? — Yes, that is so. 

565. I think I ought to put this question to you: the 
whole of the Board of Inland Revenue’s Memorandum 
was based of course, so far as the Liberal Party 
were concerned, on their original proposals? — Yes. 

566. They have to some extent modified therti in their 
supplementary memorandum and they have corrected their 
figures? — Yes. 

567. So far as the figures are concerned, you have in 
effect given us your revised figures as to the balance sheet, 
but I thought perhaps I ought to ask you whether there 
are any other corrections that you wish to make in your 
memorandum in view of the revisions that they have made 
and the alterations they have suggested in their supple- 
mentary document? — No, there is really nothing else to be 
covered. The rate of tax they propose is precisely the 
same as the rate proposed in their original document 
and in qur view, therefore, the effect on incentive would 
be precisely the same. If you remember, the remarks we 
included in our memorandum were directed primarily to 
the scheme as it was presented in the Liberal Party docu- 
ment, and we said that we thought that a rate of tax at 
5s. in the pound falling on every pound of income was more 
disincentive than the present system, and that of course is 
equally true even if one takes into account the revisions 
which have been made in the later document, because 
they maintain the rate at 5s. 

568. Yes, but let me just put this to you: you will 
remember that Sir Arthur criticised your paragraph 35, 
which is the one that deals with disincentives, on the 
ground that you had omitted from your calculations the 
contributions under social security — in the passage in his 
evidence which began “ Well, well . . First of all, can 
you tell me whether in fact you had omitted those contri- 
butions in the calculations you made? — May I submit to 
you, Sir, that the question of the National Insurance 
contribution is completely irrelevant from the point of view 
of incentive. What causes the disincentive effect of taxa- 
tion is the impact of the tax on marginal earnings, that 
is, if it lies within the power of a man to say whether or 
not he will work overtime, if you then take away from 
him in tax part of his earnings he may be inclined not 
to Work that overtime. Our argument, very simply, is 
this: that under the existing scheme there are 6 million 
people who pay.no tax at all, no income tax at all ; they 
could not possibly have been deterred by income tax from 
working overtime because they paid no tax. Under the 
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Liberal Party scheme they will pay 5s. on every £1 of 
overtime they earn, and our point very simply is that a 
man is more likely to work overtime if you pay him 
20s. in the pound than if you pay him 15s. in the pound, 
and from that point of view the National Insurance contri- 
bution is quite irrelevant. 

569. I put that point to Sir Arthur this morning. I 
think he suggested that that comment left out of account 
the fact that they would be drawing the 10s. personal 
allowance which they do not at present?— Yes, Sir, that 
is true, but they draw the 10s. personal allowance whether 
they work overtime or not, and when therefore the man 
comes to make up his mind whether he is going to work 
overtime, what he will look at is the 5s. which will be 
deducted from the overtime. 

570. The only other point I think on which I want to 
touch myself, although I expect my colleagues will have 
more questions to ask you, is the question, rather im- 
portant from one point of view, of the effect of the 
adoption of the scheme on the sum total of civil servants 
who would be employed by His' Majesty’s Government. 
You told us, in paragraph 39 I think it is of your 
memorandum, that you reckoned that there would be a 
reduction of from 10,000 to 15,000 in the numbers em- 
ployed by the Board of Inland Revenue itself, that is 
right, is it not?— Yes, Sir. 

571. I think we would like to know 10,000 or 15,000 
off what ; leaving out of account of course any employees 
of the Board of Inland Revenue who have nothing to do 
with income tax? — The 10,000 to 15,000 is the net saving 
in staff of the Chief Inspector’s Branch which is mainly 
concerned with the computation of liability to income tax, 
as well as various other duties, and setting off against 
that the additional staff required on the collection service. 
The existing staff of the Chief Inspector’s Branch is just 
over 31,000. 

572. So you reckon a saving of anything up to one- 
half?— Yes. 

573. I take it that in arriving at that net figure of 10,000 
to 15,000 you have allowed for the fact that presumably 
you would have a much larger number of returns if 
everybody is taxable than there is at present when you 
can ignore some 6 million people? — The existing position 
is that we issue about 15 million return forms a year. 
We do not in fact issue a return form to everybody every 
year because- some people are not liable to tax, and 
it is only necessary therefore to check their position 
periodically. Under this scheme it would be necessary to 
issue a return form to everybody above the £600 limit, and 
it would also be necessary periodically to test the people 
below £600 to ascertain whether or not they had any 
liability to tax other than that on their wage or salary. 
The total number of returns issued on average would be 
rather less than the number issued now, and that we have 
taken into account in making these costings. The main 
set offs, if I may use that phrase, against the saving in 
staff arise in other ways. There are a very large number 
of things which would have to be done under a scheme of 
this character which it is not necessary to do at the 
present moment. One of these was mentioned this morn- 
ing in the course of the evidence, namely, dealing with the 
liability to tax under Schedule D of traders who at the 
moment are written off as not liable. 

574. Some half million that is? — There are about half a 
million of these people and under this particular scheme 
every one of them would be liable to tax at 5s. in the 
pound on every penny of their profits. To take a very 
simple example, the married man with two children does 
not now begin to pay tax until his income is about £400 
a year: consequently, subject to periodic check, a trader 
with an income below that level, if we knew he was married 
with children, we would write off. Under this scheme the 
tax payable is £100. That is a very serious matter. You 
must get from him not only a return, but you must make 
a very careful effort to see that you have the right amount 
of income, and one would therefore be faced with dealing 
with half a million of these cases which are far from 
straightforward in addition to those which we deal with 
already. There is also a very substantial increase .in work 
in certain directions with the ordinary wage and salary 
earner. One of the great advantages of -Pay as You Earn 



Printed image digitised by the University of Southampton Library Digitisation Unit 



68 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



18 July , 1951] Mr. F. A. Cockfield, Mr. R. E. Beales, 

Mr. G. M. Williams, C.B.E., and Mr. R. U. L; Edwards 



[Continued 



which is perhaps often overlooked is that it does succeed 
in sweeping lip with comparative ease the miscellaneous 
adjustments on a man’s tax liability. For example, if a man 
has a salary and also owns his own house, we do not raise 
a separate assessment on the house and come along to him 
and collect the tax : we set off the net annual value of the 
house against his income tax allowances in arriving at his 
code number for Pay as You Earn purposes, and the tax 
is collected quite automatically week by week and at the 
end of the year the right amount of tax has been collected, 
no assessment is made, and that is an end of the matter. 
But under a scheme of this nature where you have no 
coding at all, where the employer merely deducts 5s. in the 
pound, you cannot possibly bake the net annual value of 
the house into account in dealing with the tax on his 
weekly wage ; you have to come along at the end of the 
year and raise an assessment on it and collect the tax 
specifically. We cannot give you an exact figure for the 
total number of people below £600 a year owning their 
own houses, but I feel there must be several millions 
of them. 

575. You have taken all that into account, but still think 
you would have a saving of 10,000 to 15,000?— We have 
tried to be perfectly frank about this. We think, taking 
all these factors into account, the scheme would still show 
on the Inland Revenue side a saving of between 10,000 
and 15,000. 

576. Of course, in your memorandum you say that 
that saving would be more than offset by the increased 
staff that you think the Ministry of National Insurance 
would require? — Yes Sir. 

577. That statement was received, if I may say so, with 
considerable scepticism by Sir Arthur this morning, and 
I want to know a little more about it. Should I address 
my questions to you, or would you rather Mr. Williams 
answer on this? — So far as that side is concerned, I think 
my colleague Mr. Williams is in a much better position 
to answer your question than perhaps I am. 

578. I will put it this way; the suggestion was this, 
that there was nothing very complicated in issuing books 
of coupons when everybody had to have them, their quali- 
fications did not have to be investigated. It was not a 
question of seeing whether they had paid a certain number 
of contributions, it was simply a question of issuing the 
book to everyone. It was suggested, therefore, that it was 
difficult to believe that that would require an addition to 
your staff of some 10,000 or 15,000 persons, I use that 
phrase because I do not want to distinguish between gentle- 
men and ladies for this purpose, for what Sir Arthur 
thought a rather simple job? — Mr. Williams'. On the basis 
of 38 million people, I have deliberately . . . 

579. I thought it was 50.5, the figure we were given? — 
The children would be taken in with the adults, that leaves 
us 39 million and on the basis of 38, allowing for a certain 
loss, the extra staff would amount to 28,000. That is quite 
apart from doing away with contributions, I would like 
to come to that separately. It is based . . . 

580. I do not mind when you do it, but some time I 
want to know what the 28,000 people would be doing? — 
I am afraid I should have to go into some detail. 

581. Certainly, we want it because your figures have 
been challenged and therefore we want the full justification 
for them. — The cost of issuing the books at Newcastle, 
or wherever else we might propose to do it, would be 
26,500 staff. We already employ 4,500 there in issuing 
books to pensioners and issuing family allowance books. 
I have deducted them, thus leaving a net 22,000. Then in 
■the local offices we should require altogether 11,500 to deal 
with people on the spot, to record their changes and take 
new claims. We already employ 5,500 on similar work in 
connection with pensions, so that leaves a net 6,000 extra 
in about 1,000 local offices. 

582. That makes your extra 28,000?— Yes. 

583. Going away from that, I would like to ask you 
this question: Lady Rhys Williams in her supplemental 
memorandum has suggested that the issue of these books, 
which have, to go one to every person in the population, 
just as in the case of ration books, could be quite simply 
done by the same staff and at the same time? — I can only 
say in reply to that that our system of issuing family allow- 
ance books which, is what I am basing this on, is highly 
mechanised. It is done in the cheapest possible way and 



it would be quite impossible to do anything on a local 
basis at anything like that cost. It would cost a much 
greater number of staff to do it. 

584. What struck me about it is this: that when you 
are dealing with pensioners and the like there are a lot 
of things you have to check as to the person’s right to 
receive the book. When you are issuing one book to every" 
person, every man woman and child in the country, that 
checking disappears and the only thing you have to see is 
that you do not issue two books to the same person. I 
should have thought that was a simpler operation without 
requiring the same staff for checking that you would have 
under the old system. I think that is what the suggestion 
is, and I would like your comment on it? — The only 
way to avoid issuing more than one book to a person is 
to have a record and to mark against that record when 
a book is prepared and sent out. 

585. Yes, but one would have thought, pursuing Lady 
Rhys Williams’ suggestion, that if that process is just as 
essential where ration books are concerned as it would be 
as regards coupon books and if the two were issued at 
the same time by the same person, why could not one ■ 
person do both checks? 

586. Mr. Hicks : Why should they not put the coupons j 
at the end of the ration book? 

587. Chairman : That is another suggestion. In either I 
way, could not the work be done by one person instead : 
of two? — That might effect a saving on the issue of ration 
books, but the two things are rather different, one is money 
and the other is a piece of paper which, if it has any 
money value at all, is only an illicit one. We cannot issue 
books worth £26 each . . . 

588. In a sense the ration book is just a bit of paper, 

it is a bit of paper which if you had not got it would leave ; 
you to starve or be deprived of some of the essential ] 
elements of your diet. I observe that Lady Rhys Williams 
suggests that we should have to combine your Ministry 
with the Ministry of Food. I do not propose to go into 
that aspect of the question, but I cannot for the moment 
see why the same man should not be able to do both jobs. 
The check in the case of the ration book is, I think, the 
production of the identity card. Why should that not be 
equally effective in the case of coupons, unless you have • 
reason to believe there are a number of forged identity 
cards? 

589. Miss Sutherland : Would you not have to have 
some check on the cashing of the coupons which you j 
do not have with ration books, because if they are worth I 
10s. each there is the possibility that they might be stolen 
out of another person’s ration book? 

590. Chairman-. I am coming to that. Mr. Williams I 
has not yet dealt with the question of collecting the j 
money, he is at the present moment dealing with the 
question of how you get the coupons into the hands of ji 
the beneficiary. I think I am right in saying it is sug- 
gested that should be done either through the employer 
or the Post Office. I do not think you have got to the 
question of honouring the coupons? — No, not yet. 

591. Mr. Kaldor: You say you employ 4,500 people 
now to issue family allowance coupons and old age pen- 
sions together ; how many million people aTe affected by 
these two schemes? — 7} million. 

592. It is true, is it not, that in each of these cases you 
have to check that the people in question are entitled; 
in other words, that there are children under 16 years 
of age and with new children the production of the birth 
certificate is required, and you have to check that they ; 
were resident in the country for the period in question, ij 
and the same with old age pensions. Would not the ; 
greater part of the work of these 4,500 people be con- > 
cerned with this checking, the checking of entitlement to ■ 
the allowances or pensions? — The work you speak of 
arises when a new claim is made or some change ocours, j 
Most of the work which I have costed here is concerned 
with issuing renewal books once a year or issuing new 
books on a change. There is no elaborate checking except 
that on the first claim you must make sure that there is . 
such a child, speaking of family allowances, and that be : 
is living with his mother or whoever is claiming. 

593 . Chairman : 26,500 merely on this thing seems such ; 
a very big staff, that is the first impression? — It is about 
700 staff per million claims. 
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594. Mr. Kaldor : It would be interesting ,to know how 
many people 'the Ministry of Food employs in connection 
with the issue of ration books. 

595. Chairman: It would not be fair to expect Mr. 
Williams to answer that, we can find that out through 
the Secretary afterwards. At any rate you t hink you 
would require 28,000 extra staff purely in connection with 
the issue of the books, that is right, is it not? — Yes. 

596. Let us pass from that to the question of how the 
coupons are to be met. Do you visualise extra staff on 
that, or would that be done through the Post Offices, or 
how? — The simplest way of all would be to do it through 
Post Offices. That is, if they could handle the traffic. 
The cost for the Post Office is about a quarter of a million 
pounds per million claims, so .that is £9£ million. 

597. The cost? — That is the total cost we should have 
to pay the Post Office. 

598. That is not the 10s. per coupon? — The present 
cost is £| million for every million books current. If you 
take that same cost, it would be £91 million. 

599. Mr. Millard Tucker : That is roughly a present 
cost of £2 million. There are 8 million people roughly 
and on that basis, eight times a quarter of amillion, itwould 
be £2 million. 

600. Sir Harry Qill : If you put it another way it is 5s. 
per book, is it not? — That is not the basis of the charge, 
but that is What it comes to. 

601. And that books covers 12 months, does it not? — 
Yes. 

602. Chairman : Does not that look as though the Post 
Office are having their pound of flesh? — They cash 52 
orders a year ; it is only about one penny per order. 

603. Does that mean that is their estimate of the cost 
of the extra staff they have had to employ in order to 
honour your coupons so to speak? — It is not solely staff, 
there is stationery and accommodation and so on which 
has to be provided. 

604. Have you any idea how many extra staff carrying 
out the pension work is involved in Post Offices? 

605. Sir Harry Gill : Will not most of these be cashed 
at sub-Post Offices where the Postmaster is paid on a 
commission basis? — I do not think perhaps that it is our 
business to go into what the commission rate is. 

606. Chairman : No. On that view it would not involve 
any extra staff because the sub-Postmaster does it himself. 

607. Sir Harry Gill: "I know of sub-Post Offices where 
they are cashing 1,000 of these a week and it must mean 
that the sub-Postmaster has got to have some additional 
staff to do it. 

608. Chairman: If the Liberal Party scheme were 
adopted and there was a great increase in the number of 
million people that the Post Offices have to deal with, 
let us assume it was 10 million, you would not expect 
the cost to multiply by 10, would you, because they 
should 'be able to deal with more people without multiply- 
ing it by 10? You would not expect to have to pay 
£2,500,000? Should not there be a reduction in the charge 
per million people if the quantity went up? — I am afraid 
it is impossible to answer that, because if the effect were 
to necessitate in one place a larger office or enlarged 
accommodation, all that has to be paid for. In some 
cases there might be some slack winch could be taken 
UP- 

609. If I have followed you, so far as honouring the 
coupons is concerned, you cannot give us any evidence 
as to the quantity of staff required, you can only say 
what you think the cost might be?— Yes. Could I just 
add this? What I have given is the gross cost, I have 
not taken any account so far of any savings on con- 
tributions work. 

610. I should like information on that. — That is not as 
great as it would seem. The total staff employed on 
contributions work in the Ministry is about 9,000, of 
which 4,000 are at Newcastle running the Records Office 
and 5,000 are in local offices. If we did away with con- 
tributions, I am afraid that, though we might save that 
work, we should give ourselves additional work because, 
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apart from their use as a method of raising revenue, they 
are also a means of establishing a person’s employment 
status. 

611. For what purpose do you require that? — Certainly 
for the purpose of unemployment insurance and sickness 
benefit. Unless the Liberal Party contemplate that every- 
body should receive unemployment benefit and sickness 
benefit for the mere asking, we must employ some test, 
as of course we do at the moment. 

612. What is 'the test you apply? — It is a test of a- 
certain number of contributions over a certain period. 

613. Chairman: They do of course visualise quite 
clearly that the qualifying period should disappear arwl 
that everybody should be entitled to their benefit without 
any qualifying period. 

614. Mr. Millard Tucker: The moment you are born- 

615. Chairman: The moment you go to employment 
and then become unemployed. I do not think a baby of 
one could claim unemployment 'benefit. 

616. Mr. Kaldor: Is it for unlimited periods? 

617. Chairman : I understood Sir Arthur to say quite 
clearly this morning that under the Liberal Party scheme 
there would be no qualifying period. All you would, 
have to prove was that you had been employed and you 
were now unemployed. — So that if a married woman took: 
one week’s work and then became unemployed and went 
to the employment exchange she could then get benefit 
indefinitely? 

618. She has to hold herself as being willing to take 
employment. — I am afraid it would be rather necessary 
to look at the lady’s past record, though that might not 
teE us the future. That is the sort of point I wanted to 
make. 

619. You mean there would be some saving as against 
the 20,000* but not the fuU 9,000 who are employed on 
the contributions ; is that the .position? — Y es. 

620. Is there anything more you want to add from your 
point of view on this question of extra staff before I 
hand you over to Mr. Tucker? — No. 

621. Sir Harry Gill: There is just one point. Would 
there not be a contra-saving on the Post Office by not 
having to issue ah these unemployment stamps and so 
forth, is that not a credit? Just what it is worth I would 
not like to say, but it is on the credit side. — The cost 
of that is £1 million a year. 

622. Chairman: AE told? — Yes. 

623. Sir Harry Gill : Is that the cost including the 
aUowance to sub-Postmasters for commission and 'so 
forth? — That is the total cost to us, what we pay the 
Post Office fox serving the stamps. 

624. Mr. Millard Tucker: Mr. Williams, I just want 
to see if we have this quite right. At the present moment 
there are 4,500 staff dealing with the issue alone of books 
for family aUowances and books to pensioners? — Yes. 

625. That is for miEion. That is roughly one issu- 
ing person to about 1,900 recipients? — Y es. 

626. CaU it 8 miEion ; Mr. Cockfield is a wizard at 
figures. — Mr. Cockfield: Each clerk issues 1,900 books. 

627. That is what I said, 1,900. I am glad to find 
my figures are right. You want an extra 22,000 staff for 
this issuing work plus another 6,000 on the spot ; that 
makes the 28,000? — Mr. Williams: Yes. 

628. The number of books to be issued wiE then go un 
from about 8 miEion by roughly 43 miEion? — No, j 
should think we should lump them together. If a person 
in receipt of a personal allowance became entitled to 
retirement pension the two things would be lumped to- 
gether. 

629. Yes, but instead of dealing with 8 miEion we are 

going to deal with roughly 51 miEion, is not that right? 
— Yes. I was looking at it from the point of view 0t f 
how many books we should issue, which I was assuming 
would be 38 million. s 

630. I am merely looking at the number of peopj e 
If it is an extra staff of 22,000 for an extra 43 milli on that 
is an extra person for every 2,400 people, or roughly that? 
— If you put it on the basis of the number of peopx e 
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yes. I was not thinking of a book per person but one 
for the family, one for the mother and children. 

631. Do the children’s allowances go in the family? — 
Yes. 

632. Chairman: That would defeat the Liberal Party 
scheme bemuse that visualises that the mother should re- 
ceive the children’s allowances ; if you issue them in the 
father’s book . . . ? — I am sorry, I had assumed they 
would remain with the mother. 

633. Mr. Millard Tucker: So the mother gets a book 
and the father gets a book ; that cuts down the amount 
of work, does it not? — It still leaves us with 38 million. 

634. 38 million books altogether? — Yes. 

635. You are now issuing 8 million? — Yes. 

636. So it is 30 million extra books and 22,000 people 
to do it, is that right? — Yes. 

637. What do they do for the rest of the year? — They 
are issuing them all the year round ; it is done in a cycle. 

638. You are not issuing 38 million all the year round, 
are you? You will have a few people being born of 
course in the course of a year but everybody more or 
less has to start on the 1st January with a book, do they 
not? — No, the whole issue is staggered ; one-fiftieth is 
re-issued each week. That is quite apart from the new 
ones. 

639. Chairman : Borrowing the language of holidays, 
you stagger your families? 

640. Mr. Kaldor: That means that each clerk on the 
average deals with six persons per day. The working day 
of a clerk is to issue six coupon books on your calcula- 
tions? — Yes, but that is not all that he does. 

641. Mr. Millard Tucker: What does he do with the 
rest of the time? 

642. Mr. Bullock : In many cases they correct the mis- 
takes they make. 

643. Mr. Millard Tucker: I should like to know in all 
seriousness? — They also correct the mistakes that the 
claimant makes. 

644. Mr. Kaldor: In the National Health Service a 
doctor is supposed to be able to look after 2,000 or 3,000 
patients . . . 

645. Mr. Millard Tucker: I am not questioning this; 

I am just groping for information. It does seem a colossal 
staff, does it not, for such work, an extra 22,000 people 
just doing nothing else all the year but issuing these books? 
— 'I do not think I have implied that that is all they are 
doing. 

646. What else will they do besides that? — The main 
trouble of course arises in connection with changes, new 
births, children becoming adults, people dying, etc. 

647. When they become adults they leave their mother’s 
book and go out into the cold world themselves? — Yes ; 
other factors are changes of address and things of that 
sort. 

648. I can imagine there will be a certain amount of 
clerical work throughout the year, but it does seem a very 
high .proportion of staff to the number of beneficiaries? — 
We have also to account for the money that is paid. 

649. What I want to ask is in making your estimates 
have you taken your present basis of 4,500 for 8 million 
and then roughly done a little multiplication sum, or on 
what footing have you based the estimate of the increased 
staff? — I have taken the cheaper of the two operations, 
that is to say the handling of the family allowance books ; 
I have based it on that. 

650. Because one of the witnesses said — “ Won’t this be 
a colossal amount of work for somebody” they rather 
pooh-poohed him, but you seem to support it — there is a 
lot of work? — Yes. 

651. And a considerable amount of expense incurred in 
doing it? — Yes. 

652. What would be the average remuneration of these 
28,000 people, £300 a year? — I should say about £400 
now. 

653. Come on Mr. Cockfield, how many millions is that 
per annum? — Mr. Cockfield: For the additional 22,000 
it is about £9 million. 



654. I see, according to the Royal Commission on 
Population, that the average annual births per annum for 
1946 to 1948 was 934,000, and the deaths are about 557,000. 
That means you have roughly 1,500,000 new entries and 
changes to make during the course of the year, that is the 
changes you are talking about as to extra work? — Mr. 
Williams : Plus changes of address. 

655. Then on top of that you have the birds who leave 
the nest ; what else besides that?— Changes of address, 
people going abroad . . . 

656. They still get their money if they go abroad?— 
Not if they go outside . . . 

657. Chairman: Not if they settle. 

658. Mr. Millard Tucker : It is true to say — what is 
the figure Mr. Cockfield? — Mr. Cockfield: £9 million a 
year. 

659. Chairman : That is of course without the deduction 
in respect of your saving? — Yes, that is so. 

660. Chairman : Later on when Mr. Tucker has finished 
I will ask you for the net figure. 

661. Sir Harry Gill: I do not know whether this work 
has ever been scientifically measured. I should imagine 
there are two phases of the work we have been talking 
•about, the issue of a card and all this extra work of 
changes, ins, outs, transfers and so forth. Would you say j 
over all that the mere issue of the card, the .mechanical i 
issue of the card, is the smallest portion of the work in 1 
connection with a case, looking at each individual as a 
case? Are the etceteras with regard to eligibility, changes 
and so forth the cause of more work than the actual 
mechanical writing of a card? — Mr. Williams: Yes, most 
certainly. 

662. Mr. Millard Tucker : But, Sir Harry, the individual 
can only die once. 

663. Sir Harry Gill : He can move twice a week ; he 
can only die once and only be born once. I can see a 
considerable difference between the merely mechanical 
process of writing a card and the other processes ; to know 
that the card has been correctly written and that in fact it 
should be written ,at that time, and that it should go to 
so and so. As I understand it now, our friends say that 
those etceteras outside the writing of the card cost more 
work than the actual process of writing the card? — I may 
/say that we do not write the card at .all ; it is all done 
by machine. 

664. Miss Sutherland : But it is the same point. For in- 
stance, take the Board of Trade clothes coupons during 
the war. They were issued at the end of the ration books 
and the Board of Trade’s responsibility ended when they 
had got them carefully worked out so that they were not 
easy to forge. When they got them out with fhe book 
you wrote your address on them, and the Board of Trade 
was indifferent as to what you did with them or what 
your address was provided the right coupons were spent 
by someone ; they made no attempt .to check. But you 
want to be certain they are being spent by the right person, 
and you want to keep your records of that person’s career 
in a way the Board of Trade never did for clothes 
coupons? — Yes. 

665. Mr. Millard Tucker: So it is not quite right to 
dismiss airily the extra staff in this. The cost of the 
scheme in issuing these books and dealing with them is 
quite a serious problem in manpower? — Yes. 

666. I have asked iMr. Williams all I have to ask him, 
but there are one or two points I want to ask Mr. 
Cockfield. 

667. Chairman: I think we should first complete our 
examination of Mr. Williams. 

668. Mr. Carrington : I have only one question to ask. 
You told us there would be an increase of 6,000 in the 
number of persons employed at your local offices?— Yes. 

669. Would you tell me upon what work they would be 
engaged? — They would be dealing with enquiries by people 
who were getting into difficulties with claims and books 
and so on. They would be dealing with the notification 
of changes ; if a person changes his address he would 
go into the local office and tell them. 

670. That is the callers at your local offices of the 
Ministry of National Insurance? — If a new child is bom 
they would go into the local office and notify it there. 
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671. Would there be any saving of staff if you ceased 
having stamped cards? In other words would you save 
anything in manpower by not having to send inspectors 
round to see that the employers were stamping insurance 
cards? — Yes, we certainly should, but as I tried to suggest 
just now part of the saving would be taken up by the 
extra work we should have to do in dealing with claims 
for unemployment benefit and sickness benefit in order 
to be sure that the person was genuinely in the employ- 
ment field. I think Sir Arthur Comyns Carr mentioned 
the point himself that an employed person would certainly 
need some sort of identifying card to say that he was a 
genuine worker. 

672. That would presumably be cross-checked by the 
Inland Revenue under this scheme? — I think it is more 
likely to mean the employers having to provide a record 
of employment. 

673. Miss Sutherland: We have been talking about 
these employees as if they were all clerks. I suppose only 
a proportion of them would in fact be doing the work 
concerned with the issue of the cards and you would have 
others backing them up. What proportion are supet- 
numaries, people on the back line? — About three-fifths 
would be clerical staff and the rest messengers, porters, 
typists, people who work pneumatic tubes and so on. 

674. So our rough calculations of the number of cards 
per person ar.e very rough indeed and do not represent the 
truth at all? — Yes. 

675. Mr. Kaldor: May I ask Mr. Williams one or two 
more points on this. Taking a 40 hour week, on your 
calculations each clerk would on the average handle one 
person per hour of work? — Yes. 

676. In answer to Miss Sutherland you just said that 
only about three-fifths of the clerks would be engaged on 
that, two-fifths would be some sort of overheads connected 
with this, but even on a three-fifths basis you would get 
40 minutes per claim. Clearly in all those cases where 
there are no new births, no deaths and no change of 
address the work cannot take anything near 40 minutes, 
if it is mechanised it will take hardly any time at all ; 
if on the other hand you take only the people who have 
to be recorded because of one of these changes I mentioned 
their number would not be 50 million but perhaps only 
at a maximum 5 million a year? — I should say it would 
be much more than that. 

677. More than 5 million? — Yes. I did make a rough 
calculation that, apart from change of address, I just do 
not know the number of .those, one in every four family 
allowance claims or books has to be withdrawn and a 
new one prepared and issued every year, so you have got 
an increase of 25 per cent, straight away. 

678. Chairman : Owing to changes in conditions do you 
mean? — Y es. 

679. Mr. Kaldor : Would not that largely arise because 
of the fact that family allowances are only payable for 
the second or subsequent children and only up to the 
age of 16? All these qualifying clauses would require, I 
can see, a great deal of checking. If you simply pay 10s. 
to everybody in the country and everybody is entitled 
to the same sum as long as he or she is alive there would 
not be all this checking? — There is no difficulty about not 
paying for the first child. It does not require any checking. 
You simply exclude it ; if there are five children you pay 
for four, there is nothing in that. 

680. Supposing you take the number at 10 million, the 
people who require some extra work every year, you 
would still get on that figure five times, say, 40 minutes, 
which is 200 minutes or over three hours of a clerk’s 
actual time to deal with those. You do not think that is 
excessive? — I do not agree with the basis of calculation 
but I am afraid I cannot now put another in its place. 

681. You have not made at the Ministry of National 
Insurance any actual tests on the amount of time involved 
in dealing with a particular change or a particular claim? 
— I think we know pretty accurately, but I have not got 
the information here. 

682. Mr. Hicks : I wonder whether Mr. Williams has 
fully allowed for the fact that under the Liberal scheme 
at any rate everyone is supposed to get exactly the same 
allowance of 10s., every man, woman and child, and 
therefore so far as all that side is concerned there is no 
question about allotting people by status at all or fitting 

13944 



them into particular groups. All you have to do is to 
establish that one book is going to one person, not more 
than one, and nobody is being left out? — My remarks were 
not addressed to this, they were addressed to unemploy- 
ment benefit and sickness benefit. Personal allowances 
would of course be hardly affected at all. 

683. But why do the unemployment benefit and sickness 
benefit require more staff than at present? I can see 
that they require a good deal of the same staff as at 
present, that you are not getting rid of staff in the process, 
but I do not see why they require extra staff? — I do not 
think I said they did. What I said was that the number 
of staff that would be saved by abolishing contributions 
would be partly needed to meet other work which would 
arise in having no contributions, if you had to make 
special enquiries and so on in order to determine the 
person’s status. There would be some saving. 

684. It means that this 20,000 are not really extra 
people required in the Ministry of National Insurance? — 
There would be some saving which I would put at 4,000. 

685. Chairman : If I follow you, you do not suggest that 
there would be any saving or any 'increase in staff because 
of unemployment benefit. You cannot want any more 
staff to deal with unemployment 'benefit than at present? — 
On the present level, no. 

686. Obviously if unemployment goes up ; that is not 
the point. This scheme would not make any difference 
on unemployment, that is Mr. Hicks’s point. Then he 
says this: there are no complications at all involved in 
the personal allowance, the only point is one man, one 
book. What is puzzling him is how this 22,000 extra 
staff required on that can be required merely to see to 
the issue of one book for one man. He suggests there 
cannot he the number of changes . . . 

687. Mr. Hicks: For example I do not see the change 
of address matters. 

688. Chairman : Let me just see if I have your point. 
You cannot see how the number of changes that take place 
in a year, extra births or deaths and that kind of thing or 
people growing up, can necessitate the employment of 

22.000 more people. That is the point I think Mr. Hicks 
is putting? — Mr. Williams: I think the same number of 
changes relatively will take place whether you have 
3 millio n, or 20 million. If it takes X staff to do 3 million, 
presumably it would take 10 X to do 30 million. 

689. Mr. Kaldor : But do you maintain that the X staff 
to deal with the present numbers is largely engaged in the 
mere job of issuing coupons, not in the checking of entitle- 
ment? That is my suspicion that you need a large staff 
now because people only get coupons in so far as they 
have children who are entitled to them or, with old age 
pensions, they are of pensionable age and so on. The 
greater part of this work would automatically be saved 
if everybody were entitled to the same coupon and all you 
had to check was whether a person exists, is alive and 
is in the country? — I have taken the simpler process 
of family allowances, as I said just now, not pensions 
which is more complicated. 

690. Chairman : What is suggested I think is that you 
have got’ these people dealing with family allowances and 
if you remove all qualifications as a condition of the 
issue of a book, those same people should be able to 
assume some more work and it should not be necessary 
merely to multiply the number of people by the number 
of extra books. 

691. Mr. Kaldor: On Mr. Williams’ calculations where 
there are actual changes there appears to be at least a 
minim um of 200 minutes involved with a single person 
per year, and I just cannot see it. Mr. Chairman, there 
may be some other way. We were told by Mr. Cockfield 
that the Inspectors’ Branch of the Inland Revenue requires 

40.000 people to check and deal with the returns, to assess, 
to check 50 million income tax cases, is that right? — Mr. 
Cockfield: The estimated staff of the Chief Inspector’s 
Branch for the year 1951-52 is 31,200. The number of 
people they deal with- is about 21 million, including 
those who are not aotually liable to tax but who necessarily 
come within the machine. 

692. Am I right in supposing that “ dealing ” here in- 
cludes everything, it includes preparing an income tax 
return, checking that income tax return, preparing an 
assessment, does “ dealing ” include all that? — It includes 
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everything we have to do other than the direct collection 
where that is necessary, which is handled by the Account- 
ant General’s Branch. I did endeavour to make it clear 
at the beginning that in many cases we did not issue an 
annual income tax return form ; we issue about 15 million 
a year. Very often of course we do not re-code each 
year if no changes have been made in the Budget. We 
may carry forward the existing code number from one 
year to another. Nor, if I may say so, do we assess 
everybody at the end of the year under the scheme which 
at present exists. Where the code number is right and 
the right amount of tax has been deducted we merely 
check that and no formal assesment is made. 

693. I think you will agree that dealing with income 
tax is a far more difficult and complicated business than 
issuing family allowance coupons as such, is it not? 

I am merely suggesting, Mr. Chairman, that if the Inland 
Revenue requires 31,000 to deal with the whole adminis- 
tration of income tax, these numbers seem to be very 
immoderate. 

694. Chairman : I thought this was not quite the same 
thing. Mr. Cockfield was talking about the Inspectors 
Branch : is not there a Collectors Branch as well?— Yes, 
there is a Collectors Branch. 

695. Mr. Kaldor : The same thing is true about insur- 
ance. We are only talking about people involved in 
issuing coupons, not the work involved in cashing them, 
and I think it is very much the same distinction. 

696. Mr. Crick: Mr. Williams, I think you said you 
employed about 9,000 people on coileating National Insur- 
ance contributions? — Mr. Williams-. In collecting and in 
recording and in supplying information when the claims 
are mad6. 

697. That would include the collection of contributions 
from self-employed people? — Yes. 

698. Would you say that man for man the collection 
from a self-employed person is more difficult than collec- 
tion from the employer or the employee?— In the case of 
the employed person of course the collection is done by 
the employer, it is done for us. The self-employed per- 
son does his own, and the only point at which we have 
contact with him is if the inspectors go round and find 
he has not been doing what he should have been doing. 

699. That means that a larger .proportion of the 9,000 
is attributable to the work of collecting from self- 
employed people? — No, Sir. We do nothing to collect the 
money from self-employed people, they do their own 
contributions and send in their own cards which we 
record. 

700. How do you make sure he does that? — We do 
that by checking and by inspecting, but we do not employ 
a large staff to do it. 

701. It is quite a small staff, is it? It would not be 
any set-off against the staff the Inland Revenue would 
want to collect tax on lower levels from people they now 
do not bother about? — No. 

702. Sir Harry Gill : Just one point. I thought Mr. 
Williams was on the moderate side rather than making 
any attempt at exaggeration. I want to put this point 
with regard to old age pensioners. There are obviously 
a number of people who are doing some work after they 
are 65, and that entails sending back the book, examina- 
tion and all that kind of thing, and I take it that quite a 
few people are spending their time doing that, otherwise 
it looks an appalling situation when a man is dealing with 
one card every hour. With regard to the alteration made 
by the present Budget, is that work going to be lessened 
by allowing a man to earn £2 a week without any altera- 
tion? — It should make quite a difference. 

703. That will save you some staff? — Some staff, yes. 
May I just repeat that in these calculations I have made 
I have dismissed all the more difficult work connected 
with pensions and I have simply taken the family allow- 
ances cost as being the cheapest. 

704. Sir Harry Gill: There was one point I wanted 
to put to Mr. Cockfield. 

705. Chairman ; We are coming to Mr, Cockfield after- 
wards, 



706. Mr. Greenwood : My question is perhaps a little 
unfair. After what has been said this afternoon I should 
like to ask Mr. Williams whether he sticks to his figure 
of 28,000 additional .people: if pressed again that would 
be the definite figure you would give? — I am not going 
to say that if we were presented with a final scheme and 
were asked to cost it out we should necessarily come to 
exactly the same figure, but I think it would .be very 
much like that. 

707. Chairman : I think we have put all the questions 
we want to put to Mr. Williams. Shah we now resume 
examination of Mr. Cockfield? 

708. Mr. Millard Tucker : Mr. Cockfield, under the 
present rates of tax at what stage does a married man 
without children begin to pay tax?— Mr. Cockfield : For 

1950- 51 with an earned income it is £225 a year; for 

1951- 52 it will be £237 10s. Od. 

709. That is a bit on the low side for earnings now, 
is it not?— The average industrial wage is about £7 10s. 0d., 
of course there is a big dispersion on either side. 

710. Yes, I know, I am just considering this question 
about incentive. You said a man could do a certain 
amount of overtime to-day without being liable for any 
tax? — Yes. 

711. Will there be many of those people?— There are 
6 million of them who do not pay any income tax at all 
at the moment. 

712. Wage earners? —They are mostly wage earners, 
they are mostly married men with children. Of the 
6 million, just over 4 million are married with children, 
about 1 million are married without children and rather 
less than 1 million are single persons, mainly single persons 
with dependants. You see, if a man has a number of 
children, he can earn quite a lot before he pays any tax. 

713. Yes, on the other hand the urge to do overtime is 
greater, is it not, if you have a lot of children? — His needs 
are greater. 

714. That makes the urge, does it not? — I should have 
thought so. 

715. Supposing the wage earning population got used 
to the idea that no matter what you earned you would 
have 5s. in the £ taken off it, do you think it would be 
such a disincentive? You would get used to the idea 
after a year or so ; it did not take them long to get used 
to P.A.Y.E. Once they got used to the idea that everybody 
is going to pay tax do you .think it would be such a dis- 
incentive to overtime, for example? — I should have thought 
it would still have remained a considerable disincentive 
as compared with the present system under which so 
many people pay nothing at all on their overtime and the 
great majority of those who are left pay, if one may take 
the 1950-51 rates, only 2s. or 4s. net in the £. It does 
seem to me to be a rather difficult argument to say that 
if you only put up the rate of tax you increase the 
incentive to work overtime. 

716. Of course, at the present moment, with the lower 
rates and the £110 or £180 free of tax, the average rate 
I agree is low, but when a man does overtime and then 
begins to get into the 9s. 6d. rate he may think that is 
not worth while?— He may very well do. 

717. I quite agree. What I am thinking is, get them used 
to the idea no matter what .they earn. No matter what, 
they have 5s. in the £ for this .purpose taken from .them. 
Do you think that .there will be any real disincentive 
effect?— There is one preliminary point I should like to 
deal with on that. 

718. Please do. — You did mention people liable to the 
Standard Rate, but neither the Liberal Party scheme, nor 
indeed any of the other schemes, does -anything to reduce 
the tax on the man liable at the Standard Rate. They 
impose a supplementary tax the purpose of which is to 
bring out .the total rate paid by people above £600 a 
year, or whatever other figure you like to take, to what 
in effect is the existing rate of tax now after allowing 
for earned income relief, about 7s. in the £. 

719. Yes?— So far as those people are concerned, that 
is in effect the existing Standard Rate payer, the Liberal 
Party scheme and .the other schemes leave that person in 
exactly the same position as he is at present. The only 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MINUTES OF EVIDENCE 



73 



18 July , 1951] Mr. F. A. Cockfield, Mr. R. E. Beales, 

Mr. G. M. Williams, C.B.E. and Mr. R. U. L. Edwards 



[ Continued 



place the argument on incentive can come in is with the 
people below £600 a year, and the position there at the 
moment is that the great majority of them pay on over- 
time a rate of tax which is less than 5s. in the £, and 
under the Liberal Party scheme 'they would all pay 5s. : 

I find it very difficult to believe that if you put up the 
rate of tax as compared with what it is at the moment 
you are going to encourage people to work overtime. I 
should have 'thought the reverse would have happened. 

720. Yes. You are assuming, are you not, that the 
£600 a year man will be paying tax at 7s. at the moment? 
— I am perfectly prepared to agree that the figure which 
the Liberal Party have taken, namely £600 a year, may 
not coincide 'precisely with the point at which the indivi- 
dual begins to pay tax at that rate at the moment b.ut, 
broadly speaking, it does. After all there is a balance of 
taxable income of £250 which is not chargeable at the 
Standard Rate, and if one adds that to the personal allow- 
ances and takes account of the Earned Income Relief .... 

721. And .the child allowance . . .? — The personal 
allowances generally, that is single personal allowance, 
married personal allowance, the children’s allowances, the 
dependent relative allowance, housekeeper allowance, 
whichever may be appropriate in the individual case, one 
comes out with a figure which is about £600 a year. In 
the various proposals presented by Mr. Haynes and Mr. 
Kirton, they did in fact compute a starting figure for 
their supplementary tax which was precisely the same as 
the starting figure for liability to the Standard Rate under 
the present system. 

722. Reverting to this question of saving of staff of the 
Revenue, you seem to agree that there would be a saving 
of 10,000 to 15,000 staff in the Inland Revenue? — That is 
the figure we put in our original memorandum, and we 
adhere to it. 

723. Mr. Williams on the other hand says there will be 
an increase of staff of the Ministry of National Insurance 
of 28,000. That is the final figure, is it not, 28,000? So 
that if .those figures are right we should be adding 13,000 
further employees in the Civil Service? — It depends 
whether you take our upper figure or our lower one. 

724. I am 'taking your upper one because it is the most 
favourable. You say you might save 15,000 people? — We 
said 10,000 to 15,000. Perhaps I may say this: one 
of the difficulties we were up against in computing this 
figure is that none of the sahemes, and I am not in 
any way criticising them for it, goes into real details. 
Therefore one does not quite know what we would be 
expected to do under a scheme of this character, and a 
certain amount of imprecision in the estimates is therefore 
inevitable. 

725. Is .that saving of staff mainly in the Inspectorate 
Branch? — No, it is entirely clerical ; it must be so because 
the Inspectors’ main jobs are first of all the responsibility 
for the running of the offices and, secondly, dealing with 
trading accounts. Now under this scheme you have more 
trading accounts to deal with, not less. 

726. I am sorry, Mr. Cockfield, for using a wrong 
expression. I .thought you were dealing with the two 
branches in the main which you call Inspectorate on the 
one hand and Collection on the other. I did not mean 
to say it would reduce the number of Inspectors neces- 
sarily but the numbers employed in what I call the 
assessing branch as opposed .to the collection branch. Is 
your 15,000 mainly in the assessing branch? — The position 
is that there is in the Chief Inspector’s branch a saving 
greater than the total figure, and there is an offset against 
that in the collection branch. Under this scheme there 
are a very large number of items of income which would 
have to be assessed separately and where the collector 
would have to collect the money from the individual 
taxpayer instead of its being dealt with automatically 
through PA.Y.E. as at present. 

727. For example, I suppose, everybody becomes liable 
to tax including the infant whose godparents have put 
a „ few P° unds into the Savings Bank for it? — Theoretic- 
ally, yes. 

728. That would be done by deduction? — One could do 
it by deduction. 

729. There would be no question of repayment claims, 
would there? — Not in that instance. 



730. I mean you would have no such repayment claims 
as you now have by people with small incomes for re- 
covery of tax deducted from dividends? — The difficulty 
with a scheme of this character is that one has two rates 
of tax applying to unearned income. One has in effect a 
9s. rate applying to incomes over £600 and a 6s. rate 
applying to incomes under £600. At what rate of tax are 
you going to deduct? 

731. I think the answer would be that you make all 
these people surtax payers : it would be a great compli- 
ment to them. They would be able to say “Now I am 
a surtax payer”, the moment they go over £600. You 
do not want two or three lots. You would have one 
Standard Rate and then . . . ?— You would then have 
direct assessment on the people over £600. That in effect, 
if I may say so, is what we assumed in making these 
computations. It is not the only .possibility but may I 
return to the question of the interest? Is the point which 
you are putting to me that you should not deduct the tax 
from the Post Office interest but recover it by direct 
assessment? 

732. No, no, ithat means more work. — I should have 
thought it did. 

733. That means 50 million returns a year. — But un- 
fortunately there is no clean solution to any of these 
problems. If for example one deducts tax at 9s. from 
Post Office interest one is all right for the people over 
£600, but one then has to repay the people under £600. 
Exactly the same position applies in the case of company 
dividends. 

734. I am coming to that. How under this scheme would 
you deal with company dividends? I presume the present ' 
system of the company paying the tax on the whole of its 
profits and then deducting the appropriate amount from 
•its dividends would be maintained as far as we know?— 
What would then happen would be the company would 
deduct .tax at .the Standard Rate. It would be all right 
for the people with incomes above £600 ; for the people 
with incomes below £600 you would have to make a 
specific repayment. 

735. Chairman : That depends what you take to be the 
Standard Rate. If you took 5s. in the £ as the Standard 
Rate, the alternative would be you would increase the 
number of people who would have to pay what in effect are 
surtax returns.— Exactly. You get caught in one difficulty 
or the other. It was for this reason we thought it necessary 
to draw attention to this problem in our original 
memorandum. 

736. Mr. Millard Tucker : As I understand the Liberal 
Party scheme, companies would be taxed on the footing 
of 6s'. on undistributed profits up to some figure and 3s. 
on the same undistributed profits up to another figure, 
what figure I am not sure?— I do not think they intended 
that at all. I think what they intended doing was to 
charge the company 9s. in the £, namely 6s. plus 3s. on 
the whole of its undistributed profits. As a matter of 
practical administration one would do exactly what one 
does at present, that is, charge them 9s. in the £ on the 
whole of their profit and leave them to recover 9s. from 
the part they pay out as dividends. 

737. They would deduct 9s.? — Yes, then one would be 
left in the unenviable position of having to repay all the 
people below £600. 

738. Would you not have to make more repayments 
then?— Yes. 

739. On the whole it would increase the number? — 
Yes. One of the real difficulties with this scheme is that 
while at present so. many of these miscellaneous diffi- 
culties, such as small items of subsidiary income or small 
items of dividends where tax has been deducted at the 
Standard Rate can be swept into the P.A.Y.E. coding and 
dealt , with automatically, under this scheme in most in- 
stances you have to take each item and deal with it 
specifically. 

740. That is what puzzled me, as to how you got such a 
saving of staff, as big as 15,000 out of 31,000?— The 
criticism we were subject to before was that the figure 
ought to be greater than 15,000. 

741. I know, but what I am trying to find out is why 
you are able to save such a great amount as 15,000 out 
of 31,000. It is half. — The answer is that as regards 
the great majority, not all but the great majority below 



Printed image digitised by the University of Southampton Library Digitisation Unit 



74 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



18 July 1951] Mr. F. A. Cockfield, Mr. R. E. Beales, [ Continued 

Mr. G. M. Williams, C.B.E. and Mr. R. U. L. Edwards 



£600 a year, the system is genuinely more simple than the 
present one. As far as we are concerned we would only 
issue return forms to this class of person every third year. 
There would he no code number to go to the employer 
and probably, unless there was other income, there would 
be no check at the end of the year. 

742. No? — And this does represent a substantial saving 
against which all these other items must be set. We did, in 
fact, do a detailed computation of the staff we would 
require and the difference between that figure and the 
existing staff is this saving which we have put to you. 

743. Yes? — -The actual saving came out at 10,800, but 
because of the impreciseness of the original scheme with 
which we were dealing we thought perhaps it was fairer 
to give a round figure of 10 to 15 thousand rather than 
tie ourselves down within a couple of hundred. 

744- Yes. You get the same repayment claims in any 
event in cases where there is bank interest payment? — 
You do. 

745. You get the same repayment claims as you get now 
for charities? — Yes. Presumably they propose to continue 
the existing exemption in favour of charities which, after 
all, is very old established. 

746. We are not dealing with that for the moment, we 
are assuming that they will. You would still have those? 
— We would still have those. 

747. Building Society Interest? — It is a little difficult to 
see just what they propose to do about Building Societies. 
This is one of the real problems of administration. If, 
for example, a man has bought a house with a mortgage 
from a Building Society, it is not uncommon in these days 
to find that the allowable interest is greater than the 
Schedule A Assessment. At present in those cases we 
give the additional allowance in the P.A.Y.E. coding. 
Under this scheme it would have to be by way of a 
specific repayment. 

748. Yes, I see. — Assuming of course, the man was 
under £600 a year. 

749. Thank you, Mr. Cockfield. That answers all I 
want to know. 

750. Mr. Carrington : The only question 1 want to ask 
is this. Have any attempts been made to simplify 
P.A.Y.E. since it was introduced in 1944 or 1945 and if 
so have those attempts been successful? — Yes, an enor- 
mous amount has been done in that direction. Perhaps 
I might quote one particular thing, namely the introduc- 
tion of what started by being extra-statutory non-assessing 
and which subsequently became statutory non-assessing. 
Under the original scheme it was contemplated that at 
the end of the year an assessment would be* raised on 
every single individual coming under P.A.Y.E. We came 
to the conclusion that this would impose upon the Depart- 
ment an impossible burden of work. In most instances 
the amount of tax involved was frightfully small and we 
did obtain the authority of the Chancellor not to raise 
assessments over a wide part of the field, and subsequently 
we were given statutory authority to do that. That has 
saved an immense amount of staff. There have been other 
devices which have been introduced. For example, when 
we started with P.A.Y.E. it was contemplated that when 
the allowances were altered in the Annual Budget, every- 
body would have to be re-coded. After a year or two 
we hit upon an ingenious device under which in most 
instances we can alter the value of the code number in 
the tables instead of altering the coding for the individual 
taxpayer: this has meant that when there have been 
Budget changes the amount of work involved has been 
very greatly reduced. It has always been our object 
throughout to try to streamline the procedure under 
P.A.Y.E. to the utmost extent. 

751. Have you made any attempt, if so with what 
degree of success, to cut down the employer’s work by 
simplifying the code tables and the literature published 
with the code tables?— I think the point there really is 
that the amount of work which is imposed on the em- 
ployer under the present system is quite inevitable if 
you start from the point of view that you must collect 
tax during the year which is the right amount of the 
liability. You can ensure that you collect the right amount 
of tax by the end of the year without subsequent adjust- 
ment only if you have a cumulative system of the kind 



that we have under P.A.Y.E., and if you ensure that 
when the man moves from one employer to another 
cumulation is continued. It is the position, however, f 
that the larger employers have been able to introduce a ! 
very, large measure of mechanisation in dealing with the 
tax deductions and to integrate them with their ordinary \ 
pay roll procedure. 

752. Your tax tables though are simpler, are they not, s 
than they were five years ago? — The tax tables are differ- 
ent from what they were five years ago, and the great 
merit of the new table is not that it imposes less work 

on the employer, it might indeed be held that it imposes h 
more, but that it is very much smaller and if you have 
a change in the Budget which involves the production of 
new P.A.Y.E. tables you can do them very much more 
quickly than you could with the old type of very large 
table. 

753. The old fable was about the size of a London tele- ! 
phone direotory, was it not? — It was considerably larger, 
because almost a complete shelf of my bookcase every 
year used to consist of a complete set of P.A.Y.E. tables, 
and I believe they contained about 30 million separate 
computations. But they did take about six months to 
produce, and it was felt by the Chancellor that it was ! 
quite impossible to have a time lag of six months between 
the date of introduction of a Budget and the date when 
changes of taxation were reflected in the pay packet, 
And, as you will have seen this year, we have succeeded 

in getting that time lag down to very reasonable propor- i 
tions. The new tables this year were introduced on the ■ 
25th May following a Budget statement on the 10th April, 
and that is entirely due to the introduction of this new ; 
kind of table. 

754. Mr. Hicks: I am not sure whether this is quite 
the right moment to introduce this, but the question 
which I should like to ask at this point is rather some- 
thing of this kind. Supposing that the proposal which 
was under discussion was varied in this particular way: 
that instead of being asked what would happen if every- 
body was made liable to income tax in the sort of way 
that has been suggested, the proposal had been put in 
this form: that the income fax exemption limit should [ 
be raised so as to bring no larger a proportion of the 
total population liable to income tax than was the case, ; 
let us say, in 1938, that the present sooial insurance con- j 
tribution should be abolished, but that in place of that : 
contribution and at the lower end of income tax, a new | 
tax should be introduced, or new contribution we might 1 
call it, which was to be on a more or less proportional | 
basis, but the exact conditions of which — such as what 
income was to be liable to it, what exemption if any was § 
to be given and so on — could be discussed de novo, dis- • 
cussed entirely from the point of view of what was the 1 
fairest system which could be brought about within that '■ 
frontier in order to get a reasonably inexpensive system 

of collection and assessment. It would probably be the 
case, I imagine, that it would not be necessary, since the 
thing would be quite separate from the ordinary income 
tax, to give some of the more elaborate concessions in 
such a tax as are given in the ordinary income tax. The 
fact that it would be a substitution for the definitely less 1 
carefully adjusted arrangement of the poll-tax contribu- g 
tion would mean that you could afford, you would be 
securing, a .greater degree of fairness, even if you were 
rather rougher than you were in the ordinary income tax. 
Have you given any thought as to what possibilities there 
are in that type of arrangement? — This is of course a very 
interesting suggestion. As I understand it what you pro- 
pose is that the existing income tax should be confined to 
what I might describe as the middle and upper income 
groups, and that the low groups should be subjected to | 
an entirely new tax of a much simpler kind. 

755. Yes? — I think all I can say at this stage is that | 
if one introduced a new tax of that character it would {' 
probably have quite considerable advantages in some 
directions but you would almost certainly have disadvan- 
tages in others, and the problem which one is faced with 
is weighing the advantages against the disadvantages to §• 
see whether on balance the scheme was an improvement f 
on the existing one or not. One would like to see a f 
scheme of that sort in rather more detail before commit- | 
ting oneself to what in fact the advantages or disadvan- 
tages were. 
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756. Mr. Kaldor: I want to ask Mr. Cockfield, rather 
thinking on the same lines as Mr. Hicks, instead of pur- 
suing for the moment the question of what would happen 
if you bring everybody into income tax, what would 
happen if you reduced a number of people now liable to 
tax. Incidentally in your figures in paragraph 35 of the 
Inland Revenue Memorandum you mention that 
there are 19 million people with earned incomes below 
£600 but above the exemption limit of £135 a year. Of 
these at present six million pay nothing at all. In addi- 
tion I take it there may be about three millio n people, 
roughly speaking, who have earned incomes under £135 
a year. Would that be correct?— We have no precise 
information ourselves about people whose incomes are 
below the income tax exemption limit, but a comparison 
of our figures with what other data is available suggests 
that there are several million people with earned incomes 
below the income tax exemption limit. Whether the figure 
is precisely three or rather different I am not in a posi- 
tion to say, but obviously three is not far wrong. 

757. So the Liberal Party scheme or Lady Rhys 
Williams’s scheme would bring in nine million additional 
people to income tax? — It might well do so. 

758. You say four million people pay only 2s. in the 
pound at present and a further eight and a quarter 
million pay 4s. in the pound. Have you any figures of 
how much money they bring in, the four million people 
who pay only 2s. in the pound?— We can supply you 
with such information. The total amount of course paid 
by the people paying at 2s. is obviously very small because 
their average taxable income will be, say, just under £25. 
Their tax bill therefore, on average, is about £2 10s. a 
year and four million of them therefore would pay in the 
aggregate £10 million. 

759. Could you net this figure if you take the adminis- 
trative costs involved in collecting £10 million from four 
million people? — The cost is obviously very small. The 
total cost of running the Inland Revenue Department is 
only between £20 and £30 million, and that covers all 
our 21 million customers, some of whom, of course, are 
very large companies where the amount of work on the 
accounts may be very substantial indeed. The cost per 
head for the small taxpayers is very small. 

760. Yes, I see. And you have not any figures to show, 
if the exemption limit were reduced so as to put it beyond 
most if not all wage earners and then abolished P.A.Y.E., 
what sort of loss that would imply in smaller revenue? — 
There is a very difficult technical problem there if I may 
put' it, and that is this: suppose you raise the effective 
exemption limit for the married couple so that it becomes 
£500 instead of being £225 with Earned Income Relief as 
it was in 1950-51 ; it is admittedly true that the tax paid by 
the people below £500 who would then be exempted from 
tax may not be very substantial, but you cannot exempt the 
man earning £499 altogether from his tax and continue 
to charge the man whose income is £501 the existing tax 
bill which may amount to a fairly substantial amount. 
One must therefore, as it were, taper off the relief above 
£500. If one does this by the simplest method which is a 
very big lift in the personal allowances, the aggregate cost 
of it runs into several hundreds of million pounds, not 
because of what you give to the people below £500 but 
because of what you give to the people above £500. 

761. Mr. Crick-. In paragraph 39 of your document 
there appears this passage — after stating your manpower 
savings in Inland Revenue: “There would also be a 
considerable saving in industry but we are not in a position 
to quantify this.” Was any attempt made when P.A.Y.E. 
was introduced to guess at the burden in terms of man- 
power that this scheme was to impose upon employers? — 
Well, Sir, if it is guesswork which you are content with, 

I am perfectly prepared to make some current guesses, 
but I ought quite frankly to say that we have not the 
information on which to make an estimate which I would 
be prepared to support as being entirely accurate. 

762. I would far rather have a statistician’s guess than 
an amateur’s estimate— What information we have sug- 
gests that with the large concern which has an efficient pay 
roll procedure and a highly mechanised one, the staff cost 
on the employer is probably of the order of one clerk per 
4,000 employees. In the case of the small concern where 
there is no mechanisation it may be as high as one clerk 
for 800 employees. If one took a figure of one clerk for 



2,000 employees it would give a staff cost on industry a-S a 
whole of something of the order of 10,000 clerks, font 
whether the true figure is 10,000 or 15,000 I am not really 
in a position to say, but it is clearly of that order. 

763. Thank you. I wanted to get a figure of some sort 
with all the qualifications that you give to it. — May I 
make it clear that if you introduce a scheme of tine 
character you have been discussing you would not sweejp 
away the whole of that work. There would still be n 
great deal which the employer would have to do and that 
means that his aggregate saving would only be some 
fraction of your starting figure of 10 or 15,000. 

764. His saving would not be as great as the savings in 
Inland Revenue? — No. 



765. Is there any notion of similar figures, perhajos 
Mr. Williams could answer this, in respect of National 
Insurance contributions?— Mr. Williams: I am afraid we 
have no information at all. 



766. Would it be possible to arrive at what Mr. Cocle- 
field called a guess, an informed guess?— Cert ainl y not an 
informed guess. 

767. Nor even an uninformed guess. Mr. Cockfield, 
on a different point altogether, would you say that it is true 
as a generalisation that the smaller average amount of 
tax per head collected in any group of taxpayers the larger 
the cost per pound collected?— That depends entirely on. 
whether they are taxpayers of a like nature. For 
example I would not like to make any direct comparison 
between the cost of collecting small amounts under 
Schedule D and the cost of collecting small amounts 
under P.A.Y.E., but if one takes, say, P.A.Y.E. itself, 
the cost of collecting very small sums is obviously greater 
per pound collected than the cost of collecting very large 
sums. It takes almost as much effort to deal with tire 
employee with £500 a year as it does to deal with tire 
employee with £1,500 a year and obviously you get much 
more tax for your efforts out of the £1,500 a year than 
you do out of the £500 a year man. 

768. The same, broadly, would apply to the person whuo 
is not an employee? — It would. 



769. So that broadly speaking if one takes groups -of 
like cases my generalisation would be true? — It is. 

770. Is the progression steep?— I would not like to 
express any opinion on that, but I should imagine that if 
one takes, for example, P.A.Y.E. where the conditions 
are very similar for one employee and another, there 
would be what one might almost describe as standing 
charges for every man who comes into the system Jf 
he has an income of £200, £300 or £500 you still have 
the same necessity for issuing the return form, computing 
the code number, notifying ithe employer and so forth. 

771. Mr. Bullock: I suppose as a statistician you would, 
say that every advantage in life has its corresponding dis- 
advantage?— I think that is perhaps an expression of 
opinion which would not be confined to statisticians. 



772. Are not all employers compelled to return the 
earnings of their employees?— They are and have been 
for a very long time. 

773. How do you say, therefore, you have no know- 
ledge of the earnings of people— in replying to a question 
just now? — I do not quite know what question you are 
referring to? 

774. I thought Mr. Kaldor was questioning you about 
the number below a certain level? — We are perfectly pre- 
pared to produce the most detailed figures giving the 
number of people in each income group and the amount 
of tax they pay. Those figures, indeed, are already pub- 
lished in our 92nd Report and in the annual White Paper 
on National Income and Expenditure. I am frightfully 
sorry if I gave the wrong impression on that 



775. You were talking about disincentives — but before 
I speak to you about that I was going to ask you whether 
the great virtue of P.A.Y.E., or as many factory workers 
say “ Pay all you earn ” is that it gets you the money 
much more easily with less work and with less bad debts ? 
— Pay As You Earn was introduced following pressure 
from the ordinary taxpayer that he should be allowed to 
pay his tax currently, out of his earnings. It was not 
introduced primarly as an administrative way of collecting 
tax. In 1940 we did introduce a scheme for collecting 
income tax in arrears on the basis of assessments actually 
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£600 a year, the system is genuinely more simple than the 
present one. As far as we are concerned we would only 
issue return forms to this class of person every third year. 
There would 'be no code number to go to the employer 
and probably, unless there was other income, there would 
be no check at the end of the year. 

742. No? — And this does represent a substantial saving 
against which all these other items must be set. We did, in 
fact, do a detailed computation of the staff we would 
require and the difference between that figure and the 
existing staff is this saving which we have put to you. 

743. Yes? — The actual saving came out at 10,800, but 
because of the impreciseness of the original scheme with 
which we were dealing we thought perhaps it was fairer 
to give a round figure of 10 to 15 thousand rather than 
tie ourselves down within a couple of hundred. 

744. Yes. You get the same repayment claims in any 
event in cases where there is bank interest payment? — 
You do. 

745. You get the same repayment claims as you get now 
for charities? — Yes. Presumably they propose to continue 
the existing exemption in favour of charities which, after 
all, is very old established. 

746. We are not dealing with that for the moment, we 
are assuming that they will. You would still have those? 
— We would still have those. 

747. Building Society Interest? — It is a little difficult to 
see just what they propose to do about Building Societies. 
This is one of -the real problems of administration. If, 
for example, a man has bought a house with a mortgage 
from a Building Society, it is not uncommon in these days 
to find that the allowable interest is greater than the 
Schedule A Assessment At present in those cases we 
give the additional allowance in the P.A.Y.E. coding. 
Under this scheme it would have to be by way of a 
specific repayment. 

748. Yes, I see. — Assuming of course, the man was 
under £600 a year. 

749. Thank you, Mr. Cockfield. That answers all I 
want to know. 

750. Mr. Carrington : The only question I want to ask 
is this. Have any attempts been made to simplify 
P.A.Y.E. since it was introduced in 1944 or 1945 and if 
so have those attempts been successful? — Yes, an enor- 
mous amount has 'been done in that direction. Perhaps 
I might quote one particular thing, namely the introduc- 
tion of what started by being extra-statutory non-assessing 
and which subsequently became statutory non-assessing. 
Under the original scheme it was contemplated that at 
the end of the year an assessment would be; raised on 
every single individual coming under P.A.Y.E. We came 
to the conclusion that this would impose upon the Depart- 
ment an impossible burden of work. In most instances 
the amount of tax involved was frightfully small and we 
did obtain the authority of the Chancellor not to raise 
assessments over a wide part of the field, and subsequently 
we were given statutory authority to do that. That has 
saved an immense amount of staff. There have been other 
devices which have been introduced. For example, when 
we started with P.AY.E. it was contemplated that when 
the allowances were altered in the Annual Budget, every- 
body would have to be re-coded. After a year or two 
we hit upon an ingenious device under which in most 
instances we can alter the value of the code number in 
the tables instead of altering the coding for the individual 
taxpayer: this has meant that when there have been 
Budget changes the amount of work involved has been 
very greatly reduced. It has always been our object 
throughout to try to streamline the procedure under 
P.A.Y.E. to the utmost extent. 

751. Have you made any attempt, if so with what 
degree of success, to cut down the employer’s work by 
simplifying the code tables and the literature published 
with the code tables?— I think the point there really is 
that the amount of work which is imposed on the em- 
ployer under the present system is quite inevitable if 
you start from the point of view that you must collect 
tax during the year which is the right amount of the 
liability. You can ensure that you collect the right amount 
of tax by the end of the year without subsequent adjust- 
ment only if you have a cumulative system of the kind 



that we have under P.A.Y.E., and if you ensure that 
when the man moves from one employer to another 
cumulation is continued. It is the position, however, 
that the larger employers have been able to introduce a 
very, large measure of mechanisation in dealing with the 
tax deductions and to integrate them with their ordinary 
pay roll procedure. 

752. Your tax tables though are simpler, are they not, 
than they were five years ago? — The tax tables are differ- 
ent from what they were five years ago, and the great 
merit of the new table is not that it imposes less work 
on the employer, it might indeed be held that it imposes 
more, but that it is very much smaller and if you have 
a change in the Budget which involves the production of 
new P.A.Y.E. tables you can do them very much more 
quickly than you could with the old type of very large 
table. 

753. The old table was about the size of a London tele- 
phone direotory, was it not? — It was considerably larger, 
because almost a complete shelf of my bookcase every 
year used to consist of a complete set of P.A.Y.E. tables, 
and I believe they contained about 30 million separate 
computations. But they did take about six months to 
produce, and it was felt by the Chancellor that it was 
quite impossible to have a time lag of six months between j 
the date of introduction of a Budget and the date when 
changes of taxation were reflected in the pay packet. 
And, as you will have seen this year, we have succeeded 
in getting that time lag down to very reasonable propor- 
tions. The new tables this year were introduced on the 
25th May following a Budget statement on the 10th April, 
and that is entirely due to the introduction of this new 
kind of table. 

754. Mr. Hicks: >1 am not sure whether this is quite 
the right moment to introduce this, but the question 
which I should like to ask at this point is rather some- 
thing of this kind. Supposing that the proposal which 
was under discussion was varied in this particular way: 
that instead of being asked what would happen if every- 
body was made liable to income tax in the sort of way 
that has been suggested, the proposal had been put in 
this form : that the income tax exemption limit should 
be raised so as to bring no larger a proportion of the 
total population liable to income tax than was the case, 
let us say, in 1938, 'that the present social insurance con- 
tribution should be abolished, but that in place of that 
contribution and at the lower end of income tax, a new 
tax should be introduced, or new contribution we might 
call it, which was to be on a more or less proportional 
basis, but the exact conditions of which — such as what 
income was to be liable to it, what exemption if any was 
to be given and so on — could be discussed de novo, dis- 
cussed entirely from the point of view of what was the 
fairest system which could be brought about within that 
frontier in order to get a reasonably inexpensive system 
of collection and assessment. It would probably be the 
case, I imagine, that it would not be necessary, since the 
thing would be quite separate from the ordinary income 
tax, to gjve some of the more elaborate concessions in 
such a tax as are given in -the ordinary income tax. The 
fact that it would be a substitution for the definitely less 
carefully adjusted arrangement of .the poll-tax contribu- 
tion would mean that you could afford, you would be 
securing, a greater degree of fairness, even if you were 
rather rougher than you were in the ordinary income tax. 
Have you given any thought as to what possibilities there 
are in that type of arrangement? — This is of course a very 
interesting suggestion. As I understand it what you pro- 
pose is that the existing income tax should be confined to 
what I might describe as the middle and upper income 
groups, and that the low groups should be subjected to 
an entirely new .tax of a much simpler kind. 

755. Yes? — I think all I can say at this stage is that 
if one introduced a new tax of that character it would 
probably have quite considerable advantages in some 
directions but you would almost certainly have disadvan- 
tages in others, and the problem which one is faced with 
is weighing the advantages against the disadvantages to 
see whether ort balance the scheme was an improvement 
on the existing one or not. One would like to see a 
scheme of that sort in rather more detail before commit- 
ting oneself to what in fact the advantages or disadvan- 
tages were. 
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756. Mr. Kaldor : I want to ask Mr. Cockfield, rather 
thinking on the same lines as Mr. Hicks, instead of pur- 
suing for the moment the question of what would happen 
if you bring everybody into income tax, what would 
happen if you reduced a number of people now liable to 
tax. Incidentally in your figures in paragraph 35 of the 
Inland Revenue Memorandum you mention that 
there are 19 million people with earned incomes below 
£600 but above the exemption limit of £135 a year. Of 
these at present six million pay nothing at all. In addi- 
tion I take it there may be about three million people, 
roughly speaking, who have earned incomes under £135 
a year. Would that be correct? — We have no precise 
information ourselves about people whose incomes are 
below the income tax exemption limit, but a comparison 
of our figures with what other data is available suggests 
that there are several million people with earned incomes 
below the income tax exemption limi t. Whether the figure 
is precisely three or rather different I am not in a posi- 
tion to say, but obviously three is not far wrong. 

757. So the Liberal Party scheme or Lady Rhys 
Williams’s scheme would bring in nine .milli on additional 
people to income tax? — It might well do so. 

758. You say four million people pay only 2s. in the 
pound at present and a further eight and a quarter 
million pay 4s. in the pound. Have you any figures of 
how much money they bring in, the four million people 
who pay only 2s. in the pound? — We can supply you 
with such information. The total amount of course paid 
by the people paying at 2s. is obviously very small because 
their average taxable income will be, say, just under £25. 
Their tax bill therefore, on average, is about £2 10s. a 
year and four million of them therefore would pay in the 
aggregate £10 million. 

759. Could you net this figure if you take the adminis- 
trative costs involved in collecting £10 million from four 
million people? — The cost is obviously very small. The 
total cost of running the Inland Revenue Department is 
only between £20 and £30 million, and that covers all 
our 21 million customers, some of whom, of course, are 
very large companies where the amount of work on the 
accounts may be very substantial indeed. The cost per 
head for the small taxpayers is very small. 

760. Yes, I see. And you have not any figures to show, 
if the exemption limit were reduced so as to put it beyond 
most if not all wage earners and then abolished P.A.Y.E., 
what sort of loss that would imply in smaller revenue? — 
There is a very difficult technical problem there if I may 
put' it, and that is this : suppose you raise the effective 
exemption limit for the married couple so that it becomes 
£500 instead of being £225 with Earned Income Relief as 
it was in 1950-51 ; it is admittedly true .that .the tax paid by 
the people below £500 who would then be exempted from 
tax may not be very substantial, but you cannot exempt .the 
man earning £499 altogether from his tax and continue 
to charge the man whose income is £501 the existing tax 
bill which may amount to a fairly substantial amount. 
One must therefore, as it were, taper off the relief above 
£500. If one does this by the simplest method which is a 
very big lift in the personal allowances, the aggregate cost 
of it runs into several hundreds of million pounds, not 
because of what you give to the people below £500 but 
because of what you give to the people above £500. 

761. Mr. Crick: In paragraph 39 of your document 
there appears this passage — after stating your manpower 
savings in Inland Revenue: “There would also be a 
considerable saving in industry but we are not in a position 
to quantify this.” Was any attempt made when P.A.Y.E. 
was introduced to guess at the burden in terms of man- 
power that this scheme was to impose upon employers? — 
Well, Sir, if it is guesswork which you are content with, 
I am perfectly prepared to make some current guesses, 
but I ought quite frankly to say that we have not the 
information on which to make an estimate which I would 
be prepared to support as being entirely accurate. 

762. I would far rather have a statistician’s guess than 
an amateur’s estimate. — What information we have sug- 
gests that with the large concern which has an efficient pay 
roll procedure and a highly mechanised one, the staff cost 
on the employer is probably of the order of one clerk per 
4,000 employees. In the case of the small concern where 
there is no mechanisation it may be as high as one clerk 
foy 800 employees. If one took a figure of one clerk for 



2,000 employees it would give a staff cost on industry as a 
whole of something of the order of 10,000 clerks, but 
whether the true figure is 10,000 or 15,000 I am not really 
in a position to say, but it is clearly of that order. 

763. Thank you. I wanted to get a figure of some sort 
with all ithe qualifications that you give to it. — May I 
make it clear that if you introduce a scheme of the 
character you have been discussing you would not sweep 
away the whole of that work. There would still be a 
great deal which the employer would have to do and that 
means that his aggregate saving would only be some 
fraction of your starting figure of 10 or 15,000. 

764. His saving would not be as great as the savings in 
Inland Revenue? — No. 

765. Is there any notion of similar figures, perhaps 
Mr. Williams could answer this, in respect of National 
Insurance contributions?— Mr. Williams: I am afraid we 
have no information at all. 

766. Would it be possible to arrive at what Mr. Cock- 
field called a guess, an informed guess?— Certainly not an 
informed guess. 

767. Nor even an uninformed guess. Mr. Cockfield, 
on a different point altogether, would you say that it is true 
as a generalisation that the smaller average amount of 
tax per head collected in any group of taxpayers the larger 
the cost per pound collected?— That depends entirely on 
whether they are taxpayers of a like nature. For 
example I would not like to make any direct comparison 
between the cost of collecting small amounts under 
Schedule D and the cost of collecting small amounts 
under P.A.Y.E., but if one takes, say, P.AY.E. itself, 
the cost of collecting very small sums is obviously greater 
per pound collected than the cost of collecting very large 
sums. It takes almost as much effort to deal with the 
employee with £500 a year as it does to deal with the 
employee with £1,500 a year and obviously you get much 
more tax for your efforts out of the £1,500 a year than 
you do out of the £500 a year man. 

768. The same, broadly, would apply to the person who 
is not an employee? — It would. 

769. So that broadly speaking if one takes groups of 
like cases my generalisation would be true? — It is. 

770. Is the progression steep?— I would not like to 
express any opinion on that, but I should imagine that if 
one takes, for example, P.A.Y.E. where the conditions 
are very similar for one employee and another, there 
would be what one might almost describe as standing 
charges for every man who comes into the system. If 
he has an income of £200, £300 or £500 you still have 
the same necessity for issuing the return form, computing 
the code number, notifying ithe employer and so forth. 

771. Mr. Bullock: I suppose as a statistician you would 
say that every advantage in life has its corresponding dis- 
advantage? — I think that is perhaps an expression of 
opinion which would not be confined to statisticians. 

772. Are not all employers compelled to return the 
earnings of their employees?— They are and have been 
for a very long time. 

773. How do you say, therefore, you have no know- 
ledge of the earnings of people— in replying to a question 
just now? — I do not quite know what question you are 
referring to? 

774. I thought Mr. Kaldor was questioning you about 
the number below a certain level? — We are perfeotly pre- 
pared to produce the most detailed figures giving the 
number of people in each income group and the amount 
of tax they pay. Those figures, indeed, are already pub- 
lished in our 92nd Report and in the annual White Paper 
on National Income and Expenditure. I am frightfully 
sorry if I gave the wrong impression on that. 

775. You were talking about disincentives — but before 
I speak to you about that I was going to ask you whether 
the great virtue of P.A.Y.E., or as many factory workers 
say “ Pay all you earn ” is that it gets you the money 
much more easily with less work and with less bad debts? 
— Pay As You Bam was introduced following pressure 
from the ordinary taxpayer that he should be allowed to 
pay his tax currently, out of his earnings. It was not 
introduced primarly as an administrative way of collecting, 
tax. In 1940 we did introduce a scheme for collecting 
income tax in arrears on the basis of assessments actually 
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made. There was a great deal of agitation on the point 
that because the tax was collected in arrear if the earnings 
fell there might be great hardship, and it was represented 
that it would be much more satisfactory if the tax could 
be collected from the earnings when they were earned so 
that the high earnings bore the high tax and the low 
earnings bore the low tax, and at the end of the year the 
man was straight with the Inland Revenue. He had dis- 
charged his tax and there was no question of his having 
a large tax bill hanging over his head in the event of 
unemployment, sickness or (retirement. 

776. I know that the greatest disincentive of course, is 
the tax itself, but do you not think it would be much 
better for the average taxpayer who is paying under 
P.A.Y.E. if, on that slip that you send him showing what 
his code number is, it was put explicitly what the income 
was and what the tax would be likely to be upon certain 
revisions one way or the other throughout the year. The 
thing seems to be shadowed in mystery from the point 
of view of the average factory worker and causes quite a 
good deal of discontent? — My own impression was that 
the average worker understood the operations of P.A.Y.E. 
rather clearly and of course tax tables are available in 
all large works. They are in the hands of the Trade 
Unions and they may also be consulted in public libraries 
for people to check their tax deductions if they so desire. 

777. I would not know much about Trade Unions, but 
I was going to ask you one other question. In considering 
disincentives is not the greatest disincentive the fact that 
the employer is the vehicle through which the cut in the 
man’s wages takes place and that causes quite a good deal 
of trouble among men generally wherever they congre- 
gate and talk about these matters? — But does that not 
arise essentially from the fact that in these days you do 
collect a substantial amount of tax from people and it is 
the tax which they have <to pay which causes the pinch of 
the shoe. The only alternative to some system of collec- 
tion from wages currently is a system of direct collection 
from the man at the end of the year and with taxes at 
their present rates it would be quite impossible to come 
along at the end of the year and ask the ordinary working 
man to pay £40, £50 or £60 tax in one sum. 



778. Sir Harry Gill : I have only one question. When- 
ever disincentives have been referred to you have always 
stressed the position (that there are, I think, six million 
workers not subject to tax? — Yes. 

779. Will not a great number of that six million be what 
might be termed borderline cases? — There are obviously 
some of them whose total income is not far short of the 
point at which they would be liable to tax. 

780. I think there must be a considerable number ; I am 
of the opinion that those borderline cases are more con- 
cerned about their income tax position and not getting 
gathered into the net than anyone else, and that it is 
those people who will think out ways and means not to 
be caught in the income tax net. — This is, if I may say 
so, largely a matter of opinion upon which very little fac- 
tual information one way or another is available, but J 
would point out that these figures are, if I may use a tech- 
nical term, ex-post and not ex-ante. You are in effect 
looking at what happened by the end of the year, and if 
the man has paid no tax by the end of the year he could 
not have been deterred by the tax, and therefore the figure 
of his income must include any overtime he worked. 

781. Yes. If in the borderline cases he watches that, 
he does not work that extra time, but as you say that is 
a matter of opinion. I merely want to bring out 
the fact that it is not quite right to rule' out 
all those six million as not being affected. — The point 
we were making, if I may say so, is that under the present 
system virtually all the 19 million people below £600 a 
year would pay less tax than they would under the Liberal 
Party scheme where the rate of tax proposed is 5s., and 
•that point is equally valid whether the man is in the 
income group which produces no liability at all or whether 
he is in the lowest taxable group, where, for 1950-51, the 
effective rate of tax on earned income is only 2s. in the 
pound. 

Chairman : We are very much obliged to you and your e 
colleagues for coming here this afternoon. We may want j 
some further assistance but that is all we have to ask j 
you for the moment. 



The witnesses withdrew. 
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TERMS OF REFERENCE 



“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages : to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: and to make recommendations consistent with main- 
taining the same total yield of the existing duties in relation to the national income.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads under 
which evidence was invited. They explained that the list was not necessarily exhaustive and that 
witnesses could put in evidence on questions not specifically mentioned, provided that they fell within 
the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of : — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and contributions ? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to: — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 
Q b ) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc. ? 

5. (a) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

( b ) Is the present distinction between profits liable to charge and those not liable to charge 

as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allowances, 

reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggregation; 

(b) in any other respect ? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes o / 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY THE FEDERATION OF BRITISH INDUSTRIES 



Note: In accordance with the wishes expressed by the 
Royal Commission the Federation has divided the written 
evidence which it wishes to submit into two parts and has 
followed the headings suggested in the notice issued on 
behalf of the Royal Commission. This memorandum 
deals only with Part A (“ General social and economic 
questions ”) ; a second memorandum dealing with Part B 
(“ Particular matters ”) will be submitted later. 



PART A. GENERAL SOCIAL AND ECONOMIC 
QUESTIONS 
Section 1 

Is the 'present system of taxation satisfactory, or could 

it be improved, in relation to : 

(a) incentives, 

(b) risk bearing, 

(c) encouraging savings, 

( d) the control of inflationary or deflationary 
tendencies, 

(e) the balance of payments, including the inflow and 
outflow to and from this country of capital for 
investment, 

(f) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions are considered in relation to the 
taxation of: 

(i) salaries and wages, 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

The burden of taxation as a whole 

1. The terms of reference restrict the Royal Commission 
to an inquiry into “ the taxation of profits and income ” 
and require the Royal Commission “ to make recom- 
mendations consistent with maintaining the same total 
yield of the existing duties in relation to the national in- 
come ”. The use of these words, it is assumed, precludes 
any consideration by the Royal Commission of either 
the general economic and social effects of the burden of 
taxation as a whole, including indirect taxation, or of 
the division of the tax burden between the direct taxes 
which fall directly upon profits and other forms of income 
and the indirect taxes, such as customs duties, excise 
duties, and purchase tcx which cannot be considered as 
falling under the heading of “ the taxation of profits and 
income ” 



2. It is the opinion of the Federation that these limita- 
tions are very regrettable because the main trouble with 
the present burden of taxation in its effect upon incen- 
tives, risk bearing, savings and the control of inflationary 
tendencies lies in the total weight of the burden. While 
some improvements can be effected the Federation does 
not believe that improvements in either the incidence of 
the tax or in the machinery of assessment and collection 
can remedy the present evils which spring from the weight 
of taxation as a whole, a consideration of which is alto- 
gether more important than any consideration of par- 
ticular aspects of any part of that burden. 

3. The principles upon which taxation is levied upon 
income are not independent of the level of taxation. What 
is appropriate and sound for taxation which takes only 
5 per cent, or 10 per cent, of the national income may 
be inappropriate and unsound when the burden amounts 
to 30 per cent, or 40 per cent, of the national income. 
Rules for the determination of income or profits which 
are accurate enough for the smaller tax burden become 
anomalous when applied to the higher burden. This is 
particularly true in its application to the taxation of pro- 
fits. The inadequacy or absence of any deduction for 
the depreciation of certain classes of assets may be 
tolerable when the rates of tax are low and may be 
offset by other imperfections in the determination of in- 
come, but when the rates are high they materially affect 
the incidence of tax between one class of business and 
another and may make the effective rate of taxation sub- 
stantially higher than the nominal rates. Similar con- 
siderations apply to the determination of the dividing 
line between income and capital or that between income 
which is taxable and income, such as certain forms of 
income in kind, which is not taxable. For these reasons 
the standard of accuracy in the determination of income 
which was acceptable when the Royal Commission on the 
Income Tax considered the matter in 1920 is no longer 
appropriate and does not produce equitable results today. 
Other anomalies arise through the inter-action of different 
taxes, e.g., income tax and estate duty, and reach serious 
proportions when the rates of both taxes are high. This 
question of considering taxation principles and practices 
not only in the abstract but in relation to the level of 
taxation recurs in the paragraphs below which deal with 
different aspects of the subject. 

The Taxation of Salaries and Wages 

4. The essential features of the existing system of 
taxation of wages and salaries are the same as for other 
forms of earned income. There is a limit, dependent 
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upon the circumstances of the individual, up to which the 
income is exempt: aibove this limit and up to a further 
£50 tax is charged at the lowest rate of 2s. 5d. taking 
the earned income allowance into account : above that 
and up to a further £200 the charge is 4s. 5d. : above 
that again and up to the level of £2,000 total earned 
income the rate is 7s. 7d. Thereafter the full standard 
rate of 9s. 6d. plus surtax comes into operation. 

5. It follows inevitably from our system where the 
rate of tax itself increases with increasing income that 
the average rate — the taxpayer’s effective rate on his total 
income— can be substantially less than the marginal rate 
on the top £1 of income. 

6. P.A.Y.E. is no more than machinery for the collec- 
tion of income tax on earnings on the basis of the current 
year. It operates automatically and immediately to apply 
to the periodic remuneration the rate of tax which is 
appropriate having regard to the income which has accrued 
since the beginning of the year of assessment and to 
the proportion of allowances which has accrued. It can 
happen, therefore, that, for a particular pay period where 
there has been an effort expended above the normal 
so that the earnings are exceptional, a rate of tax will 
be applied which is above the true average for the year. 
This tends to lead to misunderstanding of the real posi- 
tion by the employee. 

As is the case with any psychological considerations, 
the precise effect of such misunderstanding is difficult to 
evaluate. It may be that P.A.Y.E. has now been in opera- 
tion long enough for large numbers of people to realise 
that the “ excessive ” deduction will be compensated sub- 
sequently during the year and that the true average will 
ultimately emerge. It may also be that the number of 
individuals adversely affected by these considerations is 
a diminishing proportion of the total. 

7. Under the system of tax deduction in force for a 
short time immediately before the introduction of 
P.A.Y.E. the tax deduction was fixed in advance by refer- 
ence to an assessment based upon past earnings. The 
tax deduction under that system was fixed for each week 
(or month) for a period of six months and did not vary 
with current earnings. As a consequence extra earnings 
for extra work in any week did not attract extra tax 
in that week. A system under which deductions are 
fixed in advance and unvarying for a substantial period 
does not reveal so readily the progressive character of 
the tax and for that reason may have a smaller effect 
upon the will to do extra work for extra pay. This fact 
was known when P.A.Y.E. was introduced but the inequity 
and the hardships inherent in the previous system, or in 
direct collection upon an assessment made upon past 
earnings, were deemed to outweigh this feature of P.A.Y.E. 
which, by relating the amount of the tax deduction to the 
earnings from which the deduction is made, is 
demonstrably more equitable and less likely to lead to 
hardship. 

8. While agreeing that there is possibly some effect 
arising from the operation of P.A.Y.E. which might tend 
to discourage production, the Federation discounts the 
argument that P.A.Y.E. itself furnishes a major dis- 
incentive, and, while reserving the right to put forward 
comments and suggestions at a later stage in connection 
with the more detailed matters to be considered, it is 
inclined to the view that the principle of tax deduction 
at source on a current earnings basis should be retained. 

9. Real disincentive does arise from the weight of tax 
and its progressive nature. The average employee does 
understand, although in some cases perhaps only vaguely, 
that as his remuneration passes certain levels per annum 
the income above those levels moves into a different 
category as far as the rates of tax applicable are con- 
cerned. The [remuneration becomes progressively less 
attractive and the effort expended appears less worth- 
while. It is difficult to demonstrate factually to what 
extent this effect operates ; the problem of incentive is 
complex since it is related so closely to conventional 
standards of living and to the availability of consumer 
goods to satisfy additonal purchasing power produced by 
extra earnings. In principle it seems elementary that 
people will not work just as hard for lower net earnings 
as they will for higher net earnings. It can, of course, 
be argued that, on the contrary, if the individual’s own 
income is cut down in relation to his wants by reason of 
taxation, he will work harder to supply the deficiency ; 



but with oppressively high rates of tax this is not easy, and 
in any event the argument is one which would apply 
with force only if there were real necessity to make up the 
deficiency, that is to say if the necessities or near- 
mecessities of life would otherwise be unobtainable. 

10. Evidence of this effect upon industrial workers is 
given in the Reports of the productivity teams sponsored 
by the Anglo-American Productivity Council. There can 
be little doubt that the difference between the attitude of 
workers in the two countries is attributable, at least in j 
part, to the policy of providing security, free health and ; 
medical services, controlled rents and subsidised food, 
coupled with a steeply graduated tax structure which 
throws the main burden of both direct and indirect tax , 
upon marginal income. 

11. The discouraging effect of the steeply rising rate r 
of tax, accentuated by the abrupt changes in the marginal ; 
rate as different levels of income are reached, extends to 
all incomes once the exemption range is passed, although 
here again it must be recognised that this accentuation 

is secondary and arises out of the system under which 
the progressive rates of taxation come into effect. The 
burden is felt more in the lowest stages when over a short 
range of income the marginal rate rises in steps from nil 
to 7s. 7d. There is then a relatively extensive “ plateau ” 
and until the level of £2,000 per annum is reached the 
marginal rate remains at 7s. 7d. although the average rate 
steadily increases as a greater proportion of income attracts 
the higher rate appropriate to the “ plateau ”. Throughout 
this stage, although there is the obviously discouraging 
effect of the heavy taxation of the earnings, the additional 
discouragement arising from the penalty of an increased 
rate of tax on increased earnings is missing, and for this 
reason it is probably right to say that throughout this 
range the disincentive effect is somewhat less marked. 

12. When the £2,000 level is passed those effects which 
operate at the lowest levels make themselves felt again 
and with special force. No earned income allowance is 
given on further earnings and surtax at 2s. is levied. The 
marginal rate thus leaps from 7s. 7d. in the £ to 11s. 6d. 
After £2,500 it is stepped up to 12s. and thereafter by 
rapid stages until the met marginal' income after taxation 
is negligible compared with the attractions of leisure. The 
Federation lays emphasis on the effect upon higher 
earnings and expresses the view that the rate of tax is a 
greater deterrent to effort in those ranges where it is 
impossible to obtain a reward in any way commensurate 
with the time and labour expended than it is in the lower 
ranges of income. 

13. It is not possible to reward good work in manage- 
ment in any way which does not result in the greater part 
of the reward reaching the State in taxation. The standard 
of living of the outstanding man cannot be very different 
from that of the mediocre. In the higher classes of the 
Civil Service, in the professions and in the Arts there are 
other rewards for outstanding achievement, but in industry 
the reward must inevitably be mainly in the form of money 
income and this has been very largely removed by the 
high marginal rates of income tax including surtax. With 
the fall in the value of money, the maintenance of a surtax 
exemption limit of £2,000 means that the tax starts at a 
lower level of real income than it did before the war 
and the tax burden is correspondingly greater. 

14. In this respect the rewards to be gained in the 
United States, in Continental Europe, or indeed practically 
anywhere else in the world, are much greater than those 
to be gained in this country. If the spirit of enterprise 
and concentrated endeavour in industrial management 
should appear to be more noticeable in these countries, 
this cannot be wholly unconnected with the much higher 
marginal rates of taxation in this country. The long term 
effect must also be emphasised. If the situation continues 
that, to young men of character and ability, endeavour in 
this country- does not offer the same rewards as in others, 
then the spirit of enterprise which has been characteristic 
of British industry for so long must inevitably suffer. 

15. In the view of the Federation, short of a substantial 
reduction in the level of taxation as a whole the removal ; 
of the worst effects of income tax upon the incentives to ; 
work can be achieved only by a fundamental change in 
the tax structure itself which reduces the gap between the 
average rate of tax upon the wage or salary and the 
marginal rate of tax upon the top slice of that wage or 
salary. 
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16. In some other countries this problem has been 
tackled in one of two ways. Either extra earnings, in- 
cluding overtime pay, have been taxed at the average rate 
appropriate to the income before the addition of these 
extra earnings, or wages as a whole are excluded from 
the general income tax and subjected to a special wages 
tax. The British system of personal allowances and 
graduated rates does not lend itself readily to the first 
of these courses, but this question could be reconsidered if 
a relevant change in the system were contemplated. The 
second course, to exclude wages from income tax and to 
levy a special wages tax, is inappropriate to the British 
system; as the defect is inherent in the tax rates, the 
solution should be operative for all income subject to tax 
and at all levels of income. All income should be charged 
to tax in the same manner irrespective of its nature. 



17. Any solution of the problems arising from the 
graduation of the tax must, it is considered, be applicable 
to incomes of all kinds within the same income brackets. 
This subject is taken up again in Section 2 which deals 
with the links between Income Tax and the Social Security 
payments and contributions. 

18. The relationship between savings and the taxation 
of wages and salaries has undergone an important trans- 
formation during the past two or three decades. The 
old emphasis upon thrift, saving for a “ rainy day ”, un- 
employment, ill-health, old age or early death which might 
leave dependants in grave distress, has gone. Today much 
of the saving is compulsory, mainly through the National 
Contributions deducted from all salaries and wages, and 
much of the need to save has disappeared as the State 
has assumed the responsibility for the relief of the worst 
of the economic distress caused by unemployment, ill- 
health, old age, or early death. For large numbers of 
employees pension schemes, which add materially to State 
benefits, have assumed an importance which could hardly 
have been foreseen twenty or thirty years ago. As a con- 
sequence, the need for personal saving has declined at a 
time when heavier taxation has made saving more difficult. 
So far as wage-teamers are concerned the rise in the cost 
of housebuilding, coupled with rent-restriction and with 
the subsidisation of local authority schemes for building 
houses to rent, has led to a decline in the need for saving 
for the purpose of building or buying houses. For salaried 
employees, the purchase of a house remains one of the 
principal objects of saving and the normal method of 
purchase on mortgage and the subsequent repayment of 
the loan out of current income is the principal method 
employed. In the case of many salaried employees, how- 
ever, especially in the younger ranges, this object is so 
unattainable that hope is abandoned and thus tor a 
different reason these salaried employees fall into the same 
category as the wage-earner who does not need to buy. 
Another method of saving is by means of life assurance 
policies. There is special tax .relief for this method ol 
saving and it can hardly be doubted that taxation k a s had 
an important influence in directing savings .to this channel. 

19. The older ambition of saving sufficient out .of 

wages or salary to become the owner of business seems to 
have declined and with it some of the keen interest n 
the prospertity of the particular business in which the 
wage-earner or salary earner is employed. ImBr , 
employee is, on the whole, content t0 . b ® a " 
for the rest of his life. In the United States the outlook 
is different, many wage or salary earners poking f 
to the time when they own businesses themselves. 

20. So far as the larger salaried incomes are concerned 
it is not perhaps sufficiently realised that th 2 

of income tax and surtax render it impossffile today for 
businesses to be started and developed in y Hieh 

was typical in Britain in the nineteenth century High 
rates of taxation which make it difficult setting 

business with personal capital tend toprej enterorise 
up of new businesses and to restrict business enterprise 
to existing businesses and businesses own f y j t t ^ e 

companies. They are also a contributing factor to the 



greater concentration of industry m 



large undertakings. 



21. Another feature of the present system of nheavy 
taxation of wages and salaries coupled wi belief 

of responsibility by the State for ^bon^nd the^eliet 
of unemployment, sickness, old age a and the salaried 
are STS&f tSSS ” ^--mpulsor, 



(through a pension fund) these savings are largely con- 
centrated in the hands of the State, where they are not 
always treated as savings, and in the big financial institu- 
tions such as insurance companies and pension funds. 
Each of the pension funds of .the larger industrial organisa- 
tions has a capital running into millions of pounds and 
these institutions are today an important section of the 
investing public. Savings made through these channels are 
different in character from personal savings and are not 
so readily available for the development of small businesses 
as for large. In so far as savings are discouraged, investi- 
gation would be necessary to determine whether the savings 
through institutions or through the State more than offset 
the reduction in voluntary personal savings. 

22. Wage and salary earners constitute by far the largest 
group of taxpayers and easily outnumber all the others 
together. It is reasonable to assume, therefore, that the 
influence of taxation upon the willingness of these classes 
to work and to save is important. The effect upon their 
willingness to work has already been dealt with ; in so far 
as they are discouraged from working hard and improving 
productivity the influence is inflationary because it reduces 
the total production available for consumption, export or 
capital. This influence is likely to be of a long-term 
character and, although important, it is rather impercept- 
ible. Beyond a certain point heavy taxation to cut down 
consumption becomes self-destructive if it discourages pro- 
duction. It is probable that this point has been reached 
or passed in Britain today. 

23. Similar considerations apply to the effect of the 
present taxation of wages and salaries upon the balance 
of payments. If productivity has been weakened and costs 
have risen in consequence the ability to compete in over- 
seas markets is weakened. There is then the danger that 
devaluation of the currency to encourage export leads 
to higher cost of living, lower real wage incomes and 
further discouragement of hard work. A downward spiral 
of this kind is quite possible and would be consistent with 
inflationary conditions due to the excessive taxation of 
the main body of consumers. 

24. In the view of the Federation, therefore, the out- 
standing defect in the present taxation of salaries and 
wages lies in the discrepancy between the average rate and 
the marginal rate which is seriously aggravated by the 
high level of taxation. It would be easier to effect radical 
changes in the tax structure if these were carried out in 
conjunction with a reduction in the level of taxation. 

Profits of Businesses and Self-Employments 

25. It is convenient to divide businesses into two groups 
(a) those owned by limited liability companies and (b) those 
owned by p'rivate individuals or firms. Self -employments 
can, for convenience, be included in the second group. 
In the following paragraphs considerations which are 
common to both classes are dealt with first, then problems 
concerning the second group. Considerations peculiar to 
companies are dealt with in Section 3 of this memorandum. 

26. A memorandum was submitted by the Federation 
to the Committee which sat under the Chairmanship of 
Mr. Millard Tucker, K.C., to consider the computation 
of profits for tax purposes,* and it is assumed that the 
contents of that memorandum are before the Royal Com- 
mission. Only certain wider implications of the imperfect 
determination of profit are dealt with here. 

27. Where the taxation measure of profit differs sub- 
stantially from what the economist would consider to be 
the true profit the effective rate of tax will vary from the 
no min al rate imposed in the Statute. When rates of 
taxation were of the order of 5 per cent, this inequity, 
though tiresome, was relatively unimportant; now that 
profits tax and income tax at the standard rate exceed 
50 per cent, in the case of a company and income tax 
(including sur-tax) in the case of a privately-owned busi- 
ness can reach 971 per cent, at the margin, the effect of 
arbitrary rules can be quite devastating. If a 5 per cent, 
nominal rate becomes 10 per cent, because the true profit 
is only half the profit according to the tax law, there is 
still 90 per cent, of the income left instead of 95 per cent. 
But if the effective rate is 100 per cent, instead of 50 per 
cent, or if the tax bill exceeds the real income, there is 
grave hardship. Alternatively, if the effective rate is 
25 per cent, instead of 50 per cent., there is an un- 
covenanted advantage which is unfair to the main body of 

* The Committee on the Taxation of Trading Profits. Cmd. 8189 

A 2 
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social security payments and contributions is unsound, 
there remains .the possibility of associating the two systems 
for the purposes of administration. The present system of 
income tax allowances imposes a heavy administrative 
burden both upon industry and upon the Inland Revenue 
Authorities. It may also be that the time has come when 
that system should be revised with a view to achieving 
economy of administration. 

52. If after further consideration the Federation should 
have any proposals .to advance, particularly in connection 
with the revision of the system of tax allowances, these 
will be included in the second memorandum to be 
submitted. 



Section 3 

Is the present treatment of companies for taxation purposes 
satisfactory or should it. be altered? 

53. In such matters as the computation of profits and 
.the basis of assessment there are many problems common 
to companies and to other taxpayers assessable to income 
tax and there are some problems peculiar to companies. 
On these matters, however, the Federation has made repre- 
sentations to the Tucker Committee and no further refer- 
ence is necessary here. 



EXAMINATION 

782. Chairman : We always begin by asking repre- 
sentatives of any body who come and give evidence before 
us whether they wish to Supplement the memorandum 
they have put in before we begin to ask questions. Is 
there any statement you or your colleagues wish to make? 
—Mr. Chambers: No, Sir. I think the evidence in the 
document plus what we said to Mr. Tucker’s Committee 
contains all we wish to say in respect of this part of the 
proceedings. 

783. You must not assume that we have all read every- 
thing you have put in for Mr. Tucker’s Committee, other- 
wise there would be no point in having a previous com- 
mittee. We have seen what conclusions they have come 
to and we are naturally going to exercise our own judg- 
ment on those conclusions, but I do not want you to 
labour under the impression that we have all read your 
representations .to the Committee. Where you expressly 
refer .to any paragraph in it, no doubt we have looked 
at it? — May I say on that, that we did receive a circular 
which read as follows on this point: — 

“ Evidence supplied to either of the two Committees 
presided over by Mr. J. Millard Tucker will be avail- 
able to the Commission and need not be repeated.” 
That was specifically told us. 

784. That is true, but if there is any part of it which 
in view of the Tucker Report you want us to look at 
again, you must call our attention to it, otherwise I do 
not suppose we shall all read all of it? — Certainly. 

785. I shall put my questions all to you, but if you 
want any of your colleagues to answer any particular 
question that of course is a matter entirely for you. The 
first thing I notice is that all the three bodies who are 
coming to give evidence this week, the Federation of 
British Industries, the Association of British Chambers 
of Commerce and the National Union of Manufacturers, 
agree that the main evil is the weight of tax, but you 
no doubt appreciate that our terms of reference pro- 
hibit our recommending immediate reductions unless we 
can find other sources of revenue from a tax on profits 
or income to make good the cost of any reduction that 
we may recommend. Have you any suggestions as to 
other forms of tax on profits or income which will pro* 
vide revenue from which we can grant some of the reduc- 
tions you press for? — No, Sir. I think we very much 
appreciate that the terms of reference are indeed as you 
have expressed them and could hardly have been other- 
wise unless the Commission were asked to take over the 
functions of the Chancellor. We have not directed our 
attention to this point because the view of the Federation 
is of course that the weight of taxation itself is too high 
and that some of the evils to which we refer can only 
be overcome if the taxation of profits and income as a 

Printed image digitised by the University of Southampton Librai 



C. D. Hellyar and Mr. A. G. Davies [ Continued 



54. So far as .the Profits Tax is concerned the Federation 
has consistently held the view that there is no justification 
of any kind for the discrimination against companies 
which this tax represents. ' The tax is imposed in addition 
to income tax and is a deduction in arriving at the profit 
chargeable to income tax. This double-layered taxation 

of corporate profits has the effect of obscuring the true j; 
rate of taxation upon those profits which is, of course, | 
a higher rate than either the income tax rate or the Profits | 
Tax rate taken separately. 

55. As explained in paragraph 39, the Profits Tax cannot f 
be deducted from dividends under the present law, and as 

it is computed by reference to the profit, before deducting 
either preference or ordinary dividends, it results in a dis- 
proportionate burden upon company reserves and upon I 
ordinary shareholders, .particularly those with small ( 
incomes. This weighting of the scales against risk-taking 1 
is socially undesirable and the only remedy is the abolition 
of the tax. 

56. Other matters falling within the field of the taxation 
of companies are of a more particular character, and 
insofar as they have not been referred to already in this 
memorandum or in the memorandum to the Tucker Com- 
mittee they will be dealt with in the memorandum on 
Part B (particular matters) which will be submitted to 
the Royal Commission at a later date. 



OF WITNESSES 

whole is reduced : therefore in pressing for certain adjust- 
ments we have had in mind less the immediate effect on 
the revenue, but the making of the taxation more equit- 
able, even if that involves, having taken these points 
into account, an adjustment by the Chancellor of the rates 
of tax that are imposed. 

786. I follow. The manifestoes of the two Parties seem 
to indicate that they have already reached a conclusion 
on the subject we are considering. The Conservatives are 
pledged to a form of excess profits tax, and the Labour 
Party, had they been in office, would have found them- 
selves pledged to a capital gains tax. First of all as to 
excess profits tax ; would you welcome such a tax if the 
revenue from it provided some remission of either income 
tax or profits tax? — If the excess profits tax were a tax 
at the rate that was charged during the war, a rate of 100 
per cent., I think we would say definitely that that would 
be a bad tax from all points of view. 

787. Worse than the existing profits tax? — I think at 
that rate it would be worse than the existing profits tax. 
We have maintained always that both taxes are bad, j 
it is a question of saying which is the worse tax, but I J 
think we would be inclined to agree that if a case could 
be made out that there were excessive profits, fortuitous 
.profits, which arose solely as a result of a special re- 
.armament drive, and if that element of excessive profits 
which was not due to the efforts of industry or of particular 
branches of industry could be segregated, and if it could 
be entirely distinguished from profits which are due to 
inflation, profits which we would regard as not true excess 
profits, then the taxation of that in place of the profits 
tax or part of the profits tax might well be a matter for 
consideration. 

788. It sounds rather a big “if”, does it not? I will 
tell you why I put that question to you. One of the results 
of re-armament is to increase wages, I do not mean indi- 
vidual wages, but wages as a whole available in a certain 
branch of business. The working men who get those 
wages may have more to spend. They spend that money, 
we will say, in some chain stores, and the profit of the 
chain stores goes up. Would that be, for the purpose of 
your observation, a fortuitous gain which ought to be 
taxed? How do you draw the line? — I was not suggesting 
one should attempt to segregate the profits of any arma- 
ment industry. We would regard that as bad. If we 
could segregate that part of excess profits which was due 
to the fact that there has been a demand for goods in 
general, or the goods of manufacturing industries in 
general, in excess of what would otherwise be normal, 
and you can eliminate every part of that total profit -which 
is due to the inclusion of an inflationary element, we would 
say that was a better subject for taxation ; but we would 
not wish to segregate that profit, or attempt to distinguish 
profits which arise directly from re-armament from any 
other profits. 
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789. It is very difficult to consider this kind of subject 
in the air. I am afraid before this Commission finishes 
its deliberations probably some more concrete proposals 
will have emerged from the Chancellor next year, and it 
may 'be that your Federation will want to put in a further 
memorandum dealing with excess profits tax when that has 
taken place ; 'before we report I daresay it will be part of 
the existing system of taxation. — We would very much wel- 
come the opportunity of doing so if there is something con- 
crete upon which we can make comment. 

790. Now I would like to ask you about a capital gains 
tax. Here again we have no details of what the Labour 
Party had in mind, but supposing something on the lines 
of the American capital gains tax were proposed, would 
you think such a tax worth adopting, again if it made 
possible the adoption of some of the proposals of the 
Tucker Report which obviously involve a loss of revenue? 
— .My Federation has not itself considered in detail the 
capital gains tax because that has not been a specific pro- 
posal before us, but the view we have taken in the past 
5s that that tax is a bad tax for two reasons. One is 
that during a period of rising prices in particular, what is 
regarded as a capital gain is not a true capital gain ; it is 
frequently nothing more than an increase in the money 
value of capital which, from the economist’s point of view, 
would not 'be regarded as altered capital. 



791. That I suppose applies also to profits other than 
capital profits?— It does, and so far as other profits do 
emerge as true income then it becomes taxable as income, 
and the only question to be considered then would be the 
question of graduation. The second reason is, as a matter 
of administration, a capital gains tax is an unsatisfactory 
tax. I understand it works in an unsatisfactory manner in 
the United States. 

792. It does produce a substantial revenue— Yes, it does. 
Sir, and to some extent it is complementary of course to 
some very generous allowances in the income tax field. 

793. There again I think we did make a pronouncement 
that we were going to consider that aspect, and you may 
like to discuss with the Council of your Federation whether 
in the not too distant future you would like to put in a 
memorandum on it? — -Thank you. Sir. 

794. 1 think your Federation has considered the Liberal 
Party’s and Lady 'Rhys Williams’ schemes for the amalga- 
mation of income tax with social welfare? — Yes, Sir. 

795. And X gather you are against the proposal?— That 
is true, Sir. 

796. 1 have been struck by the fact that these proposals 
were rejected by employers and employees, organisations 
on both sides of the fence, so to speak. What I should 
really like is a little more reasoned rejection if you can 
give me one ; do you think it would increase the burden 
on industry? — May I make a preliminary statement, and 
that is that the British Employers’ Confederation has, I 
understand, sent you a memorandum and most matters 
relating to employers’ and employees’ relationships are, on 
this side of industry, dealt with by that body rather than 
the Federation of British Industries, so that from the 
employers’ point of view generally the views of that 
body I think should be considered in preference to ours, 
but we are prepared to make comments on it. 

797. But I suppose you have to consider its effect on 
industry? — Yes, we do, and it is from that point of view 
that we would consider it. May I give you briefly the 
point of view which we adopt? First of all Lady Rhys 
Williams’ scheme appears to us in principle to be unsound 
in mixing up the giving of personal allowances for two 
entirely different reasons. The giving of an allowance by 



798. When they were giving evidence I did not entirely 

follow that that was their reason. One reason was that 
they thought that the family allowances gave the relief 
where it was most needed, whereas the other form gave 
the relief where it was less needed, they did not say not 
needed. They thought it was better to increase the relief 
where it was most needed? — May I put the point in a 
slightly different form because I think it is an important 
one? If, instead of giving a lump sum deduction from 
income in arriving at a taxable income, the system in this 
country were to charge a married man at one rate, a 
single man at another rate, and a married man with four 
children at another fate and the rate was consistent 
for the whole range of income, then quite clearly the 
value of that difference between the single man and the 
married man or the man with children and the man 
without children would rise as the income rises ; that 
would be regarded as a valid way of differentiating a tax 
burden between one taxpayer and another, and it must 
rise as income rises. That is an entirely different course 
of action, and the intention is different, from giving a 
fa mil y allowance to an individual because he or she has 
a child and the State wishes to make some contribution 
at the lowest range to the support of that child. For 
that reason we feel that the two allowances are funda- 
mentally different, they are given for different reasons, 
and it is a mistake to mix them up. . • 

799. Do I follow from that that your Federation thinks 
that both reasons are valid and both allowances ought 
to be continued?— On allowances given for tax purposes 
the Federation has said in its memorandum that it is not 
satisfied with the present method of differentiation and 
graduation, and that is a subject which is proposed as an 
item for the second part of the memorandum. We would 
like to submit a memorandum on that. 

800. I will not pursue that matter any further for the 
moment. The next matter I want to ask you about is 
this question as to whether tax can be passed on to the 
consumer. The Association of British Chambers of 
Commerce seem to suggest that because now demand is 
greater than supply the supplier can pass on the tax to 
the consumer. That seems to differ from the view that 
was taken by the Colwyn Committee when they were 
reporting on the subject.* Income tax being a tax era 
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tax except where the supplier has a virtual monopoly?— 
I have, if I may say so, personally considered this matter, 
and I have come to the conclusion— this is a personal 
view, if I may put it like this— that this particular con- 
sideration, though of extreme interest to economists is not 
very relevant when we consider to what extent the tax 
burden should bettered I :menhon that ; because one 
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can get awfully bogged down in considerations ot a 
theoretical character which do not bear ton 
oosals. I would say personally that in normal 



circumstances an income tax which is a tax on profit and 
varies only with profit cannot be passed on m price 
because if it could have been done, it would have been 
nassed on in the price even if the tax had not been 
charged There is one further consideration that, m so 
taxation has an effect on productivity, it reduces 



oroductivity, it is possible that the cost to the consumer 
rises. , That is a different and technical consideration which 



is very important. , . 

801 Is it your view that at the present tune tax has a 
detrimental effect on productivity?-K you bad ■stomated 
the words “ at the present time I would have said yes. 
My own view, and I think it is the view of members of 
the Federation, is this, that a long period of high taxation 
has in the long run a detrimental effect. I think a high 
Nation imposed during a war and a high tax mposedm 
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the State under the Family Allowances Act or under other 

Similar DAtoial aaonallr. 1 n M,1o4<An IQ fot tllC pUrpOSC Ol 



similar social security legislation is - - 

relieving particular persons, whether they are taxpayers 
or not, having regard to their personal and family circum- 
stances. There is nothing given back by the individual for 
what the State gives to him by way of family allowance. 
On the other hand, the income tax allowances are no 
intended to be given as something by way of cash 
allowance to individuals, they are intended to be a means 
of differentiating a tax burden between one taxpayer ana 
another, and for that reason it is very natural that wffh 
a progressive tax the value of the allowance as it is given 
as a lump sum should be greater as the income gros 
because the tax burden grows ; therefore it is impossible 
in our view to consider one as parallel to the other, or 
as one replacing the other. 



an emergency, are of a different character, but in this 
SuSySS have had high taxes for a long period and we 
fed m comparison with other countries where the rates 
of ti have been lower, there has been a detrimental 
effeef We think it has had a detrimental effect not only 
eueci. t .i,™. tViP manual class, but 



productivity of 



eSuttves Tte ataude of mind of middle and higher 
eSShes in America appears to us, and some of us 
have had the opportunity of examining it carefully at 
clJse quarters in America, to be different from that m 
“country. . We believe .ha, to i some ‘hough we 



I°h“„rtion of Se reward for e ffort is retained by them. 

' * Report of the Committee oh National Debt an d Taxation. 
Cmd. 2800. 
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802. Was not that true, say, of the attitude of mind in 
America as compared with this country, at any rate to 
a considerable extent, even before the war?— Even before 
the war the rates of tax here were higher. That is one 
of the reasons why I say if you eliminate the words at 
the present time ”, and if you refer to high rates of tax 
over a long period, I think it has an effect. In the same 
way I think if it were possible to reduce taxation very 
substantially in this country— we have no hopes of that— 
but if it were possible I would not look for a change in 
attitude for many years. 

803. You mean it would take some time for the change 
to operate? — Yes. 

804. Now I want to ask you a question on profits tax, 
if I may. Leaving out of account for the moment the 
question whether dividends on preference shares should 
be allowed as a deduction in the same way as interest on 
debentures is, does it not follow that a higher rate of 
profits tax on distributed profits than on undistributed 
profits may be justified as a spur to directors to move in 
the direction of reducing the amount of dividends they 
distribute and ploughing more back into business? Yes, 
Sir. Clearly if there is a higher tax on distributed .protits 
than on undistributed profits that will have an effect on 
the decision to distribute or not to distribute profits. 

805. Is it not in times of inflation desirable to check 
excessive distributions of dividends? — I think the answer 
would be that first of all it is desirable but that this is 
not the best method of so doing. 

806. What would you describe as the best method of so 
doing?— May I explain first what we feel to be the 
objection to the profits tax apart from the preference 
dividends? An income tax is deductible from a dividend 
that is paid. A profits tax is not deductible from a divi- 
dend that is paid. As a consequence, even if a company 
is paying the same dividend as before, an extra profits 
tax on the distributed proportion of the profits falls upon 
the company’s reserves and in that case a company which 
has tried to maintain a reasonable price policy even though 
it may have had the opportunity of increasing prices, 
may be forced to put 'all its prices up, not in order to 
increase its dividend but in order to maintain the same 
dividend. There are cases which have been brought to 
my notice where the increase of profits tax on distribution 
has made it necessary for the company actually to reduce 
its dividend even though its dividend by all standards has 
been regarded as very moderate. For that reason we 
would regard a high .profits tax or increased profits tax 
on distribution as inequitable and as not the best way of 
reducing dividends. 

807. But assuming there has to be a profits tax, does 
that mean you are opposed to a differential rate between 
tax on distributed profits and undistributed profits?— I 
have some difficulty in that, Sir, because we regard the 
profits tax itself as thoroughly bad because it cannot 
be deducted from dividends. If you say— given there is 
something thoroughly bad, can it be less bad if it is 
different from what it is — 

808. Is it a less objectionable form? That is the attitude 
of the schoolboy who is going to be punished, he would 
choose the less objectionable form of punishment. — I 
think I would say, in so far as there may be a question of 
reducing the profits tax, there is much to be said for 
reducing it on undistributed profits before you reduce it 
on distributed profits. I would like to add this on this 
point, every time there is an additional profits tax on 
distributed profits there appears to be the inference that 
the payment of dividends is a bad and an improper thing ; 
that, from the point of view of British industry, we regard 
as unsound. 

809. That was not the purpose of my question. Having 
commented on that method of inducement to plough 
profit back into the industry, you say there are better 
means ; now would you tell me what you think are the 
better means? — I think the first method would be to 
adopt some means — and this is not necessarily, if I may 
say so, for this Commission, but taken generally— where- 
by the profits shown in the accounts were related more 
accurately to the true economic profits. In that case for 
many companies the distributions would not be raised, in 
fact they would be reduced. If the inflationary element 
in stocks and the depreciation allowances on fixed assets, 



if too small, were taken into account in the computation 
of profits, it may well be that many companies would 
themselves seek to keep their dividends down, and that I 
would regard as one sound method, not the only, method, 
Another method which is a much simpler one, if I may 
say so (I mention this because you asked, me, it is not 
necessarily a taxation issue) is this : if, in fact, there was 
any real attempt to stop inflation then profits themselves 
would come down and the dividends would themselves be 
kept down. That we regard as the most satisfactory way of 
preventing the appearance of excessive profits and the 
payment of what appears to be excessive dividends. 

810. The first method you suggested is certainly con- 
nected with taxation, but some time or other I shall cer- 
tainly want to ask you questions about methods of deal- 
ing with replacement cost. I understand your Federation is 
proposing to put in a separate memorandum on that 
subject ; if not, I will ask you about it now.— We would 
be prepared to deal with general principles now and 
perhaps any detailed points we could deal with at a second 
stage. 

811. One method of dealing with replacement cost 
which has been suggested is that companies should be 
allowed to re-value their assets at the appropriate rate 
having regard to the increasing prices and generally com- 
pute depreciation allowance on those artificially increased 
prices. That would be, would it not, a benefit to the 
ordinary shareholders primarily, from the point of view 
of shareholders?— Yes Sir, it would be a benefit to the 
company; put it this way, -you would be taking away 
something out of the profits which ought not to be there. 
In so far as you have got rid of an inequity or an in- 
justice, then you can say you have done justice. 

812. Yes, but of course what has been suggested to 
us from the other point of view is that companies, at any 
rate some companies, have gained from inflation in prices 
and the cost of fixed charges is thereby reduced. I do 
not know whether you can now or some time assist us 
in any way to measure, so to speak, the gains and the 
losses. It is obvious, of course, at least I think it is 
Obvious, that this compensating benefit as regards fixed 
charges does not apply to all companies and probably 
the companies whose finances were the soundest gain 
least. — 'Would you care for me to deal with the whole 
of this question at this stage? I think it would be simpler 
if I attempted to deal with this question and make a 
statement now on this subject? 

813. Certainly.— I believe it is difficult to deal with part 
of it without dealing with the whole. 

814. I shall be much obliged if you would.— I think 
the way we look at it is this: that first of all, if we 
ignore who owns a business, we do maintain the point 
that before you can get at income, and income tax is 
intended to 'be a tax on income, capital must be main- 
tained. When we say “capital must be maintained 
we mean the capital which is necessarry to maintain the 
same volume of production as before. That is not neces- 
sarily capital being maintained in the same money terras 
as before. If the value of money has fallen, then the 
amount of capital in money terms required will have 
risen. It is true that where there are charges on a business 
if for all purposes, not merely income tax but for 
all other purposes, price policy purposes, price control 
purposes, capital was maintained in this sense, then every- 
body who owned real assets and had a charge in terms 
of money, where the money was falling in value, would 
tend to gain. There is no doubt whatever about that, 
and that is a difficulty in dealing with specific blocks 
of assets, we recognise that. What we would say, how- 
ever, is that the first principle that before you charge 
income you must maintain capital, is quite vital for the 
purpose of maintaining British industry. If it is not 
done, whether we are considering taxation or distribu- 
tion of income as dividends, its real capital will in fact 
fall although money capital may remain intact, and it 
real capital is only one-third of what it was before the 
war then the productive capacity of that capital is one- 
third what it was. That is a state of affairs which we 
think is bad for the country, and we also consider « 
to be altogether unsound economically and for tax pur- 
poses. It offends the principle of charging income tax on 
income. To deal with that adequately means dealing 
with the difficult question of the fall in the value ot 
money itself. Where there has been a catastrophic 
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fall in the value of money as in the case of Germany and 
other countries, it is quite clear that, whether for tax 
purposes or other purposes, the fall in the value may be 
and indeed has 'been taken into account for all these 
purposes : it is taken into account even for the 

purpose of re-constructing contracts entered into in the 
old money. It has 'been taken into account in deter- 
mining what a charge should be on a property because 
if money falls away in value altogether then a man who 
has a house and a mortgage on that house has gained at 
the expense of the rest of the community. 

What we suggest is that in this country we have not 
reached the stage where the fall in the value of money 
is so catastrophic that all contracts have to be re-stated 
and re-computed, and the fall in the value must be recog- 
nised for all possible purposes. That is an extremely 
complicated operation as we have seen in other coun- 
tries, particularly in Germany, and is hardly justified at 
this stage especially as some of the prices may fall and 
some of the value of money may come back. But for 
tax purposes, for individual tax payers to take into account 
the maintenance of their whole capital, we feel that it 
is necessary to take into account the fall in the value 
of money. It can only be done, as we see it, in one of 
two ways, either 'by taking the individual assets and 
seeing what is necessary for the maintenance of that 
capital in those assets, or by taking the capital as a 
whole and seeing what is necessary to maintain the 
whole capital of that business. It would not be prac- 
ticable as we see it to make any special deduction in 
respect of fixed charges if that meant that the capital of 
each concern was not being maintained. If you had a 
concern with nine-tenths of its capital in the form of 
fixed charges, fixed loans, then if you attempted to make 
a deduction from the fall in the value of money on the 
asset side by reference to nine-tenths of those assets be- 
cause they are owned by persons with fixed charges you 
would not be maintaining assets in that particular busi- 
ness; but we feel that is one of those difficulties which 
has to be dealt with by forgetting it. 

It is not possible at this stage of inflation to say that 
every person who owns war loans or consols is entitled to 
have compensation for the loss of his capital, that is 
going too far ; therefore we have to concentrate on indus- 
try and concentrate on the maintenance of capital in 
industry. 

We suggest that you take the assets stage by stage, 
you take the fixed assets and see that the charge for 
depreciation is such that the real capital invested in those 
assets is maintained, so that productive industry is main- 
tained. We say the same in relation to stocks, that it 
in fact in the stock valuation there is an element ot 
inflation that is not a true profit which should be regarded 
as a profit whether for tax purposes or for dividend 
purposes, it should be eliminated from the accounts ot 
the company. It is not a true profit and should not be 
distributed in one form or another if the capital is being 
maintained. 

We would agree that the same principles apply to those 
assets which consist of debtors and even cash. Even in 
that case it is true that the amount of capital required in 
the form of debtors and cash may go up in terms or 
money to maintain the same level of business, that is 
not always appreciated because the arguments are 
normally related to fixed assets and to such physical assets 
as stocks, but it is equally true for concerns where there 
is a large amount of capital invested in money and claims 
on money, and for them the position is slightly more 
extreme than in the other cases. 



W= feel it is not possible to deal ‘with this other class 
of assets but it would be reasonable to deal with the fixed 
assets and the stocks, if necessary by some adjustment 
taking one year with another which prevents a particular 
concern getting an allowance which is altogether exces- 
sive. The way in which we suggest this problem should 
be dealt with at this stage is to say that we recognise 
the theoretical difficulty and the importance of mamtam- 
mg capital ; we recognise that it is not possible to have 
a theoretically perfect solution. Let us deal with those 
simple blocks of assets that can be dealt with and which 
are most important for the maintenance of productive 
industry, namely the fixed assets and the stocks. 



So far as fixed assets are concerned, we maintain that 
there should be an allowance each year which represents 
the true usage or wastage of the assets as expressed in 
physical terms, because that is the true wastage from 
the point of view of the productive capacity of the 
country. So far as stocks are concerned, we suggest that 
if firms were allowed, as in the United States, to adopt 
a basis which itself eliminates the inflationary element- — 
the basis is known as “Last in, first out” — or some 
similar method of valuing which takes this principle into 
account, then there would be no need for special legis- 
lation to deal with this matter. If the Inland Revenue 
or the Chancellor were prepared to allow such a method 
of valuation for stocks, then so far as stocks are con- 
cerned the matter would no longer be an important issue, 
it would 'be substantially dealt with. 

So far as fixed assets are concerned, we suggest they 
should be dealt with on the lines whioh we propose. 
The exact method of dealing with fixed assets is a matter 
which we would suggest is for further consideration. 
There are several possible ways of doing it, either in 
relation to an index principle or in relation to a complete 
re-valuation. There are several ways in which it could 
be done and we would be prepared to put up specific 
proposals on those lines when details come to be con- 
sidered. But the principle we maintain is that the capital 
in physical assets should be maintained not at the end 
of the life of an asset by some replacement allowance 
which is no good at all, but year by year in such a way 
that the company itself does not distribute what we regard 
from an economist’s point of view as not true profits. 
Year by year the allowance ought to be suoh that an 
economist could look at that amount and say — “ I regard 
that net profit as the true income of that company in 
that year.” 

815. May I ask one question first of all. Is there any 
evidence that at the present time the volume of real 
capital required by industry as a whole is not available? 

— On that I am in some difficulty in that certain enquiries 
have been going forward and the result of those enquiries 
is to suggest that real capital in the form of fixed assets 
and stocks is being maintained or hardly maintained, the 
exact point is not easy to determine, only by doing two 
things, raising more money in the form of share capital 
and loans and by allowing liquid resources to run down. 
The general conclusion on the evidence that is being 
collected but which is not yet ready for issue is that the 
physical assets are hardly more than they were before 
the war, if anything in some cases in certain branches 
of industry they are less, and that has only been done 
by raising more capital. We would say that industry has 
been in the position of having to raise fresh capital and 
take fresh loans in order to maintain the same amount 
of physical productive capacity ; that we would regard 
as thoroughly unsatisfactory. In so far as that has been 
due to taxation being on a basis which is in excess of 
the true income, we regard taxation on this basis as a 
very serious evil. May I say that we hope that evidence 
will be available shortly and I should like to have an 
opportunity of presenting it to the Commission when it 
is available. 

816. The next question I want to ask you, and here 
again you may say you prefer to deal with it at a later 
stage, concerns your reference to the L.I.F.O. method 
as the means of dealing with the stock question. America 
has extremely complicated rules concerning giving options 
as to adopting that method as regards one part of your 
stock and other methods as regards other portions of 
your stock which I should have thought would lead to 
administrative complications. I should like to know 
whether, if you recommend the adoption of the L.I.F.O. 
principle, you recommend that it should be made com- 
pulsory, and if so at what date, and that kind of thing? 
— We would want to make the recommendation that it 
should be optional because of the difference between, 
different industries, but that does not mean it should be 
necessarily optional for one taxpayer to change having 
adopted the basis. 

817. If you are going to put in concrete suggestions, I 
think it would be better if I postponed my questions until 
I saw what you had in mind. The other point I want 
to mention, which is not a question, is that your suggestion, 
of dealing with fixed assets seems to throw overboar di 
the proposals of the Tucker Committee and the use of 
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initial allowances to meet this question. I propose to 
leave questions on this subject to Mr. Carrington and Mr. 
Tucker. In paragraph 40 of your memorandum you 
suggest that where a taxpayer buys an annuity he should 
be exempt from tax on that portion of the annuity which 
represents capital. I understand that matter is being dealt 
with by Mr. Tucker’s second committee,* so I shall not 
pursue that matter for the moment. You refer in para- 
graph 6 of your memorandum to the disincentive effect 
which may be attributable to the P.A.Y.E. system. I 
wonder whether you have any practical experience from 
your members proving the refusal of overtime owing to 
the P.A.Y.E. system? — Such evidence as we have is very 
conflicting. We feel that there may be some cases in 
which, genuinely, overtime has been refused because the 
taxpayer has reached the stage where he would prefer to 
have the leisure and the time rather than the extra income 
after tax, particularly when he takes into account that 
that extra income might only be spendable on what one 
might call marginal purposes which are themselves subject 
to very high rates of tax. The evidence is conflicting, and 
I understand that on this subject the British Employers’ 
Confederation whom we are not representing today will 
be able to give you some much more detailed evidence. 

818. In paragraph 15 of your memorandum you say: 
“ In the view of the Federation, short of a substantial 

•reduction in the level of taxation as a whole, the 
removal of the worst effects of income tax upon the 
incentives to work can be achieved only by a funda- 
mental change in the tax structure itself, which reduces 
the gap between the average rate of tax upon the wage 
or salary and the marginal rate of tax upon the top 
slice of that wage or salary.” 

I am not clear from your memorandum what the funda- 
mental change you are recommending is, perhaps you 
would like to tell me? — We have suggested it could only 
be achieved by a fundamental change, we have not in 
this memorandum recommended a change. We have 
suggested later on that this is the subject of further study 
and we would like to make it the subject of a separate 
memorandum. If you wish me to explain the point, it 
is just this: that with any system in which graduation is 
effected by parts of the income being exempt from tax 
altogether and then subsequent parts of the income being 
charged at progressively higher rates of tax, it is, as a 
matter of arithmetic, true that the average rate of tax on 
the whole income will be lower than the rate of tax on the 
top slice of the income. Therefore the only fundamental 
change would be to abolish the whole system of allow- 
ances and to have a system of rates of tax appropriate 
to different classes of taxpayer over large ranges of 
income so that there is for those ranges no difference 
between the marginal rate and the average rate. That 
is the kind of change which we had in mind, but the 
matter wants a lot of careful examination and we are 
making that the subject of a separate memorandum. 

819. When can we hope to receive these further 
memoranda? — I think you asked for them by December. 

820. I do not feel very hopeful of that now. — We are 
working very hard and we will do our very best. 

821. The next paragraph I want to refer to is para- 
graph 20, and there again you may say that is still the 
subject of further consideration. You point out the 
difficulty under existing conditions in the setting up of 
new businesses. Have you any suggestions to make as to 
tax alterations, other than the mere reduction of the rate 
of tax, which would facilitate the setting up of new 
businesses? — I think this is a difficult subject and slightly 
political, and that is why I am rather diffident to mention 
it. The rates of tax are so steeply graduated now, that in 
the case of a man either trying to set up business or to 
expand a business, it is impossible for him to build up 
reserves within his business. The top rate of surtax is 
so high that it is not possible for a small man to build 
up the capital in a business in the same way as was 
possible in the last century. That is a matter not only 
of the high average rate of tax, but of the very high rates 
of tax on the larger incomes, the incomes of medium-sized 
business proprietors. There is a second point, and this is 
related, that in so far as the present tax system charges 
tax on what from an economist’s- point of view would be 
more than the true income because of the inadequacy of 
the allowances for d epreciation and • the inclusion as 
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income of the inflationary element in a stock valuation, 
then the weight of tax may be such as to swallow up the 
whole of the true income of a medium size business. It 
may well be, in fact, that it may do much more than that. 
Those two factors together, the very high rates of tax 
above a certain level plus the fact that the measure of 
the income is wrong and is inflated, makes it practically 
impossible for the small man to expand his business, or 
for a man to get capital together to save enough money 
to start a business. That is what we had in mind. The 
remedies we propose will only go some way towards 
meeting this. 

822. I gather from paragraph 27 of your memorandum 
that you object to the system under which business profits 
are taxed on the previous year’s profits? — Yes. 

823. Can you suggest a workable system of taxing on 
the current year’s profits which would not involve a very 
heavy time lag before the revenue was collected? — The 
Federation did make a proposal in this connection and 
we have re-examined the original proposal in the light 
of the discussions. We are still prepared to recommend 
a change to the current basis. In so far as there are 
administrative difficulties, not so much in the changeover 
but in the actual operation of that basis, those administra- 
tive difficulties in this country are, as far as we can 
gather, the same as the administrative difficulties in other 
countries. Industries in the United States, Canada and 
other countries that have such a basis are substantially 
the same as in this country. If I may say so, I feel that 
if in principle it is right to tax current profits in the way 
proposed, then the administrative difficulties can be over- 
come. 



824. If you are going to do it, is not, prima facie, the 
most satisfactory way the American system of self- 
assessment plus heavy charges in the case of under- 
assessment? — The charge of interest? 

825. Yes. — We feel that . that probably is the solution, 

that the proper system is estimation in the first instance, 
by the taxpayer subject to the right of the Revenue to 
challenge the estimates 

826. Of course. — Then if the estimate is consistently 
low, or is low in a particular year, that there should be 
a charge for the Revenue money which the taxpayer has 
had. In that respect, I think there is a change in what I 
am saying now and in what was said in the memorandum 
submitted to Mr. Tucker’s committee. 



827. I think that is so. I have only one other question 
that I want to ask you. In paragraph 36 you suggest 
that the logical method of dealing with the case of British 
industry carrying on business abroad is to subject to 
United Kingdom tax only profits which are remitted to 
the United Kingdom. Have you considered the effect on 
the revenue of adopting this proposal ; have you con- 
sidered how much it would cost the revenue?— We have 
no figures for that it is very difficult for us to get them. 

828. I am told the cost would be £100 million, that is 
a provisional estimate. Would you still favour the pro- 
posal putting on to the taxpayers generally £100 million, 
which I suppose would amount to about 8d. or 9d. in the 
pound additional charge on the income tax?— I would. I 
think my Federation would for these reasons, we do 
regard this as a very important matter. It is important 
not merely from the point of view of the incidence of 
taxation, it is important from the point of view of British 
tr «T> e . a k. roa d. It is also important from the point of view 
ot Britain s relations with other countries of which I have 
had personally some experience. I know when I was in 
India advising the Government . of India, that on this 
matter the feeling ran very high that Britain taxed the 
whole of the profits of the people within this country 
and taxed also all the income of these people within India, 
and then when India did not have very much control, 
required India to give a measure of tax relief in India 
in respect of British tax paid. They regarded themselves, 
that is to say the Indians, as the country with the primary 
right of taxing income in that country. 

829; That works the other way as well.— That is true, 
but the number of Indians who have invested in Britain 
is extremely small, compared with the number of British 
people who have invested in India. That is in fact the 
reason why in all countries which are exporting capital, 
one basis is preferred to another. In the case of Britain 
\ve have taken the best of both worlds and are getting 
tax on both bases. We did that because we started before' 
anyone else and we cast the net wider than anyone else. 
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We feel the stage has been reached in 1951 when Britain 
ought not to regard itself as one country entitled to have 
a taxation net wider than anyone else’s and then suggest 
that other countries should give relief in respect of profit 
arising within their borders for tax paid in Britain. 

830. I gather your reason for recommending a change 
is not that, but because you think if a change is made it 
would improve our competitive position abroad? — Yes, 
there are several very good reasons. I cannot assess them, 
but I do mention that this matter, looked at from the 
point of view of taxation authorities in other countries, 
appears to be inequitable, and that is an important factor. 
From the point of view of industry, there is no doubt 
that where countries have more liberal tax laws in respect 
of overseas income, their traders and their manufacturers 
setting up industries are in a favourable position in 
relation to British industry. 

831. Mr. Crick : I was very glad to hear you say, in 
reply to a question from the Chairman, that you were 
providing some hard evidence of the impact of taxation 
upon industry. I do not want to press you to anticipate 
that any further than you have already but I do want 
•to take up one or two questions on that matter in order 
to clarify my mind concerning the content of paragraph 
28 of your memorandum to the Royal Commission. I 
think in that paragraph there are two aspects of this 
problem which are, if I may say so, a little confused. 
I am not clear whether you wish the Commission to 
understand that at this very moment the physical equip- 
ment of industry is being impaired by the rate of taxation, 
or whether you are arguing that the effect of taxation is 
to produce financial strain on industry and a distortion 
of the financial structure of companies. Those I think 
you will agree are two aspects of the same matter, but 
nevertheless distinct. I gathered from your reply to a 
question from the Chairman, that you were under the 
impression there was not, up to the moment, any sign 
of deleterious effects upon the real or physical capital. 
Are we therefore to infer that the worst effects in your 
judgment so far are on the financial side? — I think I can 
aflswer this question by saying that we believe there have 
been effects in both spheres, but they are not necessarily 
the same for every branch of British industry. So far 
as our evidence goes there are some industries where the 
physical assets have not been maintained. In other cases 
there has been a good deal of capital expenditure, but 
its true physical quantity is far less than the monetary 
figures indicate. Taking British industry as a whole we 
feel so far from having expanded the capital available in 
industry, it is being just maintained instead of being actu- 
ally expanded, but for some sections it will have dropped. 
We feel .that is the conclusion which must be drawn. 
Looking at the figures it does mean that the amount 
of capital per worker in industry has probably declined 
although the total may be the same, because there may 
be more people at work. That is one aspect. The other 
aspect is, as you say rightly, the financial aspect and we 
feel that looking at the present state of figures and, if 
I may say so, looking at the figures sent in by the 
Bankers’ Association, the financial stringency is arriving. 
It has not yet been reached wholly, because of the large 
cash resources available to industry immediately after the 
war when there was a long backlog of unreplaced capital. 
That is arriving, and my estimate is — I am trying not 
to forestall the evidence which is not yet ready but just 
to express a view if I may, Sir — that if the .present trend 
continues then there will be financial stringency ; it may 
come when inflation stops because the sources of capital 
available will themselves dry up, although industry is 
hoping to get ithe financial resources to maintain its 
physical assets and to get that out of what is in effect 
a growing inflationary position. When that stops and in- 
dustry is unable to get further money to replace stocks 
at higher prices or replace its capital at inflated costs, 
then the absence of real savings will show at once that 
industry has not the liquid resources necessary to main- 
tain its physical assets. Both of these factors are at 
work and are likely to emerge in the future. They have 
not emerged yet because of the special conditions after 
the war. 

832. The evidence you are about to submit will distin- 
guish between those two aspects of the matter and will, 
I hope, indicate where the impact is most severe? — Yes. 

833. On that matter of the severity of the impact on 
«ta»t branches, I notice in paragraph 20 you suggest 
that '.high taxation is a contributing factor to the difficulty 



of setting up new businesses and enlarging existing under- 
takings. Would the Commission be right to infer that in 
the judgment of your Federation that is a bad thing? — ' 
I think we were making this statement of fact without 
saying whether it was good or bad. 

834. So ithe Commission will have to judge for itself 
whether it is a desirable consequence or not? — I think 
so, yes. 

_ 835. And. on which side of the scale the balance lies. 
Similarly — in paragraph 32 your statement that the 
character of ownership and structure of British industry 
is changing — I wanted to ask whether in your judgment 
that was a good thing or a bad thing, but perhaps the 
answer will be .the same?: — This is, of course, not a 
matter of fact but a matter of judgment and of opinion. 
I should have said, and I may be expressing the views 
of other people in saying so but I must say it is my 
opinion, that the decline in this country of the very 
vigorous family concern which showed so much initiative 
in the 19th Century is to be deplored. I do not want 
to put it higher than that, but I think the present taxa- 
tion structure does tend to penalise that kind of 
undertaking. 



836. You made some statements in reply to the Chair- 
man’s questions about .profits tax which -I understood to 
mean that in your view the differential rates did have 
the effect of driving a larger proportion of profits into 
the business and withholding more from distribution ; 
that is to say, if you had a flat rate, distribution would 
probably be higher? — I do think it is difficult to generalise 
but, as a matter of logic, (that must be so. If there 
is a differentiation and (that encourages people to put 
money to reserve then, as a matter of logic, if there is 
no differentiation there will be less encouragement to put 
money to reserve. I would stress the point /that in ithe 
case of the continuing business which is not making more 
profits the weight of the fax on the distributed profits 
in the case of profits (tax and not income tax falls on 
the reserves in any event. If you .take a continuing 
business with roughly the same profits and roughly the 
same distributions, then although there may be an incen- 
tive to change from a tax point of view you may land 
up with the same total burden even (though it may be 
a flat burden instead of a differentiated burden. It is 
quite true, we would admit, that a flat rate of profits 
tax would tend to encourage distribution more than a 
differentiated rate but, as I say, we find it extremely 
difficult and a slightly distasteful .point because we regard 
the tax itself as so thoroughly bad because it cannot 
be deduated from dividends. 



837. Suppose we go one stage further and accept your 
case for the complete abolition of profits tax so that the 
money now received by that tax has to be raised by 
additional income tax on personal incomes as distinct 
from business incomes ; would you imagine that the re- 
moval of the load of profits tax from industry would lead 
to a larger distribution of dividends?— The removal of 
profits tax altogether where there is no differentiation 
between distributed and undistributed profits. . 

838. I was thinking of the present profits tax, remove 
that straight away?— I think if you removed the whole of 
the present profits tax which contains a differentiation, 
then logically there would be from the tax point of view 
an incentive to increase dividends. I would stress that 
we are coupling this with other measures which would, or 
ought to, cause people to reduce their distribution if they 
showed their profits more truly. I am thinking of the 
inflationary proposals which themselves should influence 
businesses or directors to distribute less profits. Taken by 
itself, I agree entirely that the abolition of 50 per cent, 
profits tax might encourage some people to distribute 
profits when they otherwise might not have done. 

839. And the measures you would propose in substi- 
tution are largely outside the field of taxation?— I meant 
the ones which were within the field of taxation, partly 
within the field of taxation and partly outside. I am still 
referring to the elimination from profits as a whole of the 
inflationary element included in the profit both from the 
point of view of distributing profits and from the point 
of view of taxation. 

840. Then may I just ask you one very general question 
on which you might like to speak. Having regard to what 
you have just said, we all know that in recent years taxa- 
tion has come to be used as an instrument of economic 
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policy in addition to its purely fiscal functions. Do you 
personally regard that as a healthy and progressive develop- 
ment or not? — I personally regard it as a thoroughly 
unsound procedure and one which has led to some extent 
to the confusion in our taxation law. I think that taxation 
of income should be a tax on income, and the only sound 
principle is to determine what the income is and to charge 
that income according to its amount and regardless of 
the kind of income except where you wish to give special 
relief to particular cases such as charities. The use of 
the instrument of taxation, of income taxation I am re- 
ferring to at the moment, not indirect taxation, as a means 
of implementing economic policy is unsound if it involves 
a departure from the principle of charging income equally 
if the amount of income is the same. I agree that in so 
far as you are charging income tax to prevent inflation 
or something of that kind the use of taxation as an 
instrument of economic policy for that generalised purpose 
is acceptable and sound, but the use of the instrument of 
taxation to differentiate between one kind of tax payer 
and another and one kind of income and another is bad. 
If I can give you an illustration of what I mean, it is 
not a very simple point if I may say so with respect. 
The proposal which was made in Mr. Tucker’s Committee’s 
Report that the initial allowance should be different 
according to the importance of the industry, that we would 
regard as an unsound method of using the instrument of 
taxation for. economic policy, 

841. Chairman: May I interrupt one moment there? 
Would that apply to earned income? Strictly speaking 
your answer would cover earned income? — No, I was 
trying to say that taking income so far as the difference 
between earned and unearned income is concerned, I re- 
gard that not as a method of picking out different types 
of income according to the source of the incomes, but 
rather a special method of dealing with personal incomes 
as distinct from incomes which are not personal incomes.' 
There are, I think, as the evidence before the Royal Com- 
mission in 1920 indicated, good reasons for saying that 
a man who is earning his income and who has no allow- 
ances for the exhaustion of his personal capital and a few 
other things should be charged on a lower rate than a man 
whose income is entirely derived from sources outside 
his own efforts, I would not regard that as a breach of 
the general principle. 

842. Mr. Crick: You have made very clear your 
objections to discriminatory allowances as an economic 
instrument. Would you object equally to the raising or 
lowering, or the institution or removal, of initial allow- 
ances from time to time? — I said I disliked the differentia- 
tion in the initial allowances, but here again personally 
I regard the initial allowances themselves as unsound and 
therefore, having been removed, with what inequity we 
need not discuss, I would deplore their re-introduction in 
any event because I think it does involve taking a measure 
of income for a year which is not in accordance either 
with an economist’s idea of income or even an accountant’s 
idea of income for that year. It does involve taking a 
completely artificial measure and I think it is unsound. 

843. You do not deplore the removal of it? — I have 
said I think that, having been introduced, the method of 
removal may have caused inequity, but I think their in- 
troduction, instead of the introduction of something 
sounder, and their sharp removal, the whole of it, was 
an unfortunate episode. I would prefer not to see them 
re-introduced, that is how I see it. 

844. Mrs. Anstey: I have one or two questions about 
linkage between social insurance and income tax. I think 
you suggested at one point that, although your Federation 
does not approve of linkage, it might be possible to have 
some more administrative co-ordination. I wonder 
whether you could be more explicit upon that point? — 
We did say we would put in another paper on this subject. 
We do feel that the present rather complicated system of 
getting all the particulars twice by two Departments is 
unsatisfactory, and that some system might be adopted of 
merging some of the work. We have not got very far 
with that yet. 

845. I see, I did not know that was coming. There is 
just one other point. You want I believe to retain and 
perhaps extend the insurance principles. I wondered 
whether you could say a little more about how you in- 
tended to extend the insurance principle? Is it your idea 
that one might increase the insurance contribution and, 



by raising more by means of insurance, perhaps need to 
raise less by means of taxation, or something oi that sort? 
— Our point was that in so far as people get benefits for 
nothing, benefits of a certain character for nothing, that 
is undesirable. So far as they are insurable and there is 
an insurable interest in the matter, then it is reasonable and 
logical for the three main parties, the employers, the em- 
ployees and the State, to contribute ; we have said, only 
in a general way without specifying it, that that principle 
ought not to be weakened. We would prefer to see it 
strengthened. I think we had in mind as much as anything 
else those benefits which have been paid entirely free of 
charge. 

846. Would not that involve a very considerable increase 
in the contribution per head which would mean a very big 
additional burden on ,the lower income groups?— In so far 
as you increase the insurance element as distinct from the 
free element that does mean an increased contribution. 
Taking the community as a whole, we would say that there 
was much to be said for that, even if it meant in the lowest 
levels where there may be hardships giving special relief 
in a different form, giving in effect relief because of the 
small income even if the insurance principle is extended 
throughout the whole range of income in the whole com- 
munity. 

847. So you advocate increasing the insurance element. 
What effects do you consider that would have on taxation? 
Is it your idea that that would enable the rate of taxa- 
tion to be a flat rate over a larger range, or something of 
that sort?— On this particular point all we were saying I 
think was that the giving of benefits free may encourage 
waste, that there is something to be said for increasing the 
insurance element without causing hardship in the lowest 
ranges of income. We have not attempted to quantify that 
and we have left it as a general statement of policy. What 
we would say particularly is that we would not like, as 
in Lady Rhys Williams’ scheme, t)ie complete abolition of 
the principle; if anything we would prefer to see it 
extended but we have not attempted to quantify it. 

848. Mr. Hicks: Could I go back to the replacement 
cost matter? It seemed to me that the argument which 
'Mr. Chambers was producing could be interpreted by 
someone who was unsympathetic to his proposals as repre- 
senting a strong case for saying that companies should be 
prevented from paying out in dividend more than they 
were earning according to his definition of profit ; that that 
had a bearing not so much on principles of taxation as on 
other aspects of the legal structure and calls perhaps for a 
reform in company law, if I may say so, rather than in 
taxation law? — I would say, in answer to Mr. Hicks, quite 
definitely I think that if a company; does pay out in divi- 
dends, and pays taxation appropriate to the dividends, 
for one is taken from the other, something in excess of 
the true profit after provision for depreciation and the 
inflationary element in stock, then it is failing to maintain 
its real capital and it should not do so. When you say 
to me — “ Given that as a general principle how would I 
see that implemented by alterations of the Companies 
Act?” — that is an extremely difficult matter. It is so 
often a matter of determining what is a profit on good 
commercial lines and then saying that nothing other than 
profit is available as distributions. It is not always easy 
on such matters to say — “ This part of the Companies Act 
can be altered and the job is done.” It is much more a 
matter, although you people understand these things better 
than I do, of saying if you get a good commercial prac- 
tice then you apply the Companies Act in relation to that 
good commercial practice. 

849. Chairman : I see no reason to dissent from what 
you say. 

850. Mr. Hicks: If I might continue the point a bit 
further. The thing is that it is undesirable in the interests 
of the country, and in the interests of the company as an 
element in .the economic structure of the country, that its 
resources should be allowed to run down. On the other 
hand, when it comes to the question of taxation, is not 
the company there rather more to be considered as repre- 
senting the shareholders, and is it not rather a question 
of equity between shareholders and other possible interests 
that have to be considered? Is it necessary that the same 
principle should hold on the taxation side as on the other 
side? — I would say it is necessary to do so in so far as a 
company is regarded as representing its shareholders, u 
you take the simple case where it distributes the whole ot 
its profit, the simplest possible case, then the shareholder 
have to pay sur-tax on what they get and the inequity 
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of charging income tax is carried right through to sur- 
tax as well, and you have still the same inequity. 'If you 
say there are other taxpayers who are subject to the same 
trouble, my answer would be that I admit that there are 
other taxpayers who would be charged tax on something 
more than their true net income, and whether something 
could be done for them is another matter. The great 
body of taxpayers, the wage earners and the salary earners, 
are not of course in any way subject to this point because 
the question of determining true income does not arise. 
The income is in fact gross and net and it is the same. 
You have not there to bear in mind the maintenance of 
capital. 

851. The real point, is it not, is as between the ordinary 
shareholder and the debenture and preference shareholder? 
—Yes, it is in fact the person who owns not the equity, 
the person who owns any form of an income right, it is 
a money right and not an equity right : in every case where 
the money value of his capital has shrunk there is inequity 
in not taking into account the fact that the capital has 
fallen. The obvious case would be if war savings certi- 
ficates were subject to tax, they do not happen to be at 
the moment, the fact that you got paid out in 1951 £20 
more than you paid in 1938 means for the moment you 
have £20 more income ; but you know in terms of actual 
income, what you can buy, you are taking out less than 
you put in, and in that case the inequity runs there as well. 
I would say the solution is not to say, where there are a 
certain number of taxpayers to whom this inequity also 
applies, do nothing for British industry, but do it in the 
cases where it is important and it must be dealt with, 
and do it if you can in other cases. 

852. Could I put the question in this way? If the Com- 
mission were able to find a way, I do not say there is one 
in sight, but if it were able to find a way of protecting the 
interests of firms as unities and of companies, which 
prevented them from getting into these difficulties while 
at the same time doing as little as possible to improve the 
position of the ordinary shareholder as against the deben- 
ture holder, would you consider that was very vicious? — 
It is difficult to answer this on the basis of generalisation 
but, in so far as an ordinary shareholder was getting a 
fortuitous gain because there was a large part of the 
capital in the form of loan stock, and you devised some 
means of seeing .that industrial capital was maintained 
rntact without giving undue advantage to the shareholder, 
I would agree that that was sound. 

853; Mr. Kaldor : I have just a few questions regarding 
this rising replacement cost. Would you say one could 
quote any particular figure as being roughly the order of 
magnitude of the rise in the cost of replacing capital goods 
as compared with before the war? — It differs of course for 
different classes of plant because some raw materials have 
gone up far more than others. To give a simple example, 
non-ferrous metals of certain classes have gone up enor- 
mously and therefore the replacement cost of that kind 
of plant is much higher than before the war. In fact there 
are published figures, the Board of Trade Indices of con- 
struction costs, which indicate I think that the cost now is 
of the order of 300 to 100 over pre-war, something of that 
order. 

854. Three times the pre-war level?— Three times the 
pre-war level. 

855. We had some evidence submitted to us which sug- 
gested it was two and a half times as compared with pre- 
war? — It may have gone up since then. 

856. Anyhow, it ..is between two and a half and three 
times, that would be right? — Yes. 

857. You would say of your knowledge the physical 
capital of industry at the moment is not much higher than 
before the war? — Yes, I am embarrassed in that I am not 
in a position to present the evidence, but I would say in 
my opinion that is approximately correct. 

858. Would you then say, if the physical capital is no 
higher than before .the war, the real annual depreciation 
of mat capital is about the same as before the war? I 
should think that follows from your earlier statement. If 
there are no more real assets than before the war then 
real depreciation is the same? — Assuming they are the 
same types of assets, yes. 

859. We have some figures to show that the depreciation 
allowances before the war amounted to £450 million. That 
of course includes all companies, not all industry, but I 
cannot separate it out at the moment. Two and a half 
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times that amount would be about £1,125 million. The 
actual allowances in 1950 were £1,125 million of which 
£850 million were in .the form of depreciation allowances 
and the remainder in the form of initial allowances.* In 
other words, industry did get in the way of tax free allow- 
ances two and a half times the pre-war amount in 1950. 
You would agree .to that? — The figures ace completely be- 
devilled, if I may use that word, by the initial allowances, 
and in the enquiries we have been making we have been 
trying to do the laborious work of separating these two 
properly, because you cannot just take initial allowances 
and annual allowances and say so much was one and so 
much the other, because every time you grant an initial 
allowance you reduce the annual allowance. There is a 
further point which raises a difficulty and that is .that 
so much of the capital was put in more recently after 
( the war. During the war there was a long lag for a lot of 
peace time construction and suddenly a lot of this was 
put in. Instead of war-time there was a changeover from 
war to peace and there was heavy expenditure of capital 
in the later years you referred to, a disproportionately 
heavy amount in comparison with earlier years, and there- 
fore it is probable that those years are over-weighted by 
initial allowances. It does not mean if the sum total of 
those two allowances is equal to .two and a half times the 
amount of assets before the war that industry is necessarily 
getting what it should get, because it has to be remembered 
also that those initial allowances will have already been 
given and will result in smaller allowances in the next few 
years. 

860. That would only be the case in so far as those 
initial allowances are not continued to be given. On the 
assumption that initial allowances are continued to be given 
year after year, surely the allowance would continue to be 
given as capital is being replaced? — With respect, I hardly 
.think so because the capital expenditure has not been 
even. If you maintain capital expenditure of this par- 
ticular kind at an even rate then, sooner or later as a 
matter of simple arithmetic, for industry as a whole, 
whether you gave initial allowances or not, the total allow- 
ances for industry as a whole would be exactly the same. 
The .total allowances would equal what you give by way of 
ordinary allowances. 

861. So to the extent that you continue to give initial 
allowances it would be right to suggest, would it not, that 
the depreciation allowances in general accrue to the indus- 
try at an earlier date than they would be accruing 
under the system of no initial allowances? — Certainly. 

862. To the extent .that .prices are rising, you would 
agree that .the fact that industry is getting those depre- 
ciation allowances at .an earlier stage represents an offset 
against rising prices? — Yes, some offset. 

863. Buit you now say you would regard this large 
increase in depreciation allowances as compared with 
\pre-war, this two and a half times increase, as in part 
a reflection of the initial allowances. Actually we know 
it is only partly a reflection because initial allowances 
have gone up to £250 millions but, having regard to 
the fact that a great deal of plant has been replaced after 
the war, to the extent that is true, would not it also be 
true to say that a case for re-valuing assets for the purpose 
of depreciation is also to that extent weak? — In so far 
as there has been capital expenditure at the higher prices, 
then the question of replacement would not arise, or it 
only .arises in so far as there has been an increase in 
construction costs between those post-war dates and today. 

864. May I just go on with .this. Some suggestions were 
made of re-valuing for depreciation purposes assets that 
were installed before 1940 or 1941. /We know that the 
pre-war figure of depreciation allowances was £450 
millions. I think you would agree that the greater part 
of those allowances then given were in respeot of assets 
which in the meantime in .the intervening ten years must 
have been completely written off? — The greater part? 

865. Chairman : What was that? 

866. Mr. Kaldor : Which have been completely written 
off in the intervening ten years? — -I would not like to 
agree or disagree without examination of the figures be- 
cause those figures to which you refer cover, I understand, 
buildings as well, buildings, plant and machinery, some 
of which will be only allowable at a very low rate of 

* National Income and Expenditure of the United Kingdom 
1946 to 1950. Table 6. Cmd. 8203. 
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depreciation and, following the Inland Revenue method, 
the allowances are given at the written down value. There- 
fore without an analysis of the figures I cannot say how 
much would represent plant subsequently completely 
written off. In fact, as you know, following the Inland 
Revenue method, no plant is ever completely written off 
until it is scrapped. 

867. I suppose it is true to say for the 'bulk of plant 
as distinct from buildings that it is written off over ten 
years or so? — For Inland Revenue purposes we would 
very much like it. I fear that the average rates are 
far lower than that. The average rate on the written 
down value basis, if you have 10 per cent, on a written 
down value basis, does not write off over ten years, I 
am not good at arithmetic but it would be nearer twice 
that before you get down to one-tenth of the value. 

868. Would you say it is an exaggeration to say that 
only about half the sum given before the war would 
still be relevant in the sense that it would represent allow- 
ances in respect of assets which have not yet been written 
off? I am only trying to carry you into a little calcula- 
tion. Could we accept that for the moment as a basis 
of argument? — If I may say so, I cannot myself accept 
it because I have not examined the figures. 



869. But if one were to accept it, it would be true, 
would it not, that if one were to' grant this claim for 
replacement costs altogether industry would be relieved 
of taxation to the tune .of about £300 million a year 
or something of that order? — Could I have the cal- 
culations again? 

870. Assuming that of the pre-war £450 million about 
one half represented assets which in the meantime had 
been completely written off and half assets in respect of 
which allowances are stall being given, these allowances 
are now re-valued in the ratio of 21, it would be about 
£300 million? — It would be tax on £300 million. 

871. So in other words it would mean an increase in 
the depreciation allowances granted to industry of the 
order of about 25 per cent, on that basis as against 
£1,200 million? On the other side, you would agree, 
would you not, that as the result of inflation industry 
benefited in this respect on fixed charges ; I think that 
was agreed? 

Chairman : I think we shall have to adjourn now be- 
cause of ifche luncheon arrangements. If we adjourn now, 
Mr. Chambers, would it be possible for you to be back 
at 2 o’clock or do you want longer? — No, 2 o’clock. 



The proceedings were adjourned accordingly. 



On Res 

Chairman: Mr. Kaldor, will you resume your interro- 
gation of the witnesses? 

872. Mr. Kaldor : I have a few more questions to ask, 
Mr. Chairman. Mr. Chambers, your main contention 
was, I take it, that with the present system of taxation 
and with the present system of giving allowances for 
amortisation and depreciation, industry is not in a posi- 
tion financially to set aside sufficient amounts to main- 
tain real capital intact. That is right, is it? — I would 
say that the taxation is charged upon capital as well as 
income. It does not mean that in every case, as the 
tax is not 100 per cent., it is necessarily paid out of capital. 
It is in fact charged on something which is income plus 
a portion of capital. 

873. From the point of view of the economic effects 
of .taxation you would agree that whatever way tax is 
charged it is detrimental in so far as it makes it impos- 
sible for industry to replace . . . . — Yes, certainly. 

874. If you look at the National Income White Paper, 
you will see from Table 6 that in 1938 £457 million were 
allowed to industry as depreciation, and from Table 34 
that in addition a sum of £172 million was set aside 
net in the form of undistributed profits. At that time 
income tax was 5s. 6d. in the £. If it had been 9s, in 
the £ and if, in addition, profits tax had been in force, 
the amount set aside would have been considerably smaller 
than £172 million net? — Yes. 

875. If you look at the figures in Tables 33 and 34 
you find that despite the very heavy increase in taxation 
the amount which industry set aside in the form of amorti- 
sation and undistributed profits amounted in 1950 to £1,700 
million, or £1,693 million to be exact, which is practic- 
ally three times the amount set aside in 1938 despite the 
fact that taxation is now so much higher, and these figures 
are net of tax. You will agree? — Yes. 

876. Would it follow from this that if industry was 
able to set aside enough to maintain capital intact in 
1938, it is now equally in a position to set aside enough 
to maintain capital intact, prices on your admission have 
not risen by more than three times and the amount set 
aside is three times as large? — If I may answer in this 
way. The operation of setting aside profits to reserve 
is not, of course, a cash .transaction, as you appreciate. 
It is a book transaction and it is related to the book 
profits. We argue that -the book profit is inflated. You 
put part of your inflated profit to reserve, therefore you 
have not in fact saved anything out of your cash. If 
you over-state your profit iby £100 million and then you 
put £100 million out of your over-stated profits to reserve, 
you have not got another £100 million at all. We argue 
and indeed the figures which I hope will be available 
sooner or later will show, that the amounts set aside 
so far from being the same are much smaller ones. You 
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have taken out of the profits the inflationary element in- 
cluded, as a consequence the cash position of industry 
is shrinking ; the cash available to business is shrinking 
very much as is indicated by the memorandum prepared 
by the Institute of Bankers. In effect your reserve posi- 
tion, your book position, is only of value in so far as 
it indicates what is happening or going to happen in the 
long run to your cash. If, without having built up your 
physical assets beyond a certain point, your cash has 
been shrinking, that I think is clear evidence that the 
book figure of profit, much of which is put in as a 
book figure of undistributed profits, is an inflationary 
figure ; and if in fact, I have not looked at the figures 
you were quoting, I have looked at others but not at 
the moment, the figure for undistributed profits is only 
three times what it was before, that is strong evidence 
to my mind that the taxation and distribution together 
have been excessive. 

877. I did not say the undistributed profits were three 
times, but the undistributed profits plus what is allowed 
for depreciation. — Yes, I meant the same. It is the same ! 
operation. 

878. Your case is simply that industry’s cash position 

is shrinking. That is your major evidence? — The cash i 
position is shrinking at a time when the physical assets ; 
have not risen. Cash is shrinking and the physical assets l 
are remaining unchanged, and in order to maintain that . 
position industry has had to get fresh capital from the ! 
capital market. < ‘ 

879. I find it a little difficult to understand why if the : 
industrial accounts do in effect show amounts available ! 
for reserve — whether it is a replacement reserve or whether , 
it is another reserve namely a net which is booked as i 
a net addition to the assets of the company, it is no | 
different — if this sum has risen three times in one sense j 
it is not true to say that there is tfiree times as much I 
available as there was before the war for the purpose f- 
of capital investment. The fact that the cash position | 
of companies is shrinking may be due to a lot of other § 
things. It may be due to the fact that their stock and ji 
recurrent assets are going . . . ?— No, I am sorry. The I 
position is quite clear. If your total assets, physical | 
assets are unchanged and your cash assets have fallen! ; 
and if to maintain that position you have had to borrow 
money and to raise fresh capital .then you have not got ■ 
increased true reserves. May I give an illustration of the 
way in which it can happen in relation to stocks? If you 1 
had the simple position that you had 100 tons of a par- 1 
ticular kind of stock to start with and it is £100 a ton, g 
that gives you £10,000 opening stock. If during the year • 
you have bought another 100 tons and, for simplicity, say : 
you bought it and sold it at £300 a ton, at the end of the 
period you will be left with 100 tons shown in your books 
as worth £30,000. Your profit in your books will be 
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increased and inflated by a sum of £20,000. If you place 
that sum of £20,000 to reserve it does not mean that to 
that extent you had increased resources. That £20,000 
placed to reserve is no more than the representation of 
the inflationary element included in the valuation of your 
stock. That is the point I am making. 

880. You realise, of course, that the National Income 
White Paper does give you figures on this too? They 
estimate in Table 33 the amount of profits which represents 
the appreciation of stock as £205 million in 1950. — Yes. 

881. Even if you make the appropriate correction and 
deduct these figures I suggest you still find that the in- 
crease in the amounts set aside by industry are probably 
quite as large as the rise in price, and you really ought 
to take into account also fne increase in rates of taxation. 
In other words I suggest to you, Mr. Chambers, that if 
prices had not risen since 1938 but the increase in the rates 
of taxation had occurred, then industry today would be 
in a worse position than it actually is. In other words 
the existence of inflation has not aggravated but mitigated 
the effects of higher taxation on industry.— If that is the 
question my answer would be that it is difficult to ascertain 
the facts in relation to what has happened, and that I 
have said we are going to try to do. To attempt to 
ascertain the facts of what would have happened if we 
had maintained these enormous rates of tax but there had 
been no inflation is very nearly impossible. The huge in- 
crease in taxation is very largely related to inflation itself. 

I would suggest that there are circumstances in which 
inflation does mitigate the position for industry, and I have 
admitted that that must 'be so in relation to fixed charges, 
but may I suggest, Mr. Chairman, that on this very matter 
the documents which I hope will be coming forward will 
make the very adjustments that Mr. Kaldor is asking for 
only in relation to certain sample figures admittedly, with 
as great a degree of accuracy as is possible in relation to 
that sample, and it does show the results which I have 
broadly indicated. 

882. You agreed this morning, I take it, that while the 
rise in prices causes hardship to industry, or rather to the 
interests of the ordinary shareholder to be precise, on the 
one side owing to the fact that depreciation is calculated 
on an historical basis, on the other side the ordinary share- 
holder benefits through being relieved of the burden of 
fixed charges. Supposing, as has been done in effect in 
past inflations, that there were a revalorisation scheme 
by which on the one side depreciation were put on a re- 
placement cost basis and on the other side debenture 
interest and preference interest were equally re-valued with 
prices > would you > or would the Federation of 
British Industries, still advocate revalorisation in that case? 
in other words revalorisation would extend not only to 
the credit side of the claims in business but also to the 
debit side. Would you still say from industry’s point of 
view revalorisation is preferable to non-revalorisation?— 
as tar as the Federation as a whole is concerned this 
specific proposition has not been put to it ; I would say 
at once that my personal view, and I think it would 
express the view of my colleagues, is that we would accept, 
nether for taxation purposes or other purposes, such 
reiiet because it is quite clear that the gross assets of busi- 
ness are much larger than the charges that have to he 
£ busme , s ? in res P e ct of fixed loans and so on, 

«nJr at there woud be a net gain for business, and if 
such a system could be worked out it would be certainly 
better than doing nothing at all. It is a logical thing to do. 

evfnViiTt 1101 f SUre th u l 1 agree with your argument 
than L 11 t e . to t s , ay that « ross assets are much larger 
amount of loans. On the other side you have 
cr P ^ e k ° account that depreciation allowances do in- 
Ym, L b . US ! f ssets wear out and are actually replaced. 
aUowanJe, h a v akC mt0 acc ° unt the fact tha t depreciation 
the war 8 .u Qe Up about two-and-a-half times since 

and ^• h - e , pa J m ! nts made on debenture interest 

mav well h P C f dmdends have remained unchanged?— It 
is in f Jr, be ’ of , c ° urse > that if there is some inequity which 
awav ,ht °J r k° f the ordmary shareholder which is taken 
Sfc h a proposal, that would be still worth while, 
thehlsseK most companies are not insolvent ; 

neir assets exceed their liabilities. That must be so. 

rem2'kfvn?T7R, G ' 7Z: u Mr> Cba mbers, earlier on in your 
as nut t0 ; dUS T that you did not favour the scheme 
somewhat 'Timila by 7 ady Rhys Wdbams. There was a 

ewhat similar scheme put forward by the Liberal 



Party. Does your objection apply equally to both 
schemes? — Yes. The difference between the two schemes 
is not a difference of principle so far as what I have 
already said this morning. 

885. Thank you. Then later on referring to the social 
service costs you put it that the Federation favoured the 
idea of the contributory method of raising the necessary 
finance. — Yes. 

886. Under the contributory method in so far as it has 
been adopted that has been on a flat rate basis. For 
instance, where the contributory rate now applies the wage- 
earner of £5 a week is paying the same contribution as the 
wage-earner of £10 a week? — Yes, Sir. 

887. In both the Liberal scheme and Lady Rhys Williams’ 
scheme that theory was strongly attacked on the question 
of ability to pay. Now under your contributory scheme 1 
cannot see how there could be any differential contribu- 
tions. What is your answer to that criticism? — 1 think 
my answer to the proposal in the Lady Rhys Williams 
scheme and in the Liberal scheme is this : that we would 
regard the contributory scheme as in effect each person 
buying a certain amount of insurance and, just as when 
he goes to a shop to buy a pair of shoes, whatever his 
income he has to pay the same price for what he gets, 
so < £*■ he buys insurance he pays the same price regardless 

bl *. mconi a- That does not mean, and I emphasised 
this this morning, that I would not agree substantial relief 
to the lowest levels of income where there is hardship • 
above that they should pay for what they are buying by 
way of insurance just as if they were buying in a shop or 
trom an insurance company. 

888. You do not accept the criticism in both the schemes 
on the ability to pay? — No. 

889. When you were dealing with the question of depre- 
ciation allowances you divided the problem rather into 

cat ® gonea - One was the question of replacement 
costs and as regards the other you used as an illustration 
holders of war loan, consols, etc. — Yes. 

890. So far as the physical assets side and replacement 
costs were concerned you therefore thought the position 
ought to be met, but you did not think anything could be 
done regarding the position of war loan, consols, etc ? — 
May 1 make a correction? 1 think what I said was 
whether anything could be done or not in relation to the 
owners of fixed loans, and I included war loan holders 

e ? sendial 1 bought for the problem to be 
!f* kl ® d m r U 77 because 11 is vital to maintain produc- 
tive capital. I did not say, I think, that in my judgment 
nothing whatever could be done. It is just that the JSter 
had not yet been considered so far as we are concerned^ 
It is not an industrial problem but a general taxation 
pr * b i* m - K in fact the problem could bftakSd and 
S*!? equita ‘bly> I am quite sure in British industry we 
would accept such a proposal. y we 

891. But you are putting forward no suggestion recard 

mg them today?— No, that is true. gg 8 d 

892 - . And therefore it would be fair to say they were 
rather m a second category?— Yes, that is perfectly truT 
893. Do you feel that that is correct? Surely the owners 
fJ™ SI , Ca - aS lt tS under inflation do have the opportunity 
for recouping themsdves to some extent because the value 
of their physical asset remains?— That is true, and ill so 
themhJv^ h fi VC / Xed oharges, and of course many of 
them have no fixed charges, they do have some forhiiLi* 
gain, but what I tried to emphasise is that the Dresent 
° f taX j tl0n is eat ‘ ng i nto industrial capital and that 
^ f°u We must at i east maintain our productive 
capacity . that here is taxation of something more than 
income. So far as industrial capital is concerned fjfc I -f ^ 
that we should maintain that otherwise the basis of eve™ 
body’s income falls. You must tackle that * f l 1 ® very_ 
problem admitting that if you tackle if Ep . nmary 

«» «£ ProM 

between S.'SSWJ ° f » 

because the second man has no onnnrtn°> tha u tbe first 
regaining what he has lost or incrSSf’v ' v . hatever of 
would say the man who ha, 
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investments really in the physical sense has lost nothing 
and has the great probability of his income increasing and 
himself really being in a very little worse position ; 'but you 
say in spite of that anything that has to be done must be 
done first for the man with his investment in a company? 

— Not so much for the man with his investment in the 
company but for the company, and the maintenance of 
British industrial assets. That is the first thing. 

895. Yes, but it will eventually come down to the indi- 
vidual shareholder and what he receives, will it not? 

— It may do, but in answer to a question put by iMr. 
Hicks ... he asked me whether, if something could be 
done to maintain British capital without giving an unfair 
advantage to the shareholder as against the loan stock- 
holder and war loan holder, I would be in favour of it, 
and I said yes. 

896. Yes. I will leave it there. You know under our 
terms of reference any benefit we give to meet your diffi- 
culty has probably got to come from somewhere else. 
There is only one more question, Mr. Chairman. I would 
like to ask Mr. Chambers, in spite of increased taxation 
and all the other difficulties business has had to meet 
from the standpoint of profits and reserves, is industry in 
a stronger or a weaker position today than it was in 1939? 
—That is the question to which I have made reference 
several times, that I am hoping evidence on that will 
become available, but the short answer is as far as I 
know at present the amount of fixed capital is roughly 
unchanged, liquid resources have shrunk and that evidence 
is supported by the evidence of the ‘Bankers. In relation 
to the total production of the country industry is in a 
weaker position than it was before the war, and if it goes 
on at the present stage we may find ourselves in a 
perilously weak position. 

897. And you are giving us evidence to prove that 
contention? — We hope so, yes. 

898. Chairman: Yes, Mr. Kaldor, have you another 
question? 

899. Mr. Kaldor : Mr. Chambers referred twice to the 
evidence presented by the British Bankers’ Association re- 
garding the shrinkage of liquid resources in the hands of 
industry. That evidence, as you probably know, has been 
made public. It relates to a comparison of different post- 
war years ; it shows the shrinkage of liquid resources in 
1950 as compared with 1945 and 1946. You realise that?. 
—Yes. 

900. Is it not true that at the end of the war the financial 
state of companies was abnormally liquid because of the 
fact that during the war real assets had shrunk, stocks 
had been diminished and the reserves set aside could not 
be actually used. Therefore you would expect, would you 
not, that liquid resources of companies would shrink with 
the replacement of assets after the war and with the re- 
building of stocks after the war?— Yes. I merely was 
saying that the evidence which we hope to produce would 
show the position as between pre-war years and today, but 
it happens that although the approach was entirely different 
in respect of the post-war years the position produced by 
the Bankers’ Report is substantially the same as the 
evidence produced in an entirely different manner. 

901. That evidence has not yet been seen? — No. 

902. Mr. Keswick : My questions are very general ones. 
I understand it to be the view of the Federation that the 
resources of companies are running down because of the 
lack of depreciation allowances. Would you consider this 
a matter of great urgency or a trend only?— I would 
consider it a matter of great urgency at the present time. 
I believe that the evil effects of the over-statement of 
profits have not emerged because of continuing inflation 
which has kept the pot boiling, may I put it that way, 
but that when the inflation stops the full effects of the 
evil will become apparent. I regard this not as a long- 
term problem alone but as an immediate problem. 

903. In other words in your opinion if something is 
not done about it the results will be, to put it strongly, 
disastrous? — I would say so. 

904. Another general question which is pressing you on 
an opinion you gave this morning in connection with the 
overseas income. I think you said or advocated that only 
profits remitted should be taxed which was translated into 
figures ; approximately this would mean a loss of revenue 



of £100 million which is 8d., or possibly 9d., income tax. 

I understood you to say that in spite of those figures you 
would advocate only taxing remittable profits?— Yes. 

905. The Federation might feel on the other hand that 
the extra burden of that 8d. which might be spread over 
industry would be unfair. Would you consider that? 
—First of all the figure of £100 million is a figure which 
was quoted in public debates on the subject. I have not 
checked that figure and, indeed, it is an extremely difficult 
figure to check because we are discussing not merely 
profits which are made overseas but that proportion of 
branch profits which are made overseas and it is terribly 
difficult to get anything like a genuine figure of how much 
of a profit arises abroad where there is manufacture in 
this country and sale overseas or vice versa, or where there 
are factories overseas getting raw materials from here and 
so on. It is an exceedingly difficult figure to check and, 
of course, when figures are very difficult one person’s 
guess, and it is little more than a guess, is treated as good 
as another person’s. I would say if in fact the figure is 
£100 milli on the point of principle is so important that I 
would prefer to see the burden distributed generally and 
taken away from this taxation of reserves of profits 
maintained overseas. 

906. And the Federation would share your opinion?— 
As far as I am aware they would. We have consistently 
advocated taking away this burden from the profits un- 
remitted and it has been the practice of the Federation 
whenever making recommendations for taxes to consider 
the thing as a matter of equity and not merely claim tax 
reductions. If the proposal were to spread the balance of 
that tax then we would accept it. 

907. My last question is a small one and a general one 
again. I understood you to say that you were against 
initial allowances root and branch? — Yes. 

908. Does that mean that you would go as far as saying 
that .they would not be better than nothing? — That is a 
very difficult question; but I would say it is impossible 
to say they would be better than nothing in terms of 
what is given to British industry. If you have an allow- 
ance in year 1 instead of years 2 to '10 then you have 
got something like a tax free or interest free loan, and by 
getting it in .the year 1 you have money which you would 
not otherwise have had available because the Revenue is 
postponing the collection of tax. But in practice if you 
look at the initial allowances as they were given, the rate 
of tax was increased after .the initial allowances were 
taken away and so it did not even amount to an interest 
free loan, but if you ignore the question of differences 
in rates of tax between one year and another, if you assume 
a completely even rate of .tax over all the relevant years, 
then an initial allowance means a definite benefit I would 
say, and, I am here speaking more about a principle 
than anything else, notwithstanding that I personally 
would regard it as bad because it is getting away from 
the principle of taking your profit as determined on normal 
commercial principles and using that as your income tax 
measure of profit to distort the profit between one year 
and the next. It would give a tax advantage to industry 
but I think it is unsound. 

909. Mr. Greenwood : I am sure you feel that industry 
will have to raise increasingly large amounts of fresh 
capital an the future? — Yes. 

910. Do you think .that is going to be easy? — I think it 
is - going to ibe extremely difficult unless .there is a con- 
tinuing inflation in which case it might well be that in- 
dustry, or some parts, might get some pant of the resources 
which were not necessarily best applied in that way. On 
the whole I would say that dt is going to be difficult for 
industry to get capital in the few years to come. 

911. And you would agree, of course, that if profits 
showed a downward tendency .as they might well do if 
they were the true .profits, that might be very much more 
difficult? — It certainly might be very much more difficult, 
yes. 

912. And of course the present action of profits tax does 
drive companies into the ways of debenture arid notes ; 
do you think that is a good thing or a bad thing as 
opposed to the issue of ordinary shares? — If I may say 
so this is not striotly a tax question, and it is a matter 
on which one would naturally feel some personal embar- 
rassment having regard to what has been taking place 
in particular cases, but I would say in general and as a 
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matter of (principle it is wrong ithat the tax structure 
should force companies to do things one way rather than 
another way if the tax structure were correct. If the tax 
structure distorts the method of raising capital then that 
is bad. I would just add this : that in so far as it is 
difficult to raise equity capital and easier to raise money 
in a different form in debentures, that fends to act to 
the disadvantage of certain tyipes of concerns and to 
the advantage of others. Very large companies are in 
i much better .position to raise money by way of deben- 
tures or notes than small concerns, and very small concerns 
have 'this particular method almost completely blocked. 
Therefore my general answer is on the whole, I think, this 
tax effect on the method of raising capital is a bad one. 

913. There is one other point, I think it was in para- 
graph 32, you refer to the fact that industry was coming 
more and more under control of salaried officials and you 
thought that perhaps was not a good thing. Is the reason 
that there is really no incentive? Taxation is so high 
that there is not much incentive for .those managers to 
increase profits? — Iithink I was careful not to say definitely 
that I thought that this tendency was ia had one. What 
I did say was that there were certain classes of industry 
or branches of .industry which were adversely affected, and 
I thought that was most unfortunate, but whether the 
general trend towards .the salary controlled concern as 
against .the equity controlled concern is a good one or a 
bad one is a matter of social policy, of social theory 
upon which I do not think my judgment is any better 
than anyone else’s. lit is not expert in any sense. 

914. Sir Geoffrey Hey worth: You said, 1 think in reply 
to a question from the Chairman, ithait certain taxes were 
reflected or could be reflected in high selling prices, that 
in general if you eliminated inflation you 'thought it ... . 
— I put a special emphasis on the termination of inflation. 
Where it as possible to increase prices because of infla- 
tion there may well be a tendency to put up prices to 
take account of extra fax burden. 

915. Would you qualify what you said in relation to 
a profits tax in particular and what you generally call 
corporation taxes which you .see in other parts of .the 
world ; that, in fact, when considering any project, know- 
ing that those .taxes are in existence, does the man not 
consider whether the selling price for the product he is 
going to make will give an adequate return .after paying 
corporation taxes? — When one is not considering the run- 
ning of an existing concern but considering the raising of 
capital and the remunerating of capital, then as it is the 
net amount of remuneration after corporation .tax has 
been paid, if that has to be taken into account, to that 
extent it does affect the price of a project. I.t is rather 
marginal, not very large. 

916. If profits and corporation taxes remain in being 
it would gradually be bigger and wider and wider? — Yes. 

917. In fact in America today since corporation taxes 
have been levied for a considerable time, it is a definite 
element in price fixing of any new project 'brought on the 
market? — Yes. 

918. Now, turn to this question of capital erosion, as 
you call it. Will the figures that you are going to pro- 
duce attempt to differentiate the erosion that has taken 
place arising in regard to fixed assets and also in regard 
to stocks or working capital? — Yes. 

919. And in that connection you have indicated that 
the general lines on which you are seeking to redress 
the erosion of working capital are through the L.I.F.O. 
and base stock system? — Yes. 

920. Will your observations in connection with that 
ueal with the problem of the erosion that has already 
iaxen place? In other words how do you see the base 
stock system being introduced now if 90 per cent, of the 
price rise has already taken place? How do you look 
tk°? • at . 'generally as being an effective instrument?: — 
• ♦ j ^’ r Geoffrey, a difficult problem 'because if you 
introduce a L.I.F.O. system when the prices are at the 
op and start sliding down, there is in fact no tax saving, 
./early. There is a tax loss and industry could well 6ay 

nas ■ been pressing for this since before the prices rose 
it is not industry’s fault if, when it is given, 

, be at the wrong time. It is a difficult problem 
nnclii a ii® one t h e reasons why, in making detailed pro- 
P sals, the objection should be given. I can myself 
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say immediately that one could not very easily ask that 
one should get in one year the whole of the loss through 
not having had the principle for the past ten years or 
more. I think that would be asking too much, to get the 
■whole lot paid in at once. I do not think that is a 
practical proposition. 

921. Mr. Carrington : One or two detailed points first 
of all, Mr. Chambers, just to clear them. You said in 
answer to one question that the fixed capital employed 
per worker has declined since 1938. Is that so? 1 was 
under the impression that if you measured it say by horse 
power per worker there was a .greater number of horse 
power employed in industry per worker today than ever 
there has been in British industry. — Here again I am in 
the difficulty that 1 am relying upon evidence which has 
not yet been produced, but in so far as that evidence 
shows anything it does show for the sample taken there 
has been a substantial drop in the amount of real capital 
per head per worker ; that might well be consistent with 
the increase in the amount of a particular kind of capi- 
tal. It might very well be consistent with that. 

922. You will .probably look further into that point be- 
cause it came as a great surprise to me when you made 
that remark. I would like you to examine it further. — 
Certainly. 

923. The next point arises out of a previous answer. 
In discussing the problem with Mr. Kaldor of plant now 
in being that was in being before the war or pre-1941 
purchases, you were assuming 'presumably that it was a 
once-and-for-all revalorisation as in France and Belgium, 
that it would be that plant that would be looked at, the 
residue of the pre-1941 purchases? — Yes. 

924. You expressed the view that relatively the figures 
for such plant are still high relative to the remaining plant 
in the workings and in the accounts of companies. Is that 
so as far as the tax position is concerned? — Mr. Kaldor 
was referring specifically to the comparison between pre- 
war and the present time. I think I tried to make it 
clear in relation to any particular asset in .so far as there 
is replacement in 1946 or 1947 then, of course, the 
amount to be added on a revalorisation is very much 
smaller than the amount to 'be added in respect of pre- 
war plant, but that does not mean that taking all assets 
together the sum to be added in respect of post-war plant 
put in in 1945, 1946 and 1947 may not 'be as great as the 
remaining .plant that was erected before the war. That 
would require an examination of the figures. 

925. Going one stage further from that answer, is it 
not a fact that the greater part of the pre-war plant will 
already have been written off? — That question I think 
Mr. Kaldor did ask and I think my answer is that there 
is much pre-war plant, a very large amount of pre-war 
plant, which is not written off, a very large amount. 

926. Even after taking into account the additional allow- 
ances granted during the war as a result of overtime 
working and double shifts? — I think as the basis has been 
the written down value basis in respect of assets that bear 
only a low rate of wear and tear there would be quite a 
substantial block still left. 

927. What sort of assets have you in mind in that 

answer? — Any long-term assets, heavy plant ; in my own 
industry heavy chemical plant where the rate may be 
very low. t 

928. Anything carrying a basic rate of per cent, or 
over will have been substantially written down since 1939 
bearing in mind the additional quarter, so that you have 
an effective 9£ written down apart from extra war-time 
running. — My arithmetic is no good and never has been, 
but I think if you take 7£ per cent, and increase it to 10 
per cent, it takes the best part of seventeen to twenty 
years to write that down to 10 per cent. 

929. There have been twelve years since 1939 now. — 
That means there are five years left in which the rate 
is too low ; they are the vital years. 

930. The figures for the last five are relatively small 

in relation to the whole, are they not? — Certainly, but this 
is the important factor ; ever since the end of the war at 
least the rates have been substantially too low; profits 
have been over-stated from 1945 up to the present time, 
and for the next five years - 

931. But if you dealt with this problem on a revalorisa- 
tion basis stepping up the written down value, there would 
not be much to step up on this residue of plant, would 

B 
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there? — In respect of high depreciating assets the answer 
is there cannot be very much, in respect of lower ones 
there might be a lot. 

932. There would not be very much in the case of the 
7£ per cent, and upwards variety I should have thought. 

— I have not the figures, but they would require 
examination. 

933. Coming to more general points I think you would 
agree, would you not, that the prime cause of the difficulty 
is inflation? — Yes, entirely. 

934. Would you regard high taxation as anti-inflationary 
or deflationary? — I think that you cannot take taxation 
by itself, so much depends upon what you do with the 
proceeds of taxation. There are two points there. If you 
have high taxation and a large budget surplus, and if you 
cut down the basis of credit then in that sense high taxation 
can be deflationary. If on the other hand your high 
taxation is wholly spent so that it is spent by the Govern- 
ment instead of by industry or by consumers, then it is not 
deflationary. Indeed in such circumstances it can be 
inflationary by reducing productivity. 

935. The points at which you are directing attack are 
two main ones, are they not, profits tax and the effect of 
inflation in relation to fixed assets and current assets? — 
Yes. 

936. Let us take profits tax for the moment, the net yield 
of profits tax. that is the gross sum less the income tax 
relief it attracts. It is less, I think, than the contemplated 
budget surplus, is it not?— I am sorry 1 have not the 
figures. 

937. My recollection is that the gross yield of profits tax 
is about £310 million to £320 million, I am speaking from 
memory, I think that is not far out ; so you get a net yield 
after income tax of somewhere about £150 million and that 
is, I think, less than the budget surplus?— If your point 
is that the profits tax is wholly saved in the sense that it is 
part of the budget surplus and therefore is deflationary, 
then of course that applies to any £150 million in the 
receipts part of the budget, and it is not therefore a good 
argument for having the profits tax rather than some other 
more equitable form of taxation. 

938. You are putting an argument into my mouth that 
I have not put forward. — I am sorry ; I thought that was 
the point. 

939. The question is this : looking at the problem from 
the standpoint of industry and the evil of inflation, which ■ 
would be the more beneficial to industry, to cancel the 
profits tax entirely and reduce the budget surplus by a 
corresponding amount, or would they prefer to have such 
anti-inflationary benefit as is said to apply from a budget 
surplus. The cancellation of profits tax is quite the 
simplest form of giving the relief for which you are asking, 
the others,- the inflationary points on fixed assets and 
stock, are not easy. I think you would agree cancella- 
tion of the profits tax only means one small clause in a 
Finance Act?— I can give my answer very clearly. In 
giving our evidence here our aim is to try and put forward 
points which will make the whole taxation more equitable 
and therefore we are not just saying “ Can we have this 
relief or that relief? ” We are saying that income tax 
should be on income and it should be of such a character 
as not to act as a disincentive. On both those points we 
feel that both these reliefs should be given. If you asked 
me not whether "we would like to choose A or B but 
whether I regard one problem as more important than 
the other problem, I would say that in the short-term the 
inflationary problem is more important because it has an 
effect which is in implication much wider than taxation. 

I think the over-statement of profit is fundamentally bad 
for industry quite apart from the taxation angle. I think 
that is in the immediate present the more important prob- 
lem. If there were no inflation this problem would cease 
to exist and therefore it is a shorter term problem than 
the other. If you ask me which should be done as a 
long-term matter then clearly the profits tax must go. 
My answer is we feel that the inflationary element should 
be taken out of profits for tax purposes as an immediate 
matter. We feel that the profits tax should go as a per- 
manent matter. 

940. Would you extend that to saying that if possible, 
I underline if possible, the inflationary element should 
be taken out of profits for all purposes?— My own view 
is yes, it should be taken out for all purposes including 
distribution. 
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941. In the interests of the continuance of national pro- 
ductivity and prosperity?— Yes, very definitely and for 
price purposes as well. 

942. And for price purposes? — Yes. 

943. Coming now to the two bogies of fixed assets in 
relation to inflation and current assets, by current assets 
for this purpose I mean stock and work-in-progress . . .— 
Yes. 

944. If industry had valued its stocks or prepared its 
accounts throughout on a base stock method, should we 
have been hearing the complaints which have -been put 
before us to-day and on prior occasions that taxation is 
taking away something which is not true profit? — I think 
in so far as we are dealing with the stock aspect of the 
problem and not the fixed assets . . . 

945. Yes, for the moment with the stock and work-in- 
progress— Yes. If we had a base stock principle, and 
if by base stock we were covering the whole of the stock 
and not a small proportion of the stock I think that is 
substantially true. I mention that because sometimes this 
“ base stock ” principle is applied not to the whole but to 
a small proportion of the stocks. If you have it applying 
to the whole of your stocks and work-in-progress then 
substantially the trouble would not have arisen, I agree. 

946. Would you say there was any legal bar to the 
adoption of the base stock principle?— I think the Income 
Tax Acts make no specific reference to the principles of 
the valuation of stock. I am not a lawyer but I think 
that is true. I think it is a question of determining profits 
according to sound principle®, and if it could have been 
shown .that the use of the base stock principle was un- 
sound then it could be said to be illegal, or in a sense 
improper for tax purposes. 1 would have said that the 
case for saying that the use of the base stock principle 
was unsound or illegal is a very weak one, but it is a 
matter of some doubt on the whole. I think it is one of 
these matters where, if there is any doubt, it should be 
got rid of by allowing the taxpayer to adopt it. 

947. Who allows the taxpayer to adopt it? — The Inland 
Revenue. 

948. What has it to do with them? — I mean for tax 
purposes. 

949. They are only one party to the contest. — I thought 
the question was whether for tax purposes it could be 
allowed. 

950. Mr. Carrington : Yes, so it is — 

951. Chairman: I think the point Mr. Carrington is 
putting is why the Courts should not be left to decide. 

952. Mr. Carrington : I was leading to this point ; have 
any taxpayers ever challenged the Inland Revenue on this 
and, if so, with what result? — This is now a matter of 
history. I do know from my own experience that the 
Inland Revenue over many years has consistently fought 
it and tried to get taxpayers not to adopt the base stock 
principle. If, in fact, their pressure, I say pressure, on 
industry not to adopt it was unsound, then I think indus- 
try possibly was weak in not resisting that pressure. 

953. You have expressed in words the suggestion I was 
going to make. — Yes. 

954. I do not think there is any accounting principle 
which would say that the adoption of a base stock method 
is wrong? — I agree. 

955. Or, putting it in another way, would you agree 
it would be sound accounting to adopt it? — I am neither 
an accountant nor a lawyer but I think it would be 
sound ; indeed, of course, in the United States either a 
L.I.F.O. or something like it is frequently adopted. 

956. Some companies I think have actually, as distinct 
from whatever they may do with the income tax people, 
worked on it for a very long time? — Yes. I think I am 
right in saying for certain industries for a long time or 
perhaps to the present day the Inland Revenue have 
allowed it. It used to be allowed for certain industries 
many years ago ; whether that is still so the Inland 
Revenue alone can give you the evidence. 

957. If you are thinking of the same industry as I am 
I think the industry themselves actually asked the Inland 
Revenue to drop it with dire consequences to themselves. 
The .point I wanted to bring out was this : does it really 
require a change in the income tax legislation to bring 
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about the adoption of the base stock principle? — No, I 
would say if I may about that if it became normal prac- 
tice for companies to adopt a base stock principle or a 
L.I.F.O. method of valuation and it could be shown to be 
good commercial practice, I believe that could be the 
legal basis for tax purposes for those taxpayers. If that 
is so then no specific legislation would be required. I 
would add just this though, and this is an important and 
rather difficult factor with some companies where the 
amount of stock is large, it would not be easy for them 
to adopt such a method of valuation, cut down their 
profits by that amount and still pay tax on the larger 
method of computing profits, because they will have 
nothing left to pay dividends with. They would want the 
corresponding tax relief as well so that the two must go 
hand in hand. 

958. I accept that. Before I leave that you are going 
to consider further this vexed problem and no doubt when 
you do you will look into the American elective basis 
and let us know what you think about it in principle and 
in detail? — Y es, we certainly will. 

959. Coming to the fixed asset position, is not the prob- 
lem-stripped of much of the wool that surrounds it— shall 
the taxpayer be allowed relief on the building up of liquid 
resources required to purchase the plant, or shall he be 
allowed relief when he spends the money, or shall he be 
allowed relief over the period of use of the new asset 
that he has bought? — That, I think, if I may say so, is 
a very clear way of putting it. If in fact for tax purposes 
there were no depreciation allowances at all but the cost 
of replacement were allowed in each case, the point would 
hardly arise, it would not arise. For certain classes of 
businesses that has been the practice. That is quite a 
reasonable practice wherever replacements are current and 
are not discontinuous. If you have replacements of an 
adequate or reasonable proportion of all the assets year 
by year in a very large business, then the actual cost of 
replacement year by year would give you for those years 
in question substantially the same as allowing depreciation 
based on replacement cost over those years. I would say 
that for those companies or other businesses where the 
replacement is discontinuous, where you have an interval 
of ten or twenty years and then a replacement, any method 
of giving replacements or any method which concentrates 
the allowance in the year of replacement is unsatisfactory 
because it over-states the profits for the earlier years. It 
does not appropriate to each year its proper proportion 
of the usage of the capital for those years. 

960. You are speaking now from an accounting concept 
or from a taxation concept? — I meant whether from an 
accounting concept or, indeed, from an economic concept. 
I think the proper course is to allocate to each year the 
appropriate usage of capital for that year. I wonder if I 
could give an illustration to show what I mean, I think 
it is a very important matter. If you only allow the 
replacement cost in the year of replacement or, if I may 
refer to the example given in Mr. Tucker’s Committee’s 
report, you allow an initial allowance which concentrates 
the allowance in the year of replacement by entering the 
whole of the allowance in that year, if you do that and 
if the firm itself utilises the same method for its own 
accounting method, it will be over-stating the profits in 
those earlier years, then in the year of replacement you 
would require a substantial sum of cash which may not 
be available. If it is over-stating its profits in the earlier 
years it may be paying dividends and paying tax out of 
what is in effect capital ; I think for that reason the con- 
centration of the allowance in the year of replacement is 
quite unsatisfactory where the replacement is a dis- 
continuous one. 

961. Taking first of all the accounting aspect, it is a 
fact, is it not, that companies which proceed on this 
replacement basis do build up a replacement or renewals 
reserve over the years? They try to get an equated charge, 
then, when they spend the money, they charge it to that 
reserve? — What they do in effect is to say out. of the 
profits for each of the intervening years a provision must 
be made by them, a provision or reserve for these pur- 
poses. It is a matter for discussion each year so that 
they do not regard as distributable any parts of the money 
required to. maintain intact the capital which they have 
to replace several years hence. 
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962. Even if you do not subscribe to the economic 
wisdom of maintaining capital intact, is it not the fact 
that many companies and many boards of directors do, 
because of the very nature of their business, build up 
these provisions? — Yes. 

963. And is it not the fact that such is contemplated 
under the Companies Act, so there is nothing new or 
novel in that method? — I think that is quite true, there 
is nothing new or novel in that method, no. 

964. In fact it is the older accounting method of the 
two as compared with the depreciation method? — Yes. 

965. But it is a method envisaged by the legislation 
governing public utilities and other statutory undertakings? 
—Yes. 

966. So that if accountants had directed themselves 
on those lines in 1900 and if business men too had directed 
their minds on that and made their annual charges with 
due regard to moving price levels, we should not have 
had these pressed to-day probably? — Yes, and if . . . 

967. I am coming to that point . . . — I agree entirely. 

968. The point at issue really is, depreciation represents 
expired capital outlay, it is just a writing-off of that. 
The other concept is the ibuild-up for the replacement? 
— Yes. 

969. Those are the two methods? — Those are the two 
methods which tend to maintain capital intact so that 
you do not regard as distributable profits more than what 
is strictly available after maintaining your capital. 

970. But if you proceed on the basis envisaged by the 
Companies Act of a provision for replacements, you 
would get a debit in your accounts directed to that end, 
and if that is properly calculated you may get your profits 
here more nearly right than you say they were. — Yes, 
certainly. I think that is a very helpful way of putting it. 

971. With inflation, in the case of a business which 
only replaces every fifteen years, you would still have 
a problem at the replacement date if there had been a 
change in .price level over that fifteen years, because vour 
earlier provisions would have been inadequate. — Yes, I 
would agree entirely. 

972. Looking at it from the taxation concept, do 1 
rightly deduce this as a matter of principle from your 
evidence that what you are asking is this, that whereas 
in the past the Taxing Acts have granted an allowance 
on the wear and tear basis, wearing out, the expired 
capital outlay, you are now asking that an allowance 
should be given for the build up to replace that? — I think 
it comes to that, yes. 

973. In other words you are asking for an allowance 
for a provision now 'being made in respect of expenditure 
to be incurred at a future date? — That is a way of putting 
it. I would say all along that the allowance, however 
it is computed, should ibe such that you take out of 
profits, whether for the purpose of distribution or for 
taxation, that amount which is required to maintain the 
capital which you have in the business, to maintain the 
productive capacity of the business. 

974. I make a digression for the moment because of 
your answer; you would say that that should be done 
for tax purposes, and I am now dealing with tax, eveD 
though die expenditure is never incurred? — I would say 
yes, because I would say that there are some cases in 
which the exact replacement of the asset may never take 
place, and that the proper concept of income is what 
is left after you have maintained the capital. You may 
maintain that capital in the aggregate, but your intention 
may be physically to replace the same assets. Your 
intentions may never be carried out, but that does not 
get away from the general concept of annual income 
after you have provided for the appropriate usage of the 
capital during that year. 

975. I think the only difference between us at the 
moment is that you say that you are providing for usage 
of the capital, and as I see it at the moment, I speak 
subject to correction, you are providing for the replace- 
ment of the assets you are now using. — Yes. 

976. You would grant the allowance irrespective of 
whether those assets are replaced or not? — Yes. 

977. I dp not say replacing like for like, I appreciate 
owing to the change of industrial methods that you very 
seldom do replace like for like.— A simple illustration 

C 
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shows that I think it should be so. If you have two 
businesses and each have three motor lorries and at the 
end of a certain period they have to replace those three 
lorries, it may ibe that the cost has risen to three times 
the original amount. In one case whether because of 
nationalisation or for some other circumstances beyond 
the control of the man concerned he is not going to 
replace. In the other case he does replace. There Is no 
reason why in the computation of profits for the years 
concerned one should be charged differently from the 
other whether he replaces those assets or not. They are 
in identical circumstances, except that one is cut off from 
replacement and the other one is not. 

978. So you do not accept the test of saying grant 
this allowance if the physical assets are replaced, but do 
not grant it if they are not replaced? — No, for the reason 
I have given, and having regard to the example I have 
given, 1 think that would be inequitable. 

979. Have you any idea how much it would cost die 
Treasury to adopt that thesis? — No. I am sorry that 
although we are dealing with principles I am asked for 
estimates of cost of revenue for every proposal which is 
under discussion. I agree that it is an extremely relevant 
factor, but the exact cost is very difficult to estimate. 
The Inland Revenue have the machinery for estimating 
it, and it is not very easy for industry in putting forward 
proposals to work out the exact effect upon the revenue. 

980. May -I take you to a subject which you think 
very little of, namely initial allowances. If the rate of 
initial allowance is approximately equal to the increase 
in price as compared with the date of the purchase of 
the old machine and its replacement, does it not mean 
that immediately after the replacement the taxpayer has 
been granted relief of tax, or has been left with sufficient 
tax-exempted profit to cover the cost of that asset after 
he has bought it? — As a matter of arithmetic, of course, 
it is possible that the allowance given in the year of 
replacement will equal the sum of the allowance had 
he been given the replacement cost over the past years, 
but that itself is not a complete answer, for this reason, 
in fact two good reasons. One is that this tax method 
of dealing does not follow good commercial practice, and 
if the company itself, or the private firm, were distribut- 
ing profits on that basis then you would not have the 
cash resources available. The second point is that the 
allowance .bunched into one year yi this way might be 
too much to be absorbed by the profits of that year. 
He may have been paying excessive taxation apart from 
excessive distribution for a number of years, and then 
get a tax allowance which cannot be absorbed, because 
the profits are too small to cover the whole of the allow- 
ance, and therefore he does not get the allowance until 
the loss is carried forward for several years. 

981. That is assuming that the unit you are replacing 
is very large in relation to the total capital of the busi- 
ness?— Yes, it is. 

982. In the case of most businesses that would not be 
so, would it? —For certain concerns such as mining con- 
cerns where the replacement element is very large in 
relation to the total capital assets that is true, that the 
thing to be replaced is large in relation to the total 
business. It is also true in the case of a small business 
where there will be great hardship by bunching the 
allowance in a later year only. 

983. Do you mean because there are no profits avail- 
able? — Because there are no profits available. 

984. It can carry it forward, of course.— Yes, but then 
he may be bankrupt in the meantime, that- is possible. 

985. Is that just a theoretical possibility, or is that 
answer founded on fact?— I wonder if, for this purpose, 
I could give, a little illustration, because I do think the 
figures are really such that the proposal to bunch all the 
allowance in the year of replacement is too much. To 
give an illustration, if you suppose that there is a com- 
pany with, to give very simple figures, a profit of £300 a 
year before depreciation allowance, and the depreciation 
allowance amounts to £100 on the historical cost basis 
for a plant which costs £1,000, 10 per cent., using easy 
figures, and thus a net profit of £200. If the tax is, say, 
£10Q, this leaves a net distributable profit of £100, if that 
is assumed to be distributed, it may be the man is using 
it for private purposes, living on it. Then at the end of 
the life of this plant it is to be replaced at three times its 
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original cost it will cost £3,000 to replace, and the man 
will be short of £2,000 cash cost. The depreciation 
reserve of £100 each year for ten years amounts to 
£1,000, but he needs £3,000. If you gave an initial allow- 
ance of 40 per cent., that 1 make to be £1,200, and if you 
have a 10 per cent, allowance, that is another £300 on -the 
£3,000, which leaves £1,500, the tax on that is £750. £750 
is the tax, but his annual tax is only £100 a year in this 
case. 

986. Why is that, if the value of the assets has gone 
up why do not the profits go up with it? — It may well 
be impossible to put the price up, it may be a controlled 
product. There are many cases like that. 

987. Is not this example illustrative also of the fact 
that the major problem facing this man is one that is 
caused by inflation? — I agree entirely. His major problem 
is inflation. 

988. Do you mean it would still be an element if he 
had no tax at all to pay? — In this particular case the 
example happened not to be quite happy, if he had the 
allowance on the replacement cost basis of £300 a year 
then his taxable profit would have been nil and he would 
not have £3,000 at the end of ten years which is die 
amount required to replace the plant. 

989. Two minutes ago you were saying he would have 
had nothing to live on, so presumably he would have 
gone out of business? — It could have demonstrated that 
the price of his product was too low, and there are cases 
like that. 

990. That brings me to my last point. In your sub- 
mission regarding provision for renewals, I prefer to call 
it that to depreciation because it is not depreciation if 
you look at the dictionary meaning of the word deprecia- 
tion, do you visualise using that for all commercial 
purposes? — You mean fixed assets other than the 
manufacturing industry? 

991. No. — For other purposes? 

992. Yes. — My answer will be yes. 

993. Would not that be inflationary? —On the contrary 
I think it would be deflationary. It would certainly have 
the result in some businesses of reducing the distribution 
profit. 

994. Would it not have the result of pushing up prices? 

— It may very well have the result of pushing up the 
prices where certain prices are uneconomically low, and 
there are cases like that where the price has been kept 
down by reference to net profits and by reference to 
depreciation on historical cost, and in some cases the 
price is, in fact, too low and should be increased. In 
such a case the increase in price is not inflationary but 
is justified and necessary to maintain a proper balanced 
production. 

995. Would it have an inflationary effect on the general 
economy of the country? — I would say no, because if 
you get a more balanced production then you get higher 
productivity, and no further inflation. A mere increase 
in prices is not in itself inflationary. 

996. Is it not? — Not by itself. If, in fact, the only 
thing that happens is an increase in prices, that is not 
necessarily inflationary. 

997. Does it stop there? If you increase prices does the 
movement stop there? Do you not get claims for 
increased wages? — We are getting a little beyond the 
ordinary tax allowance, but I would say at once if your 
central credit policy is right no such spiral would take 
place. 

998. Mr. Carrington : I would need further argument 
on that from my economic colleagues, but I have my own 
views. 

999. Mr. Millard Tucker : iMr. Chambers, I will give you 
a rest for a moment, and I just want to ask you one or 
two questions on the matters upon which you have dealt 
in this paper, because I am afraid that a good deal of the 
discussion this afternoon is really concentrated upon a new 
paper that you are going to produce in due course. — Yes. 

1000. It may be useful for you to know how you ought 

to deal with some of the points in detail when you 
come to . your hew paper, and I have no doubt Mr. 
Bower will also take note of the sort of questions that j. 
have been put this morning. — Thank you very much indeed. . 

1001. I want to ask you particularly if you can help me !' 
a little. In this paper you are dealing with the effect of 
the present system of taxation so far as it affects incentives? 

— Yes. 
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1002. How far it encourages or discourages, or pre- 
vents or promotes, savings and so on, that is the sort of 
point? — Yes. 

1003. What I would, like to know is something about 
■ this disincentive effect of .P.A.Y.E. I have no doubt you 
have read, as I have read here and there in the Press, state- 
ments, how far they are accurate or not I do not know, 
that it has a tremendous disincentive effect particularly in 
some industries, that it contributes towards absenteeism, 
because by being absent on a particular day a man will 
get a tax refund, and thereby think he has got a financial 
benefit. I do no,t know whether you have any further 
knowledge on that. Perhaps like myself you have read 
about it from time to time in the papers or have heard 
indirectly from perhaps your wife who has had it men- 
tioned to her by the usual lady who obliges who refers 
to some relative of hers, and the effect on him or her, but 
do you think you could produce before us a real witness 
who has actually been affected in this way, and would 
actually tell us why? — That is an extremely difficult ques- 
tion, if I may say so, and I would say this, that this is a 
matter which I discussed with my colleagues in the British 
Employers’ Confederation, and they made an intensive 
study of this, a very intensive study, because of the conflict 
of evidence, and, if I may say so, I think that their 
evidence on this will be much more valuable than mine. I 
think they have gone into it most thoroughly. 

1004. Chairman : Perhaps you would pass on the sug- 
gestion to them, that they should produce a concrete wit- 
ness. — I will. 

1005. Mr. Millard Tucker : I entirely agree with you, 
I thought you would probably say that. You may only 
see this matter from some distance, you are not in close 
•day to day touch with the people who are said to be 
affected, and what I am asking you is whether you can 
assist the Commission in getting somebody of the class who 
.is said to be affected to come here and tell us frankly how 
far and why it affects him and his colleagues. — Yes, I 
think that something like that should be done, and I think 
it could be done. One of the great difficulties is this 
question of the incentive, and what I have noticed in an 
examination and also in that by my colleagues in the British 
Employers’ Confederation is this, that so often on detailed 
examination the case breaks down : the reason given is a 
taxation reason, but the real reason is something quite 
different, and so often the taxation reason is a secondary 
or tertiary reason. A man wants to go to a football match 
or something, and he wants an excuse, some other excuse 
to have time off or not to work overtime, and what he 
says is, “It is not worth my while working overtime be- 
cause of taxation”. When he is examined in detail, and 
I have done so on this, it is found that the taxation reason 
is not the real reason. I think, if I may fake the sug- 
gestion, the production of at least one concrete witness 
would be of value. 

1006. It would certainly be of value to me. I do not 
think my colleagues would object to hearing one either. 
— Yes, with great pleasure I will do what I can. 

1007. You and Mr. Bower between you and the Em- 
ployers’ Confederation as well, we could perhaps have 
one or two? — Yes. 

1008. I do not trust anything I hear secondhand, and 
it would be wrong to try to form a judgment on such 
secondhand information. I will not ask any more about 
that. In paragraph 15 of your memorandum, and also in 
paragraph 24, you put forward the view that the present 
structure of taxation is wrong, and that there are too many 
jumps from one scale to another. You say that at the 
moment you have not made any concrete suggestion as 
to how to overcome that. — That is the position. 

1009. Do you subscribe to the view that it would be 
good to start making people pay income tax at a com- 
paratively low income, or at almost an income which 
would, say, be equivalent to the cost of living? ^1 would 
subscribe to such a thesis. I would say just this, that I 
believe that any reform would aim at making the taxation 
from that level up to some other level very simple as in 
the United States. 

1010. Yes? — So that we do not attempt to apply to, 

1 think it is. nearly 20 million, or 14 million or 15 million 
taxpayers net ia system which was intended to apply to 

2 million or 3 million. 

14175 



1011. No? — And in respeot of this great bulk of wage 
earners and salary earners I think the incidence should 
be the same as for other people of the same income, and 
the method that we adopt at the present time of applying 
very complicated income tax rules to each case is, I think, 
wrong. I think that what should be done is to aim at 
something which is much simpler, and which does avoid 
this big gap between the average rate of tax and the 
marginal rate. There are so many cases in which the 
net amount of tax payable is trivial and yet the marginal 
rate of tax may be very high and in which the amount 
of work is altogether incommensurate with the amount 
of tax collected. In other countries, in ■Germany and the 
United States, they have endeavoured to take that big 
block of low incomes and deal with it on rough and ready 
lines. I think opr attempt to be scientifically accurate 
with these small incomes really breaks down, and we do 
not reach a true degree of greater equity. All we succeed 
in doing is to cause an immense amount .of work to the 
Inland Revenue, to employers and employees to gat a 
result which, from the employee’s point of view, he does 
not understand. It is that that we are aiming at, some- 
thing which will be simpler. 

1012. I am rather interested in this view. What is your 
view? Is it better to make sure that as many people 
as possible pay income tax based upon their incomes, be- 
cause it is a good thing to make people realise that 
nothing comes out of .the State unless .they help to pay for 
it, or would it be better to have one standard rate of 
tax, leave out surtax for .the moment? — Yes. 

1013. One standard rate of .tax and make that apply 
only at a comparatively high figure?— I would personally 
much prefer the first system, both for the reason which 
you mentioned, because of the greater sense of respon- 
sibility, and for another reason, that alternative forms 
of tax which are imposed do tend to be regressive, and 
to impose what is in reality a heavier and not a lighter 
burden on lower incomes. The tobacco tax, and other 
taxes, if they are examined very oarefuliy, and in soige 
of the purchase tax cases, those fall very heavily on small 
incomes. 

1014. But they are voluntary taxes, Mr. Chambers, are 
they not? No-one need smoke, no-one need drink, at 
least alcoholic liquor, and they need not pay .the tax? — 
Not being a smoker I can easily subscribe to the view 
that if is voluntary, but having seen and discussed the 
matter with friends who do smoke I .think the suggestion 
that .they are voluntarily paying the Chancellor of the 
Exchequer a lot of money every year is a view which 
they can never subscribe to. 

1015. Nor do I. I would call it a compulsory tax as 
far as I am concerned, .but it is, in fact, a voluntary tax 
in .the sense that you need not pay it unless you want 
to? — It is true I think of the .tobacco tax, it is true, of 
course, of the tax on spirits, and it is probably not true 
about some of the purchase tax. 

1016. Some of them, yes?— You have to dress and so on. 

1017. You can have utility suits, can you not? — Yes, 
on the whole though, I think in practice whether it is 
voluntarily paid or not the effective burden which has in 
fact to be paid and comes out of the income does tend 
to be very high in the lower ranges. 

1018. Your view would be that it would be better to 
have tax started at a comparatively low figure of income, 
and somehow to simplify .the lower ranges? — Yes. 

101.9, Are you going to give us any suggestions on sim- 
plification in that way? — We are hoping to do so, yes. 

1020. That is .the paper you mentioned to the Chair- 
man that is also on its way? — Yes. 

1021. You made some reference in paragraph 40 to the 
question of annuities. It is .the age-old complaint that if 
-a person buys an annuity what he gets back is partly 
capital and .partly income. We are dealing with this 
subject in this other Committee in which we are dealing 
with pensions and so on, but while you are here have you 
thought of .this difficulty? I will emphasise it by reminding 
you of the present position. It is possible today to go to 
an insurance company with a sum of capital and buy 
.yourself what is known as a split annuity, that is to say 
part of the annuity, every weekly or monthly or yearly 
payment of .the -annuity is agreed by all persons including 

C 2 
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the Inland Revenue to 'be capital, and upon that you do 
not pay any tax at all. You only pay tax on the balance, 
which represents really the interest. Of course, that can 
only be done with a terminable annuity? — Yes. 

1022 How would you deal with a case of a life annuity 
on that basis?— I think the difficulty with the life annuity, 
as I see it, is this, that when _ you start you do not know 
how long the annuity is going to last, and therefore you 
do not know in advance what portion is going to be 
income and what is going to be capital. The insurance 
company from its point of view can average and can say 
that taking all lives together people -die with a remarkable 
regularity. As they die with a remarkable regularity there- 
fore they can say in respect of different classes just exactly 
how much is income and how much is capital for their 
purposes. 1 believe the only solution would be to take 
in respect of each such annuity the .amount of capital 
and apply to it some agreed life table and say of the 
annuity paid so much is capital and so much is income 
in respect of a given period. 

I have not gone into this ; whether it should be so 
designed that the capital element comes to an end at a 
terminable date so that the remaining part is income, or 
whether it should be so designed that it will never come 
to an end until the person dies. I think the first method 
would be a reasonable one if, in fact, a person bought 
an annuity with an expectation of ten years and lived 
sixty years then it is reasonable to say that the capital 
he has paid in is exhausted and after ten years or so the 
whole of the remainder is legitimately regarded as 
income. I do not think such a person would complain. 

1023. In practice no one would get an annuity on a 
ten years basis who is likely to live to sixty. — I was 
exaggerating, but I think that my point was rather if one 
could get a formula then it would have to apply on a 
basis which looked forward on an expectation of life. 

1024. Your answer is you do it with life tables? — Yes. 

1025. Everybody to take it on their life table? — The 
only other way is to do it after the event. 

1026. On the footing that they are all first class lives? 
— On the footing of the life which was taken into account 
when the amount was given. It may not be a first class 
life. The annuity may be granted on some other basis, 
I do not know. I think that is the way to deal with it, 
but it is an extremely difficult subject, and if another 
method were devised I think it would be worth con- 
sideration. 

1027. In the course of discussion this morning some- 
body asked you a question about the adoption of the 
current year basis, that is to say the matters which we 
dealt with last time. — Yes. 

1028. I gather that your answer was that still another 
paper is coming on that subject? — Yes. 

1029. You no doubt read the Report of our first Com- 
mittee?—! did, yes. 

1030. And you may have noticed in it that we empha- 
sised the way we approached the matter. In paragraph 
66, the second sentence, we say: — 

“We began our consideration of the problem with a 
strong predilection for a change to some form of cur- 
rent year basis, and with the help of the Board of 
Inland Revenue we laboured long in an attempt to find 
a solution.” 

Indeed we did. 

“In the end we were driven to the conclusion that, 
whatever may be the experience of other countries 
whose size and circumstances differ greatly from those 
of our own, a current year basis is impracticable in 
this country.” 

We gave some of the reasons for that in the body of the 
Report, and I wanted to remind you of that, that you 
were then preaching, as it were, to the almost converted. 
— Yes. 

.1031. And it was only practical difficulties whioh pre- 
vented our finding any solution that was satisfactory for 
us to put forward as responsible people. — Yes. 



1032. In your current paper can I ask you to deal 
with the difficulties without fail that we put forward, 
and will you kindly remember one important factor in 
doing that: that is this, that you, of course, are repre- 
senting the Federation of British Industries, Mr. Bower 
is representing the Association of British Chambers of 
Commerce and then there will be a few other people, 
the National Union of Manufacturers and other asso- 
ciations of similar kinds. Now I hope you will not, 
when you make up your new paper, concentrate too much 
upon the larger companies, because there is a tendency, 
we have been doing it all the morning as I have been 
listening to the discussion, to talk always about com- 
panies, and you will remember that we pointed out in 
the Report that every year there are 1,500,000 Schedule D 
assessments to be made. Of those only 200,000 are on 
companies, about 200,000 are on .partnerships and 
1,100,000 are on individuals, so the companies are 200,000 
in number, and partnerships and individuals which really 
go altogether are 1,300,000. Now then, so as not to dis- 
tort the picture, the White Paper of 1951 gives these 
figures of profits: companies’ profits £1,795 millions, and 
individuals and firms £1,329 millions, so they are very 
substantia! The difference is not so great in figures either, 
but it is a very great difference in numbers. What may 
be very satisfactory, I suggest, for a big company will be 
very tiresome for an individual. I should find it tire- 
some for my own .purposes. I have no doubt many 
doctors, dentists and farmers would find it equally tire- 
some to have two or three assessments in respect of one 
year. All I hope and ask is that you will adequately 
deal with those difficulties, and especially in view of the 
fact that some of these self-assessment systems must cause 
a great deal of extra work. I merely mention that to 
you without asking you any further questions about it now 
I have heard you are producing another paper— If I may 
say so, we have gone into this, and we are going to do 
it with great care, because we did realise that obviously 
the whole matter had been very very carefully looked at 
and sympathetically considered. 

1033. Sympathetically certainly v— And that the thing to 
concentrate on was the complications and the administra- 
tive difficulties, and not the principle. I believe there are 
certain answers to some of the difficulties. We believe 
that we shall be able to produce answers to some of 
them, and then to show that some of the others are 
perhaps not so great even for small businesses. That 
question we have well in mind, because the small business 
is a business that needs the greatest assistance on these 
things. The large company can cope with any system 
however bad. 

1034. I would only ask you also in doing this to remem- 
ber what you well know yourself, .the Indian system.— Yes. 

1035. The Indian system takes the actual income of the 
year and taxes it in the following year. — Yes. 

1036. To all intents and purposes we do the same, but 
there is a subtle legal technical difference in the matter, 
is there not, that in this country in theory you tax the 
current year’s income and measure it in respect of some 
profits by the preceding year’s income. — Yes. 

1037. If you have a business and you have a salary 
'employment at the same time you have two separate 
years’ income to give. — Y es. We will certainly bear that 
in mind, and also the Indian system. 

. 1038. Do you find anything wrong with the Indian 
income tax system? The only difference as far as I can 
see is the man does not know as he is going through the 
year what the rate of tax will be because it is not fixed in 
India for the following year. — That is naturally a difficulty, 
but it is not really essentially a difficulty that you cannot 
overcome in any case in which you are collecting the 
tax after the end of the year. It is the same problem. 

1039. That is the same position as you have with busi- 
ness profits, you go on making your profits in the Year 1 
land you do not know what rate of tax is going to be 
applied to them because it is not known until the beginning 
of the Year 2. — I would say, if I may, the Indian system of 
assessing the actual profits and collecting tax after the 
end of the year is obviously the simplest system, and the 
only difficulty in adopting that system is the difficulty of 
the changeover from one system to another. That system 
does avoid all the commencement and cessation problems 
and the partnership problems. The whole difficulty is in 
the transition. 
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1040 I think there are some more difficulties. However, 
we wili not go into that any further. We will wait and 
see what you have to say by way of something more con- 
sidered With regard to the discussion you had about 
{ocks which is part, of course, of the inflationary problem 
did you know that a case has been before the Special 
Commissioners in which a company claimed to adopt 
the base stock system and succeeded?— I have heard 
rumours, but I am not very much in touch with other 
cases. 

1041. The decision was rather based, I think, on profes- 
sional accountancy evidence, that evidence being to the 
effect that in some businesses it is equally proper in 
arriving at your profit to adopt a base stock method ot 
valuation as it is to adopt a different method of stock 
valuation, and since each are accurate each must be in 
accordance with accountancy principles, and therefore 
either must be right whichever the man chooses to adopt, 
but he must be consistent. However, I understand the 
matter is going further.— Yes. 

1042. So we shall see whether the Courts confirm that 
view or not.— I think if that view were confirmed, and if 
that judgment were related to similar systems of valuation, 
I mean not necessarily based on exactly the system adopted 
by that particular concern, -but to other methods, the 
L.I.F.O. method is adopted in the United States, and if 
therefore it became legal for a taxpayer to adopt these 
methods then no question of legislation would be involved 
in changing to what would be from industry’s point of 
view a more satisfactory method. 



1043. Do you remember that a little while ago, some 
years ago indeed during the war, the Privy Council said 
in an Indian income tax case that it really did not matter 
on what basis you valued your stock so long as you had 
the same basis both at the beginning and at the end of 
the year.— I am acutely aware of that case because it 
involved a gap at the point of changeover which was, I 
think, quite disastrous for the Indian Revenue and, indeed, 
when they had the judgment they would have preferred to 
have lost rather than won, because they lost far more 
money permanently on that basis than they would have 
made if they had not taken the case to the Courts. 



1044. That often happens. Now just a word about 
foreign business income. I think you actually refer to 
that in your paper. You were talking then of a company 
or a person resident in this country carrying on business 
in a foreign country. — Y es. 

1045. And assuming there is a double taxation agree- 
ment between the two countries, the effect' is, is it not, that 
he pays tax on the whole of his profits at whichever is 
the higher rate? — Theoretically that is the effect, but in 
practice because of the inter-relation of this problem and 
.that of the basis of assessment in many cases the total tax 
bill is higher than that because relief is not available on 
the whole profit. That is a very common problem. 

1046. I know there are technical problems that bring 
that about, but I was talking rather generally. — Certainly. 

1047. What you say is that in such a case so far as 
British tax is concerned that business should not pay any 
tax except upon such amount of profit that it actually 
remits to this country? — Yes. 

. 1048. What is the real reason why you say that is a 
just and proper result? — Again I am certainly thinking of 
companies in this case, small businesses hardly ever operate 
on such a scale as to make the problem an important one. 

1049. Mr. Carrington : Some partnerships do. — Yes, 
some partnerships do, some professional partnerships do. 
I have just realised that. 

1050. Mr. Millard Tucker: I have a victim beside me 
“ ere - — I think what I say would apply to them, but in so 
far as a company has distributed its income to share- 
kolders in this country there is income arriving to those 
shareholders upon which they should pay tax, whether 
that income has arisen in the first instance abroad or 
anywhere else. In so far as profits are retained overseas 
frequently that is required for the maintenance or ex- 
tension of a business or to cover losses or to do some- 
trnng to keep a footing in that country. That does not 
really mure to the benefit of the shareholders until the 
profits come over here to Britain. But by exempting the 
sums put to reserve overseas, that is to say, profits retained 
overseas out of overseas' activities, we would sweep up a 
lot of problems which would otherwise arise in so far as 



there are inflationary elements included in those profits or 
the measure is arbitrary owing to currency troubles. 
Moreover, in so far as the profits are not m any way 
available for transfer and in some cases even the capital 
is in jeopardy, there is no taxation on somebody here who 
has not been abLe to bring his profits home or use it in 
any way whatsoever. So long as the property and the 
income in the property remain in the foreign country we 
suggest the burden of taxation should be the foreign taxa- 
tion, but that when it comes home and is available as 
income to the true owners, at that point it should be 
taxed. It is not available to the owners as income until 
it gets here. 

1051. The case you are putting is that of the company 
which is carrying on business wholly or mainly in a foreign 
country?— Yes. 

1052. The profits it has got in the foreign country arc 
still available to it in the area of its business, are they 
not? — Yes, but if one is considering a company which is 
British registered and has part of its business overseas, 

I do not mean wholly or mainly overseas, but some 
branches overseas, its main business may be in this 
country, I am still considering that case, if its stockholders 
are in this country there is a reasonable presumption that 
if it cannot bring home the money that is made overseas 
it cannot distribute that as dividends to its stockholders. 
So far as it does distribute profits from an overseas register 
then, of course, the question of taxation of the stock- 
holders who live in this country is already taken care of 
under the income tax rules. 

1053. That still does not, at least to my satisfaction, 
answer the question. I do not care whether you take 
a company which is carrying on business wholly abroad, 
mainly abroad or mainly here and partly abroad. If it 
makes profits abroad then those profits represented by 
whatever assets, it may be in money, stocks, buildings, 
plant, are available for its use in the area in which it 
operates.— Yes. 

1054. And the position of the shareholders of that 
company at that stage is quite immaterial, is it not?— 
Well . . . 

1055. Wait a minute, is it or is it not?— I do not think 
it is immaterial, no, I would not say it is immaterial. 

1056. I will accept that, it is not immaterial. Take the 
case of the ordinary English company carrying on business 
wholly in Great Britain. It makes profits, and because of 
its own financial requirements it says, “ I cannot distribute 
very much profit in dividends because I want the money 
for use in the business." It has its profits for use in its 
business, has it not? — Yes, true. 

1057. Is the position of the shareholder immaterial, or 
would you say because the shareholder cannot get some 
of those profits you ought to relieve the English company 
as well? — There arc certain cases in which, of course, 
the position of the shareholder of the English company 
is taken into account. I am thinking of non- 
distribution of profits. Beyond a certain point you say 
if this company has not distributed its profits we shall 
deem it to have distributed its profits. 

1058. I am not talking about deeming under Section 21, 
Finance Act, 1922, but the ordinary public company 
which makes a profit. It has got to retain the money which 
that profit represents, or which represents that profit in 
its business since it cannot afford to get rid of it for 
ordinary commercial reasons, therefore it does not dis- 
tribute it. There you say, "I do not see any objection 
to taxing the company on the whole of its profits, although 
it cannot distribute them.” In the case of the foreign 
company you say, “ I do see a reason why it should not 
be taxed on the whole of its profits, and the reason is 
because it cannot distribute them.” — Because it is not 
even brought to this country and made available to the 
company at its own headquarters. I admit the two cases 
are so similar that logically if there is a claim for exemp- 
tion in one case it would appear to apply to the other. 
I wonder if I might put the point in a somewhat different 
way because I think it becomes clearer. The British 
Revenue does tax all the profits made in this country 
not only by British companies but by an office registered 
abroad and a person registered abroad if the profits are 
made here. 

1059. Yes. — They say it is right and proper to tax all 
those. 
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1060. Yes. — Even though the persons are resident over- 
seas and even though the persons may be subject to their 
own tax overseas. They also say, “We will tax not only 
all the profits that arise in this country wherever the 
person is resident, but also tax all the profits that arise 
to persons resident in this country wherever the profits 
are made”. In other words, we do not say that we 
choose one basis for taxation or the other, we choose 
them both, and in choosing both, we then go to the 
position of double taxation and therefore get all the 
troubles that arise from double taxation. I think if profits 
were completely remittable, if the question of double 
taxation did not arise, and if .there were no currency 
problems of any kind so that one country remained about 
the same as the other, this problem would be unimportant, 
but there is double taxation and there is that difficulty. 
There is also the other point which I have mentioned 
that companies, say, American companies may be com- 
peting with British companies in Africa and therefore 
it may be necessary to retain their reserves over there 
and having a heavier burden of British taxation on un- 
distributed profits and reserves may well put these British 
companies at a disadvantage in comparison with the 
American companies. I would not put it higher than 
that. 

1061. Does it boil down to this though, that you 
advocate relief of British companies trading abroad on 
the part of their profits which is not capable, or, in fact, 
is not indeed remitted here simply on economic grounds? 
— Mainly on economic grounds plus double taxation 
grounds. 

1062. When you say “ plus double taxation grounds ” 
that is somebody else’s taxation you are thinking of not 
ours? — Yes, but the fact that there is that same measure 
—those profits may be taxed by another authority, and 
linking that up with the fact that it does seem reasonable 
that each country should be entitled to choose one basis 
or the other and that one country should not choose 
both bases to the detriment of other countries. 

1063. I do not follow that, I wish I could, because I 
am really asking for assistance from you here in putting 
a really sound substantial argument, an unanswerable 
argument, as to why British companies carrying on 
business abroad should be relieved from tax upon any 
part of their profit that they do not remit here. You 
see, so far, you said that you asked for relief on economic 
grounds. I can understand that. — Yes. 

1064. It is desirable that British industry should flourish 
abroad? — Yes. 

1065. That is what you mean, is it not? — Yes. 

1066. You did tell Mr. Crick this morning that you 
strongly abhorred the bringing into tax consideration of 
any economic objections at all. — I think I did qualify 
what I said by saying, using the instrument of taxation 
as a differential method of encouraging one thing rather 
than another within the country, I do not know whether 
I used -those words. 

1067. You did not use the words “ within the country ” 
because I was listening very carefully, but l am not trying 
to catch you or to make a debating point of it. I am 
one of those who do not entirely subscribe to the view 
that economic views must be left out of it altogether. 
I think they must be kept in view at the same time, other- 
wise you may have other troubles, but however that 
may be, what I want is the unanswerable argument that 
British companies trading abroad should be relieved of 
their liability to tax, and the first reason you give me is, 
as I can well understand, on economic grounds, namely 
that we want British industry to flourish abroad and 
increase abroad. In fact, that is what everybody is talking 
about at the moment, increase your exports, and that is 
an export, the carrying on of business abroad, is it not? 
— Yes. 

1068. Now you add to that a second reason which I 
frankly do not follow. It may be, no doubt it is, that I 
have not followed what you said, but you say on double 
taxation grounds. I will tell you why I do not follow 
it. If you are operating in a country where there is 
double taxation relief you will get some relief if not the 
full relief on the profits which bear tax in both countries. 
— Yes. 

1069. In so far as you do not get proper tax relief 
the excess foreign tax which is not relieved is treated as 
a trading expense? — Y es. 



*1070. That is right, is it not? — Yes. 

1071. You get some relief but not quite the full amount, 
What is left in the double taxation field that helps your 
argument? — I think it is a difficult matter and, if I may 
say so, I very much appreciate the difficulty, because the 
arguments are not clear cut, but the economic argument 
is very much linked with the double taxation argument in 
this way, and I think I can put it quite simply. If other 
countries, such as the United States, say that in respect 
of income arising in Rhodesia; “We will leave the 
Rhodesian Authorities to apply income tax to that because 
we think it right and proper that the United States should 
not have a double basis of taxation and collect every- 
thing from everybody and if other countries say the 
same, if there is a general understanding that you adopt 
one basis or the other, but not both, it seems, shall I say, 
unfair that the British tax system should go wider than 
that and in respect of, say, a concern in Rhodesia the 
South African concern and the Australian concern and 
all the other concerns should only pay tax at the 
Rhodesian rate but that the British concern should pay 
at a higher net rate even if it has got full double taxation 
relief. It does seem that that is unfair. You may even 
say it is not a taxation principle, and the other people 
ought to charge as much as we are charging. I would 
say it would be better if we fell in line with the other 
countries and reduced the basis of our taxation. I might 
go on to say, if I may, that in some countries, of courst, 
the whole profit is relieved of tax whether remitted or not. 
We have not gone in our recommendations quite as far as 
that, but there is possibly a case for going still further, 
perhaps more logically than for stopping there at the 
moment. There may be a case for going further than we 
have done. 

1072. Is it right ,to say what you are asking for is really 
to go back to the very first principles upon which income 
tax was first imposed? — Yes. 

1073. In the days of what we call the “ Plantations 
abroad”? — -Yes. 

1074. And that every foreign trade should be con- 
sidered to be a foreign possession and that income tax 
has never, in the whole history of income tax, been 
imposed upon a completely foreign possession except on 
the basis of remittances? — Yes. 

1075. I think you are on sounder ground, there you 
know. — I think we probably are on sounder ground, yes, 
on that basis. 

1076. I was hoping you might be able .to give some extra 
support to the argument rather than say we should alter 
history — I think the question of the comparative system 
of taxation gives you one answer, but this is a subject, I 
have said this several times today on other subjects, which 
comes in the list of points on which you have asked for 
supplementary detailed proposals and what we would like 
to do, in the light of what has been said today, is to submit 
detailed proposals and possibly detailed arguments re- 
inforcing what we have already said, and if you feel that 
we ought to strengthen our case and claim exemption of 
the whole profits made abroad instead of only part we 
might. . . . 

1077. As your case is put, Mr. Chambers, it did not 
appear to me, with all respect to you all, that it really 
provided sound arguments for what you are asking for.-p 
It provides an argument for more than we are asking in 
a sense. I think we ought perhaps to look at it in that 
light. 

1078. Mr. Millard Tucker: Perhaps you will between 
now and tomorrow morning be able to think of something 
else. 

1079. Chairman: I was rather hoping we would finish 
this business tonight, because we have the Association of 
British Chambers of Commerce and the National Union 
of Manufacturers. 

1080. Mr. Millard Tucker: Mr. Carrington has asked 
a good deal about this replacement cost question, and 1 
could have asked you a lot more questions myself, but 
again this is not a subject matter, I notice, which really 
should have come up at all at this meeting. — No. that 
is true. 

1081. And I gather that both you and Mr. Bower’s 
Association are in the course of producing a new argument 
on replacement costs which was not before the first Com- 
mittee? — That is true, yes. I thought that today y° u 
wished the general principles discussed. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MINUTES OF EVIDENCE 



101 



1 November, 1951] Mr. S. P. Chambers, C.B., C.I.E., Mr. C. D. Hellyar and Mr. A. G. Davies [ Continued 



1082. That being so I do not think I will take up any 
time in asking questions on the old basis. I will relieve 
you of any further questions from me, that is all I wanted 
to ask you.— Thank you very much. 

1083. Chairman : There are one or two questions I want 
to ask you arising out of the questions that various mem- 
bers of the Committee have put. The first two, I think, 
are based on this. You have said that what the Federa- 
tion desire to bring before us are proposals to make taxa- 
tion more equitable? — Yes. 

1084. There are two matters which have arisen, on which 
I shall want further elucidation in your subsequent memo- 
randum, and the first is on L.I.F.O. I am in a little 
difficulty, and I will put it this way. The primary duty 
is, according to the Companies Act, to produce a fair 
statement of the companies’ profit. I am at present not 
completely clear in my mind how the L.I.F.O. method 
in the case of one company can show that while the 
F.I.F.O. does it in another. If you are going to ask that 
companies should have the right of electing which they 
choose prima facie it looks to me as though they want to 
get the best of both worlds and the Revenue get the worst, 
and so the memorandum when you put it in should if it 
is possible to do so displace that prima facie impression. — 
Yes. 

1085. The second point is this, and it arises out of what 
Mr. Carrington put to you. He was talking to you about 
replacement, and if I understand that, and I am not sure 
that I do, that means that there is a reduction in arriving 
at taxable profits of the whole of the expenditure in the 
year in which it is incurred? — Yes. 

1086. That may work all right as regards companies, 
but might not that produce peculiar results applied to 
individuals and partnerships in its effect upon the surtax 
position, and might not that possibly be a reason for 
prefering your method to Mr. Carrington’s replacement 
method? — I would say. Sir, that even for companies where 
there is a discontinuous method of operation of replace- 
ment if it only occurs once every 15 or 20 years for bulk 
assets even in that case I think it is unsatisfactory. 

1087. As Mr. Tucker said I do hope that when you come 
back again in that respect also you will not confine 
yourself so entirely to companies. Two other questions 
only: in reply to Mr. Crick you said that you already 
had experience of cases where the physical assets were 
not being maintained. On that point you are going to 
write us further? — Yes. 

1088. But I suppose you will take care in putting in your 
subsequent memorandum to make sure that you do not 
include cases where failure to keep up the physical assets 
has been due not to shortage of finances, but to shortage 
of materials, because there must be some replacements 
which have been missed because licences could not be 
obtained, or through shortage of materials, rationing 
has made components in short supply but’ one wants to 
omit that kind of consideration. — I think we can do that, 
because for the examples that we were referring to that 
point would have shown in the existence of large amounts 
of unspent cash, and I think we would show that that 
is not so. 



1089. The last point is this, in answer, I think it was, 
to Mr. Crick, it may have been to Mr. Kaldor, you said 
that you would like to see the profits tax abolished, and 
you recognised that that would involve a transference of 
the revenue derived from profits tax to personal tax. — 
To some other tax. 

1090. It would be tax on everyone, individuals as well 
as companies, it would take the form of an increase in 
income tax. — I think that is an inevitable consequence, if 
I may say so, if it is to be linked to present direct taxa- 
tion which I think are the terms of reference. 

1091. Chairman : To be considered in this commission, 
fortunately perhaps. The amount involved in 1950 was 
£260 million. That means an increase, if you raise it 
only to that, of from Is. 9d. to 2s. in the pound. Now 
does not the psychological factor come in? Would not 
there be resentment by the individual who found Is. 9d. 
tax put on? 

1092. Sir Geoffrey Heyworth: It is gross. — Roughly 
half of that 

1093. Chairman: Only half, but even so the psycho- 
logical factor might come in and the Government would 
have to consider whether the burden of taxation was 
not more readily absorbed through the impersonal com- 
pany instead of 9d. in the pound on the individual. — 
May I answer that by saying if a tax is imposed, such 
as profits tax, and we regard this as a bad tax, and it 
has- been imposed for several years, we find it a little 
hard to have the argument put forward that although we 
regard it as bad and unsound, perhaps it cannot be taken 
off because, if it is taken off, some other burden has to 
be put ip its place. 

1094. The psychological effect and the disincentive effect 
on labour, salary and wage earners, might be such that 
although the profits tax might be bad the disincentive 
effect on work might be worse. That is a consideration. 
— -We did consider all this, and that is one of the reasons 
why we said that it is so much easier to consider making 
the taxes more equitable if at the same time there is a 
reduction in taxation. It is so much easier to do that. 
The terms of reference which relate to the maintenance 
of an extremely high level of taxation make it most diffi- 
cult to deal with the matter in a suitable manner. That 
is the difficulty we are in, we are in great difficulty. 

1095. Mr. Carrington : There is one additional point 
I would like to be included in these further points about 
the running down or otherwise of cash resources and the 
maintenance or otherwise of fixed capital. Would you' 
take into account the restitution of war damage? — Yes. 

Chairman: We are very much obliged to you, Mr. 
Chambers, and your colleagues. I think we owe an 
apology to the representatives of the Association of British 
Chambers of Commerce for having them kept here all 
day and not having given them a chance, but we will 
resume at 10.30 to-morrow morning. 



The witnesses withdrew 
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TERMS OF REFERENCE 



“ To inquire into the present system of taxation of profits and income including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
pa d to the potato of view of the taxpayer and of the Exchequer: to consider the present ystem of 
personal allowances, reliefs and rates of tax as a means of distributing the 

the individual members of the community: and to make recommendations consistent with main- 
taining the same total yield of the existing duties in relation to the national income. 



NOTE 



For the guidance of intending witnesses the Commission published a list of the main heads under 
which evidence was invited. They explained that the list was not 

witnesses could put in evidence on questions not specifically mentioned, provided that they fell within 
the Commission’s terms of reference. The list is reproduced below. 



A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to:— 

(a) incentives, 

(b) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be altered? 



B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

(b) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. ( a ) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

( b ) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allowances, 

reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Axe alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggregation; 

(b) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY 
THE ASSOCIATION OF BRITISH CHAMBERS OF COMMERCE 



EVIDENCE PRESENTED UNDER HEADING A. 

GENERAL SOCIAL AND ECONOMIC 
QUESTIONS 

1. Terms of Reference 

In presenting the views of its members the Association 
endeavours to confine its comments within the terms of 
reference of the Royal Commission. It must, however, 
formally protest at the limitation placed on the work of 
the Commission by the inclusion in the terms of reference 
of the words, “ and to make recommendations consistent 
with maintaining the same total yield of the existing duties 
in relation to the national income 

It is the weight of taxation of profits and income which 
is the main evil of the present system. Anomalies which 
would be tolerable when rates of tax are low become 
damaging to the economic life of the country when the 
rates of tax are as high as they are at present. Whilst the 
incidence of the tax can be improved by adjustments, far 
greater benefit would accrue from reducing the total tax. 

The inference in .the terms of reference that— whatever 
increases of real national income may be achieved by 
more intense effort — the Treasury will require the same 
proportionate share, would in itself ensure that the 
maximum effort would not be made. 

2. Report of the Expert Committee on the Definition of 

Taxable Business Profits 

Comment on ithe .recommendations of the Committee 
presided over by J. Millard Tucker, K.C.,* falls more 
naturally under the class of questions grouped under 
Heading B as particular matters, with the major exception 
of Chapter III of the report headed “ Inflation ”. The 
proper definition of .taxable business profits in a period 
of persistent decline in the value of the money, which is 
the medium of exchange for goods and services, is in 
itself a serious economic problem. The Association regrets 
the inability of the Committee to .understand that arith- 
metical profits are not real profits from the business or any 
other point of view and that it was part of their task 
to define .the relation between arithmetical profits and real 
profits. Only when that task has been done is it possible 
to .prevent the erosion of the substance of the capital and 
to confine taxes on income to the yield, on that capital. 

Further comment will be submitted later. 



* The Committee on the Taxation of Trading Profits. Cmd. 
8189. 



3. Guiding Principle 

It is desirable ito .try to define a,t the outset what should 
be the theme of representations to. the Commission. Striot 
adherence to the terms of reference involves .that reduc- 
tions of tax in some .places should be balanced by increases 
in other places so as .to leave the .total yield of taxes on 
income undiminished. 

The most urgent need at the present time is to stimulate 
a progressive increase in .the real national income — that is, 
to create national wealth in the form of physical equip- 
ment and human skill and zeal in the use of it. Taxation 
cannot assist this process because all taxation is deterrent. 
But if taxation is inevitable, it should be so devised as to 
be as least repressive as possible to national production. 

The present representations are framed with this 
objective. 

4. General Observations 

Before answering the questions suggested by the Com- 
mission under the separate headings of remuneration, busi- 
ness profits and dividends, some general comments are 
submitted on the relation of income taxes to .productive 
effort and to inflation, and on the difference between taxes 
on income and other taxes. 

5. Capacity to pay 

The power to produce income is not necessarily the same 
thing as the capacity to pay income taxes which is the 
principle round which the present system has been built. 
Capacity to pay has been understood to mean the mere 
possession of an income above the exemption limit, the 
capacity being deemed to be greater as the income in- 
creases in amount. This ignores the effort and risk 
which are required to produce income. In, practice, the 
phrase “capacity to pay” tends to be a mask for the 
simple process of getting money from wherever it can be 
found without regard to the consequences of depriving 
the owner of it. If the promotion of an increase in pro- 
duction is the first requirement, these consequences have 
to be considered. 

It is popular 'and satisfying to tax ithe rich and exempt 
the poor. But in fact it is not so simple as that, be- 
cause the same process involves placing burdens on ithe 
energetic and creative citizens and .absolving the unpro- 
ductive citizens, whether their lack of income is due to 
misfortune or to laziness. It is not easy to distinguish 
in a taxing system between passive wealth and creativeness 
at the top of the scale, and between involuntary poverty 
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and improvidence at the bottom of the scale. To stimulate 
an increase in the national income, creativeness should 
be more lightly taxed than passive wealth. 

6. Willingness to earn income 

All income requires effort to produce it, except that 
of the rentier and his income represents a claim on the 
effort of others by reason of past efforts of the rentier 
or his ancestors. There is a point ait which the producer 
of income ceases to produce. That point may be deter- 
mined by the limit of physical or mechanical resources, 
however willing the producer may be. It may also be 
determined by 'the willingness of the producer to continue 
his effort. Most people, except the improvident, will work 
to cover their needs. The extent of their needs depends 
on their responsibilities and on the assistance they get 
without working. Beyond that point they are working for 
extra amenities and a higher standard of Jiving for them- 
selves and ifcheir dependants, or for savings to provide for 
life when 'they are no longer able to work. In this field 
the point at which they cease work is in their discretion, 
and the choice lies between the incentive of 'the benefit 
to be derived from working and the attraction of doing 
other things. The further the worker has passed the 
point where ihis needs are covered, the weaker is the 
desire to work. Also in some cases the difficulties of 
earning income increase with the increase of the income. 
The last pound of profit is hardest to earn. 

Taxes on income can, therefore, work both as an incen- 
tive and as a disincentive .to further effort. If the needs 
of the worker are greater than the exemption limit and 
he has to pay some tax before his needs are satisfied, 
the tax is added to his needs and he must work more. 
Past the point where’ his needs plus tax on them are 
covered, tax is a disincentive, because in the discretionary 
field it reduces the benefit to be derived from working 
■and lowers the point at which the reward ceases to be 
worth the effort. 

7. Income tax is not wholly a “direct” tax 

A tax on income has been termed a “direct” tax 
because it is deemed to be borne by the person on whom 
it is charged and is not passed on to others. The theory 
is that in circumstances of free competition, the marginal 
producer who earned no profit, and therefore paid no 
tax, could under-cut the producer who earned a profit 
and had to pay the tax. Therefore the tax came out of 
the superior efficiency which enabled the profit-earner to 
produce more cheaply and the tax rested with him. 

In actual experience, however, it has not worked out 
that way, otherwise traders oould not have stood the in- 
creases in the rate of tax from 5 .per cent, to more than 
50 per cent, of the profit. The competitive circumstances 
very rarely exist which the theory pre-supposes. It has 
been the common experience that in a time when demand 
is greater than supply, the supplier, whether of goods or 
of labour, has been able to increase his price in an effort 
to retain nearly the same net reward after tax as he had 
before the tax was levied or increased. By this means 
some of the tax has been included in the price of goods 
and services to the public and it has been the consumer 
who has borne the tax. Except to the extent to which 
tax is used to meet expenditure which otherwise would 
fall on industry, income tax tends to be inflationary. In- 
come tax has had the effect of forcing up the price of 
goods more than they would have been had there been 
no income tax. 

It is a long time since supply was greater than demand 
and it, is still to be seen whether the change in the organi- 
sation of business and labour will permit prices to fall 
to the extent that shortages have advanced them. It is 
more likely that a contraction of production will reduce 
the surpluses, whether they be of goods or of labour, and 
prices will not be allowed to fall naturally. It is possible 
that a slackening in activity in the private sector will be 
counteracted by increased Government expenditure to 
avoid unemployment. If surpluses do arise, profits will 
tend to fall and with them the yield of the tax on profits. 
Taxes on turnover and death duties will then be relatively 
more important sources of revenue. 

S. Economic effect of income taxes and other forms of 
tax 

By and large, all taxes work in the same direction. The 
total production of the community goes into personal con- 
sumption or capital expenditure (or into overseas invest- 



ment or disinvestment, which is only a sub-division of 
capital expenditure). When, the' State appropriates 40 per 
cent, of the production it spends the resources similarly 
on personal consumption (e.g. salaries, pensions, and subsi- 
dies), or on capital expenditure. If, in addition to that 
which the State spends on their behalf, the citizens still 
wish to spend the same amount on personal consumption 
and on private capital expenditure, the value of money falls 
and private expenditure is automatically cut by rising, 
prices. If the citizens accept the burden of taxes by 
reducing the amount of money they want for themselves, 
the State can take the sacrifice without creating an infla- 
tionary situation. (It would be out of order to discuss 
here the other alternative of reducing government expendi- 
ture.) 



The differences between the three groups of taxes, 
namely, taxes on turnover, taxes on income, and taxes on 
capital, lie (a) in their effect on the balance of supply and 
demand, and (A) (which is nearly the same), their accepta- 
bility to the public. 

Taxes on turnover have an immediate effect in increas- 
ing the cost of goods and so reducing consumption. Be- 
cause they are obvious and they affect everybody, they 
are unpopular. Conversely, reductions of them tend to 
reduce the price of goods. They have a stronger psycho- 
logical effect. 



Taxes on income are slower in their effect, especially 
if they are based on the income of a previous period. 
They are ultimately passed on to the consumer by the 
supplier but after a time lag. If the consumer is not 
also an income producer he has to bear the tax and it 
diminishes his consumption, or savings, or capital. The 
yield of taxes on income shrinks more rapidly than that 
of turnover taxes in a recession. 

Taxes on capital are longer deferred in exercising their 
effects because they cut into the resources available for 
capital expenditure and so prevent a cheapening of the 
costs of production or even prevent the rate of production 
being maintained. At a time when saving is greater than 
capital expenditure, e.g. in a depression, it may be desir- 
able for the State to increase its capital expenditure out of 
taxes but certainly not on capital. But depressions which 
are caused by shortages of raw materials cannot be cured 
by fiscal measures. Taxes on capital are generally ineffi- 
cient instruments of fiscal policy. 

If one were considering incentives alone, it is better to 
tax consumption rather than the creation of income but 
it is not practical to follow this too far. 



IS THE PRESENT SYSTEM OF TAXATION 
SATISFACTORY, OR COULD IT BE 
IMPROVED? 



9. Salaries and Wages 

It is proposed to deal firstly with the taxation system in 
relation^ to the taxation of salaries and wages, including 



10. Incentives 



,, (i) Remuneration from practically all employments in 
the United Kingdom are subject to deduction at source 
under P.A.Y.E. There is no doubt that some method of 
deduction at source must continue while tax is so high, 
because employees oould not pay the tax in any other 
wav. J 



The deterrent effect of P.A.Y.E. is different with differ- 
ent types of employments and with the standard of labour 
relations in particular trades, apart from tax. P.A.Y.E 
can be an excuse rather than a cause for refusing work, 
m some instances. Nevertheless it 'is the view of many 
employers that •P.A.’Y.'E. is a * •* 

fonm. 



a serious deterrent in its present 



The machinery of P.A.Y.E. can be improved. Now, 
the heaviest tax falls on the last pound earned by extra 
time or by piece work. Cessation of earning, whether 
voluntary or involuntary, leads to a refund of tax. This 
unnecessarily exaggerates the repressive effect of a tax 
on earnings of manual wage earners. 

Since P.A.Y.E. is one of the particular headings under 
B, discussion of mechanism will come up later. 

(ii) The jumps in the rates of tax are too large, from 
nil to 2s. 4£d. on the first £62 10s. of earnings, to 4s. 4$d. 
on the next £250, and to 7s. 7*d. on the balance after 
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earned income relief. The weight of the tax could be 
taken more gradually on increased earnings by steps of 
Is at intervals of £25, or some. such gradation depending 
on the amount of the standard rate of tax. The scale 
can be put in the form of tables, if they are retained. 

(iii) The gradation of tax in the higher ranges is too 
steep to leave an adequate reward for energy and respon- 
sibility. The earned income relief should be increased 
and extended to surtax. 

(iv) Income earned, paid, and taxed abroad is taxed 
when remitted to the U.K. by a resident. The grant of 
foreign tax credit is not sufficient in every case to clear 
the liability. Tax on remittances out of earnings deters 
potential employees from taking up appointments abroad 
if they cannot take their families with them. Their extra 
expenditure in maintaining two residences could be recog- 
nised (e.g. by granting additional allowance for wife and 
dependent children). 



have increased considerably since pre-war and have been 
included in production costs, the net salaries after tax are 
less than the net pay for similar appointments pre-war 
when they are revalued in terms of present day purchasing 
power. 

It may be in this field that the re-distribution of incomes 
is having its most damaging effect on productivity what- 
ever may be its merits or demerits in the social sense. The 
tax system is likely to do harm by levelling down too 
drastically the rewards which the working of the price 
mechanism gives to ability. An increase in earnings 
beyond a certain point is almost meaningless to the higher 
paid employees. 

An extension of the earned income relief beyond the 
present limit of 20 per cent, of £2,000 is warranted. It 
could be 10 per cent, of the excess over £2,000 without 
limit for income tax. The earned income allowance 
should be extended to surtax. 



11. Risk bearing 

Employees are only at risk if their earnings consist 
wholly or partly of commissions on turnover or profit. 
Such employees suffer compared with employees who have 
stable salaries by reason of the earnings of each year 
being taken separately. Peak earnings may be taxed to 
income tax and surtax with no relief for years of low 
earnings. 

The rate of tax applicable to earnings could be cal- 
culated by reference to an average of years when the 
assessment is made. Tax under P.A.Y.E. would have to 
he by reference to the tables as a payment on account 
subject to adjustment at the year end. 



12. Savings 

The second expert committee* is studying the problem 
of making satisfactory arrangements for the tax treatment 
of retirement benefits and the provisions for those benefits 
by employers and employees. 

There is not much else the tax system can do for 
employees whose powers of saving are determined by the 
relation between their net earnings and their necessary 
personal and domestic expenditure. 

13. Control of inflationary or deflationary tendencies 

In a time of shortage of labour, deduction of tax at 
source (P.A.Y.E.) tends to concentrate attention on the 
net earnings after tax and to lead to demands for more 
pay so as to preserve the same net earnings after an 
increase in the tax deduction. This has the effect of 
passing the tax on to consumers. What will happen in a 
time of surplus labour has still to be experienced. Prob- 
ably wage rates will not be reduced but a number of 
employees will be dependent on unemployment pay. If 
this is true the long term effect during a succession of 
booms and depressions will be to raise the units of wages, 
because they rise in a boom and remain stationary and 
do not recede in depressions. P.A.Y.E. is not. wholly 
responsible for this but it works in the same direction, 
by reason of its psychological effect of concentrating 
attention on the net wage after tax. 

14. The balance of payments with other countries 

The tax on salaries and wages of United Kingdom 
employees can have no measurable effect on the balance 
of payments apart from the effect it has on productivity 
in general. The level of taxation may deter desirable 
foreign employees from taking up technical and adminis- 
trative appointments in the United Kingdom, although 
arrangements for relief of double taxation can ease this. 

15. Effect on the distribution of personal incomes 

The gradation of the severity of the tax and surtax 
produces perhaps its crudest primary effect in income 
from employments. The rules of Schedule E are the most 
rigid of all the Schedules. By the rigidity of the prohibi- 
tion of all expenses beyond those incurred in the perform- 
ance of the duties, the tax hits genuine losses (e.g. travelling 
expenses and the maintenance of special knowledge or 
better-than-customary clothing) which are inseparable from 
the appointment. 

The employees have a limited power to shed the tax 
by requiring higher salaries, but although nomin al salaries 

* Committee on the Taxation Treatment of Provisions for 
Retirement. 
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16. Other social and economic objectives 
The weight of taxation causes leakages in a period of 
shortage of labour. It is important in the interest of the 
main body of taxpayers that the leakages should be closed 
by all possible means. 

(i) Casual workers who are liable to pay tax escape 
by their mobility or by refusing work when P.A.Y.E. 
is mentioned. 

(ii) The treatment of indirect remuneration paid as 
benefits in kind or as expenses allowances needs review. 
On the one hand the expenses which may be deducted 
under the rules of Schedule E are too restricted. On 
the other hand the provisions of Section 41 of the 
Finance Act 1948 (which taxes indirect benefits) dis- 
criminate against directors and employees whose earn- 
ings exceed £2,000. There should be similar treatment 
for all employees. 

(iii) Earnings from foreign employments which are 
paid in the United Kingdom to the benefit of a non- 
resident person can escape tax both in the United 
Kingdom and in the country where the employment is 
exercised, owing to the conflict of laws of the two 
countries. 



17. Profits of Businesses and Self -Employments 
Two preliminary observations are relevant before 
attempting to answer the headings suggested by the Com- 
mission. They both relate to the necessity of maintaining 
,the substance of business. It is a dominant fact that the 
only way of providing food, clothing and housing for 
the population of the United Kingdom (which is much in 
excess of that which is justified by the natural resources 
of the country), is to maintain a sound industrial, com- 
mercial and agricultural activity. If that fails, the founda- 
tions of the standard of living begin to crumble. No fault 
in fiscal reasoning or political special pleading should be 
allowed to obscure that fact. 



18. Inflation . . 

The most urgent economic tax problem in business 
profits is the erosion of real capital which is caused by 
calculating taxable profits without regard to the deprecia- 
tion in the value of money. The long term trend is for the 
value of money to fall ; the last ten years has shown an 
exceptionally sharp fall and there are no signs that the pace 
of the decline is likely to slacken in the near future. This 
fall in value of money makes it necessary to use more 
money to maintain the same volume of stocks and to re- 
new the productive equipment in the form of machinery, 
buildings and other fixed assets. This extra money must 
come from self-financing out of trade receipts or by 
borrowing from creditors or by new investment by the 
proprietors. Without entering into the argument whether 
this need for more money is technically a loss under 
accounting principles, it is evident that a tax at a high 
rate on profits computed without regard to it is a much 
more onerous burden on businesses which are under the 
necessity of preserving a normal level of materials and 
productive equipment than on other persons who are not 
under that obligation. Economic considerations point to 
the need for relieving from tax the sums annually required 
to be provided to maintain the productive or operational 
capacity of the business. . 

The witnesses propose to submit comment at a later 
date on the reasoning contained in the report of the 
Committee on the Taxation, of Trading Profits, on this as 
on other topics. ^ ^ 
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19. Redistribution of income ( and wealth) 

It is necessary to protect the substance of business from 
dissipation under political objectives which aim at reducing 
inequalities of income and of wealth. Without discussing 
whether those objectives are socially desirable or not, it is 
self-apparent that some private individuals must own all 
the capital and ultimately receive the income of businesses 
which are not owned by the State. The groupings of 
capital which are necessary for the maintenance and con- 
duct of business must be preserved intact for the sake of 
the business, however much the individuals may inter- 
change who own the capital. In fact the ownership is 
continually changing hands by sale under the normal in- 
fluence of saving or dissaving by the individuals con- 
cerned, or by inheritance on their death. But this change 
of ownership usually has little effect on the concentration 
of capital which represents the business unit because the 
owners or their agents, the managers, are careful not to 
make such distributions of profit which might prejudice 
the productive capacity of the business. 

If however the State should decide that the owners of 
the business have too much income in relation to their 
fellow citizens, or too much wealth, and that it is socially 
desirable to take away some of that income, or wealth, 
by means of taxation and to give the benefit of it to other 
citizens, little regard is paid to preserving the productive 
capacity of the business. The taxation is laid on the 
business as a means of appropriating part of the income, 
or the wealth, of the owners of it. This procedure can 
injure the productive capacity of the business by extract- 
ing more money than it can afford to spare, having regard 
to its commitments and potential developments, although 
the imposition may be in accordance with the scale of 
progression which may have been accepted by the legis- 
lator as being desirable from a social point of view. 

It is necessary to preserve the business unit, which is a 
component part of the entire national productive and dis- 
tributive mechanism, from tax claims which are aimed 
at the owners in their capacity as individuals. 

At the moment, the separation of 'the business unit from 
the individuality of the owner is determined by the legal 
form in which the business is organised. If the business has 
adopted corporate form, the business is insulated from 
the personal income tax claims on the owners of the shares, 
if one reserves for the moment the question whether the 
standard rate of tax is too high or too low, and reserves 
the question of levying surtax on certain closely held 
director-controlled companies. 

If the business has not adopted a corporate legal form, 
it is entirely unprotected from the financial effect of the 
personal tax claims on its owners. A business owned by 
a partnership is taxed as though it were a group of 
separate individuals and the tax claims on it are a simple 
addition of the tax liabilities of the individuals calculated 
by reference to their total income. The grouping is 
merely a convenience for collection because the partners 
are jointly (and severally) liable if one ignores for the 
moment the possible difference between the shares of the 
partners in the income of the basis year and the shares 
of the partners for the year of assessment. 

More simply still, the sole trader is completely identi- 
fied with the business and the tax claims on the business 
are the tax claims on him as an individual. 

Where the profits (or the shares of profit in the case 
of a partnership) are small, the tax claims are less than 
they would be if the business had a legal corporate form. 
Where they are larger and surtax arises, they can be 
greater ; that is, if the. Profits Tax is ignored or if the 
surtax liability exceeds the Profits Tax liability. It is 
recommended elsewhere in the evidence that the Profits 
Tax should be abolished by merging it with the Income 
Tax so as to have one tax only on profits, and it will 
be convenient to discuss the immunity of the business 
from high personal tax claims on the owners solely in 
terms of the Income Tax and Surtax. 

It can be urged as a solution to this question that all 
businesses can achieve immunity from personal tax 
claims on the owners by adopting a corporate form. For 
small businesses this is unnecessary and impracticable, 
involving as it does compliance with the Companies Act 
and possibly higher tax claims. For certain trades and 
professions it is necessary to preserve the unlimited 



liability of the partners or it may be necessary to pre- 
serve the personal qualifications and professional respon- 
sibilities of the individuals. There is nothing to be gained 
by forcing a corporate form on the business merely to j 
overcome a tax problem if there is any other suitable 
method of meeting the tax difficulty. 

Jn essence the tax problem for partnerships (and sole 
traders) beyond a given size, lies in the inclusion in the 
total taxable income of the partners of moneys which are 
employed in the business and which are not available 
for distribution to the partners as earnings or drawings, 
From the economic objective of preserving the produc- 
tive capacity of the business, the business should be re- 
lieved of tax claims on such retained profits beyond the 
flat standard rate of tax. 

From an administrative point of view it is impossible 
to adopt a criterion of taxation which depends on whether 
profits are retained in the business or withdrawn from 
the business unless two conditions are satisfied. The first 
is that the accounting adopted by the business should be 
good and should show how the capital is employed and 
provide a clear link between the profit and loss account 
and the movements in the assets and liabilities in the 
balance sheet during the year. The second is .that the 
accounting should show that the capital is employed 
in the business (that is, it excludes private investments not 
connected with the business) and that the retention of the 
profits in the business is required or desirable for business 
purposes and not for other reasons. 

In the case of public companies these conditions are 
satisfied because there is not the close identity of interest 
between the management, which determines distributions 
of profit primarily by reference to the needs of the 
business, and the shareholders who are not conducting 
the business. 

In the case of closely held director-controlled com- 
panies, the management and the ownership are practically 
identical. The accounting in these cases will be good be- 
cause it complies with the Companies Act, but the reten- 
tion of profits from distribution may possibly exceed the 
requirements of the business. It is not unreasonable that 
the mere fact of the possession of corporate form should 
not result in escaping a tax which would become due 
if the profits were distributed, when it is clear that there 
is no adequate business reason for their retention in the 
company. But it does follow logically that the tax which 
would become due on distribution should only apply to 
the part of the profits which is unreasonably retained 
and not to the entire profits of the year. 

Partnerships and sole traders should be given an option 
to be treated on the same basis as corporate bodies pro- 
vided that they comply with the standards of account- 
ing which can enable the method to be worked satisfac- . 
torily. The option should be irrevocable for a sole trader i 
and for a partnership so long as the members of the part- l 
nership are the same. The regulations for the accounting |i 
requirements can be worked out in detail after the broad j! 
principle is adopted that the profits which are retained J 
in the business for business reasons are regarded as being 
impersonal and are taxed at the standard rate which is 
fixed for impersonal income and that only profits which are 
actually distributed or withdrawn or which are unreason- 
ably retained from distribution should be included in the 
total income of the owners for the purpose of applying 
the progressive scale of personal tax. The personal tax 
claims should be charged on the individuals and not 
charged on the business, because in the case of distribu- 
tions, the owners have the money with which to pay 
the tax and in the case of moneys unreasonably retained, 
the owners can acquire the money by making a distribu- 
tion. 

20. To resume comment under the headings suggested 
by the Commission, the following observations are sub- 
mitted in relation to profits of businesses and self-employ- 
ments. 

21. Incentives 

The main disincentive is the large proportion of net 
profit taken by the State if the business succeeds, while the 
entrepreneur stands to lose 'his capital if it fails. This is 
inevitable in the weight of the tax. 
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• The inception of new businesses could be encouraged by 
permitting formation expenses to be written off for tax 
purposes. 

The one-sided nature of the risk can be eased by per- 
mitting refunds of tax paid in prior years when losses are 
incurred. 

Temporary exemption for the initial years of a new 
business is not recommended, beyond the personal allow- 
ances now available, because difficulties can arise in 
defining, a “new” business. 

22. Risk-bearing 

The Profits Tax is a special tax on the owners of the 
equity of a company. The equity owners who bear prac- 
tically all 'the risk are taxed in respect of distributions to 
holders of prior charges in the form of fixed interest stocks. 

There should be one tax only on income and profits. 
This is further developed under the heading of corporate 
taxation below. 

23. Savings 

Adequate depreciation provisions are not regarded as 
savings but as recognition of real losses. Provided taxable 
profits are confined to real profits the earnings of business 
could bear a flat rate tax as a provisional payment on 
account of the ultimate liability of the proprietors. Busi- 
ness can look to its reserves of retained profits for a 
partial source of finance for expansion after such profits 
have borne the provisional flat rate tax which is decided 
to be appropriate to such reinvested profits. 

Private director-controlled companies and partnerships 
should be given the same treatment as public companies, 
within the conditions suggested above under the general 
note. 

This idea rules out the Profits Tax which in its effects 
is a direct tax on corporate savings. It also precludes the 
levy of surtax on the retained profits of private companies 
and partnerships. 

24. Control of inflationary or deflationary tendencies 

The raising or lowering of the rate of tax on business 

profits — which is assumed to be the standard rate tax — 
is not an efficient instrument for controlling inflationary 
or deflationary tendencies because it is too slow in opera- 
tion. 

The re-definition of taxable business profits so as to 
allow reserves for replacement costs of fixed and net 
current assets, is more effective as a brake on extreme 
movements of prices. In times of inflation it prevents 
consumers from getting goods and services at less than 
their economic cost, and in times of depression it enables 
the price of goods and services to be lowered more than 
they could be if suppliers had no reserves set aside for 
this purpose.. 

25. The balance of payments including the import and 
export of capital for investment 

The balance of payments on current account is more 
affected by the development of productivity in general, in 
which the tax system is only one formative influence, than 
by special tax measures directed specially to that end. 

Foreign capital will not come into the country if the 
tax rates are too high to- .permit a net return, after taxes, 
on the investment, which is greater than could be earned 
in the home country of the foreigner. Treaties for the 
avoidance of double taxation can exempt certain types of 
business profits on a reciprocal basis such as shipping, air- 
craft, and agency trading. 

United Kingdom capital similarly will not go abroad 
unless it can earn a net yield after tax which is better 
than can be earned at home. British financed foreign 
businesses which . are technically resident in the United 
Kingdom will try to emigrate if they are subject to more 
onerous home taxes by remaining in the United Kingdom. 

If the general rule of taxing residents on their income 
from all sources at home or abroad is retained, it is neces- 
sary to liberalise the mechanism of foreign tax credits. 
These are restricted or withheld on technical points to a 
degree which spoils the salutary influence of the principle. 

26. Effect on the distribution of personal incomes 

It is suggested above that the profits of business should 
be regarded as being impersonal so long as they are re- 
tained in the business. The progressive scale of taxation 
which aims at re-distributing personal incomes should not 
come into play until the profits leave the business and are 
at the disposal of the proprietors, . 

14176 



27. Other economic and social questions 
No comments. 

28. Dividends and Other Income 

We have the following comments to make, under the 
headings suggested by the Commission, on the taxation of 
dividends and other income. 

29. Incentive 

No relevant comments suggest themselves. 

30. Risk-bearing 

In principle capital which is exposed to a higher degree 
of risk should be better rewarded than passive capital 
which is lent or invested for a fixed return with some 
degree of security. This is normally provided by the 
market. Provided the problem of replacement costs is 
resolved so as to preserve productive capacity, there does 
not appear to be a strong case for a lighter tax on venture 
capital and a heavier tax on passive capital. If tax takes 
an equal proportion of each, the net yield after tax is 
still higher for venture capital than for passive capital. 
This assumes that the Profits Tax, which works completely 
in the opposite direction and taxes only venture capital, 
is cancelled by merging it in the Income Tax. 

31. Savings 

The effect of the progressive scale of tax on total income 
is to reduce the amount of savings of individuals which 
can be available for re-investment. This prejudice is in- 
separable from the rate of tax and must be accepted within 
the terms of reference. 

There is, however, a serious need for collecting small 
savings which are available owing to the redistribution of 
incomes. Otherwise the aggregate of private savings is 
likely to fall below the sum needed for capital expenditure 
because the persons who used to provide the bulk of the 
savings cannot do it. to the same extent as before the 
increase in the rates of tax.. 

Tax-exempt securities of the type of National Savings 
Certificates should be encouraged, with a limit per indi- 
vidual. A similar effect is achieved by the tax arrange- 
ment for Building Society interest and dividends. Tax 
relief for premiums on life assurance and annuity policies 
is also an incentive to the collection of small savings. 
Small savings are, however, not appropriate for supply- 
ing ride capital. 

32. Control of inflationary or deflationary tendencies 
There is little that adjustment of the rates of tax can do 

in respect of dividends and interest in the way of con- 
trolling booms and depressions. This type of income lags 
too long behind the trade cycle to enable any action on 
it to have any effect on the cycle. 

33. Balance of payments 

The improvement of the arrangements for relief of 
double taxation would encourage international investment 
of business capital. 

A shortage of home savings can be partly compensated 
by issuing more Government stock, the interest of which 
is tax free to residents abroad. 

34. Distribution of personal incomes 

For good or ill, the progressive rate of tax has its 
full effect on this type of income. There is no power in 
the recipients to shed part of the tax by getting greater 
gross incomes as there is in the case of incomes from 
employments or from business. 

35. Other social and economic objectives 
No comments. 

WOULD IT BE ADVANTAGEOUS TO LINK INCOME 
TAX WITH SOCIAL SECURITY PAYMENTS 
AND CONTRIBUTIONS? 

35. It is assumed that the question suggested for con- 
sideration of witnesses refers to the scheme associated with 
the name of Lady Rhys Williams and supported by the 
Liberal Party. Variations of the scheme have been sug- 
gested by other writers. 

37. Broadly speaking, the scheme envisages: — 

(a) A flat rate of tax on all earnings up to £1,000 a 
year or some such limit. (The weekly contribution to 
the National Insurance for unemployment, sickness, old 
age pensions, etc. would be dropped). 

A3 
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15) The employer would pay in cash weekly (or 
monthly) allowances which would vary with the domestic 
circumstances of the employee. 

(c) When not employed, whether due to sickness or 
lack of work, the employee would draw benefits in 
cash from the Post Office. 

(d) The value of the cash income tax allowances paid 
by the employer should be approximately the same as 
the National Insurance benefits. The children’s allow- 
ance (now payable to the mother) would be similarly 
paid by the employer when the employee is in work 
and by the Post Office when he is out of work. 

38. The scheme is unsatisfactory for the following 
reasons, but the rejection of it involves the discovery of 
an alternative method of removing the deterrent effect 
of P.A.Y.E. (This will be dealt with later.) 

Principle 

39. From the point of incentive there is a great differ- 
ence between reducing a tax demand — which only operates 
if income is produced — and paying out allowances for no 
consideration. It would be possible for a man to live 
on his cash personal allowances and family allowances 
and a small wage — which would bear small tax. He 
could deliberately draw more out of the State than he 
contributed to it. 

40. The sick and unemployment allowances are only 
payable if a man has made the necessary contributions. 
When these are exhausted he must rely on National 
Assistance which involves a means test. 

Unemployment pay can be withheld in the event of 
refusal to work without good cause. 

To give a right to a payment, regardless of contributions, 
regardless of work done or unwillingness to work, and 
without proof of need, is a very dangerous liability for 
the active citizens to undertake because it is so open 
to abuse. 

41. The National Insurance Scheme was designed to be 
self-supporting on actuarial bases on calculated contribu- 
tions by employers and employed, with a limited contri- 
bution out of general taxation. It is important that this 
principle should be preserved. 

There is a strong case for extending this principle to 
other social benefits, e.g. Health Services, Housing Schemes. 
The only way to check expanding costs of social services 
under political tempting is to bring home to the ordinary 
citizen the fact that benefits have to be paid for. If the 
beneficiaries themselves realised that they pay for the 
social benefits, the ordinary motives of personal economy 
would restrain the expenditure of public money. 

42. To destroy the contribution basis for sickness and 
unemployment benefits and to link Income Tax allow- 
ances with sick and unemployment benefits would result 
in placing the entire cost of those benefits on the income 
tax. The contributions yield about £431 millions. The 
future cost is expected to increase considerably. The 
fiat rate on wages minus the cash personal allowances is 
supposed to be the same as the present progressive tax 
reduced by personal allowances. The cancellation of the 
sick and unemployment contributions would necessitate 
the Income Tax rate being increased to make up for the 
loss of them. 

43. While Income Tax is a personal tax it does not 
figure directly in negotiations on wages. The negotiators 
must fix a rate for the job by the time spent or the piece 
produced. They cannot consider, in fixing wages, whether 
a man is paying tax as a single or as a married man with 
dependents. 

If the income tax is made a flat percentage for all 
regardless of personal circumstances, income tax can 
be brought into account. Wages can be increased all 
round so as to make the employer pay all or part of 
the tax. There would be a strong inducement to infla- 
tionary wage increases in a time of full employment. 

Mechanism 

44. If the principle is preserved that the State cannot .pay 
out as cash allowances any greater sum than it has 
received as tax from each individual, the work of exercis- 
ing this check before the cash allowances are paid would 
be very heavy. 

If that principle is abandoned, the cash allowances would 
become simply a gift from the State, which is objection- 
able on economic grounds as mentioned above under (40). 



45. It is undesirable to separate .the inoome tax on wages 
under the limit (£500 or £750 or £1,000) from the general 
progressive scale of taxation on income. 

It is not clear how marginal taxpayers, just over the 
limit, would be dealt with. 

It is not clear what cash allowances wuold be paid out 
and what reductions, if any, would be made from the flat 
rate for allowances not paid in cash. 

46. It is undesirable to separate the income tax on wages 
from the .fax on other income. If, on the contrary, the 
scheme covers also self-employed persons and persons 
with investment incomes, how can it work? These in- 
comes must he dealt with by assessment and by repay- 
ment claims in accordance with the progressive scale. There 
can be no deduction from income if there is no employer 
to make the deduction. 

Persons with mixed incomes consisting of wages and 
income from real and personal property cannot be dealt 
with finally by deduotion of a flat rate .tax from wages 
and by paying cash allowances. They would have to be 
re-assessed to fix their final tax in accordance with their 
total income and the progressive scale. 



IS THE PRESENT TREATMENT OF COMPANIES 
FOR TAXATION PURPOSES SATISFACTORY 
OR SHOULD IT BE ALTERED? 

47. The development of the Profits Tax into an addi- 
tional corporation tax is bad and should be undone. The 
Profits Tax, like all other taxes, must either he paid out of 
corporate savings or passed on to customers in the price 
of goods, or partly both. If it is paid out of corporate 
savings, it reduces this source of finance for development. 
Companies which .have not access .to the money market 
(and they are the very large number of smaller and 
growing companies) are dependent on self-financing for 
their development. Companies which can invite subscrip- 
tions from the public find that ithe amount of money 
awaiting investment in risk-bearing ordinary shares is 
limited and the issue costs are heavy. 

Self-financing is the best kind of' investment from the 
national aspect because it is discriminating and the money 
is the most economically used. It is bad for .the State to 
expropriate these savings by means of the Profits Tax 
because the State cannot invest them as profitably as the 
business can. 

Some hold the belief that a corporate fax like Profits 
Tax is more easily passed on to consumers in whole or in 
part by increasing prices. This however cannot be proved 
by observation. The main vice of .the Profits Tax is that 
it is borne by the equity holders in a company who also 
bear the business risks before their prior charges. 

48. There should be one universal fax on incomes and 
profits and not two, one levied on corporate profits alone 
and another levied on all income including corporate 
profits. 

The universal tax on incomes and profits should finally 
rest on the individuals entitled to dispose of the income 
and there be taxed at the rates appropriate to their total 
income. 

49. A company should be .regarded as an association of 
individuals acting in common. While the income earned 
by the company is in the possession of .the company, it 
should he regarded as being impersonal and be taxed at a 
flat rate. When the income comes into the .possession of 
the individual members, it should then be re-assessed in 
accordance with thedr .total income. 

The machinery at present in force for crediting the share- 
holder with the standard rate of tax in force when the 
dividend is deolared, .regardless of the rate of tax actually 
paid on those profits, is broadly satisfactory. 

50. The desirability of a consolidated return for a parent 
company and its subsidiaries (down to 75 per cent, holding 
of ordinary shares) was mentioned in the evidence to the 
Committee on the Taxation of Trading Profits. The alterna- 
tive suggestions contained in Chapter VII of the Report 
of the Committee are accepted, namely, to permit losses 
to be offset against profits in a group of United Kingdom 
companies and to value unsold stock at cost to the group 
or at market price, whichever is lower. 
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EXAMINATION OF WITNESSES 



1096 Chairman: Mr. Bower, I think you and your 
colleagues were here yesterday?— Yes, Sir. 

1097 As you heard me say yesterday, we always give 
witnesses an opportunity in the first instance of supple- 
menting their memoranda if they desire to do so ; I do 
not know whether you do?— I would just like to say a 
word in commencement; first of all, we have come 
separately from the Federation of British Industries. We 
were able to arrange, with the Millard Tucker Committee 
—if I can use that designation— to appear together, and it 
osrtainly saved that committee a certain tedium. We 
could have come together this time, because there is no 
fundamental difference in view. It was just the physical 
inability to establish common evidence which the two 
bodies could adopt, because the preparation of this 
evidence coincided with the Budget, and the limited taxa- 
tion knowledge that we had was fully employed on the 
Budget at the time, and we had not the opportunity of 
getting together and trying to establish a common evidence. 



The second general remark is that in the memorandum 
which we put to you we followed the headings suggested 
by the Commission as far as we were able. I know this 
subject of headings is extremely difficult, and in some 
context what we have said may appear quite irrelevant 
or not to the point, and I am sure in those cases you will 
ignore it, but the headings did serve the useful purpose 
of drawing our attention to points which we might other- 
wise entirely have overlooked. 



In our memorandum, if I can just pinpoint the three 
main things we are getting at, our aim was to try to find 
a theme for alterations in taxation, and we thought that 
productivity was the main target. Wie know that taxation 
does not help productivity, it checks it all along the line, 
but if one could devise an incidence of tax which is least 
impeding to productivity, that was the kind of thing at 
which one should aim. The second principle which we 
are trying to enunciate is to preserve businesses from 
tax claims which are aimed at the owners of businesses. 
We must accept as a social and political fact that the 
redistribution of income is here and has probably come 
to stay, but there should be a strong distinction drawn 
between business units, almost regarded as impersonal 
things, and the owners of those units, because if you start 
to lay the burdens of tax on the businesses you have a 
great danger of slashing the productive capacity of the 
country as a whole, in the furthering of social aims, by 
having a very high progressive rate of tax. Therefore in 
our evidence we have suggested, in a general way, that 
while profits are in a business they should be looked upon 
as impersonal things and subjected to the standard rate 
of tax, but when you start to go beyond that to the higher 
ranges of the surtax, visit that on the owners of businesses 
rather than the businesses themselves. That is the second 
point which we are trying to make in the evidence. That 
same point arises also on death duties, but that is out- 
side your terms of reference. The business ought not to 
be made the vehicle for finding taxes which are really 
aimed at the owners of the businesses. 



1098. Although it is outside our terms of reference, are 
you suggesting that the protection granted to retainec 
reserves should he extended to death duties as well as 
income tax, or are you merely saying you are noi 
interested in that point? — No, I merely mention it by 
me way, because in the case of death duties in private 
companies the tax charges can be laid on the company 
ltseit and not on the deceased’s estate, which is contrary 
to the kind of thought we ane putting forward, just as ir 
«. 21 , of tbe Finance Act, 1922, the surtax regula. 
uons, the charge lies on the company. That is a thinf 
we deprecate. 



. T, he line we are trying to get at is the equal 
incidence of tax as between business and the rest of 
. taxpaying community. That raises two fundamental 
points, namely, the question of taxing inflationary profits, 
wmcn we deprecate, and the creation of the profits tax 
wmch is a selective tax and lies only on the owner of 
quities in corporate bodies. We think those taxes should 
»nH S 'r, re ? <1 0Ver 1116 main bod V of the taxpaying public, 
u * ot concentrated on that special body of taxpayers, 
'that tlL™ 5 in ?’ bec£ } USe it is a complicated subject, 
1417 * >arbcu ar bod y taxpayers may have a power 



to shed the tax, which other people may not have in the 
same degree. We are not interested in the li nking of 
social security payments with income tax, because on 
the whole we look upon that as more a political suggestion 
than a fiscal suggestion, namely, an extension of the 
welfare state, and on purely fiscal grounds we think there 
is no argument for it whatever. 

1099. You did say something about it in your paper, 
did you not? — No, we have not said so directly, but we 
have implied that the principles supporting the linking of 
the two are directed more to social security than to fiscal 
measures. 

1100. Yes. Is that all you wish to add, for the moment? 
—Yes. 



1 101. I am afraid the questions I put to you must 
necessarily be, to some extent, repetitive of what I put 
to the Federation of British Industries yesterday, but 
as you were present I shall not ask the questions at the 
same length because you will have heard what I said 
yesterday and will understand the reasons for the ques- 
tions I put, without my stating them at the same length? — 
Yes. I should also say, Mr. Chairman, that where you 
have specifically asked the Federation of British Industries 
to elaborate certain things in the evidence, I can get that 
from the record and you need not repeat it. 

1102. I am much obliged. The first question, which 
does not fall within that category, is whether you would 
welcome the Conservative proposals, whatever they may 
ultimately turn out to be, for the introduction of excess 
profits tax to absorb the profits from rearmament, at 
any rate if revenue derived from that source were to 
enable some reduction in other forms of taxation of 
income? — It is a difficult question to answer, Mr. Chair- 
man. I thought it over last night, but it means that one 
is asked to express an opinion about a project which one 
has not yet seen. 

1103. Quite. Your answer may of course be that you 
prefer to say you will put in another memorandum when 
you see the project? — That may be the proper reply to 
give, but after all the proposal to levy the excess profits 
tax was coupled with a promise to review the incidence 
of profits taxation generally, and if the proposal could 
be said to deal with inflationary profits and with the 
profits tax, and it were merely a question, of substituting 
excess profits tax, then there would be a good deal to 
be said for it. The argument against the excess profits 
tax is that nobody has yet devised a good excess profits 
tax, in spite of . . . 

1104. Two wars. — In spite of two wars; six or seven 
countries have all attempted it, but they have never found 
satisfaction in it. Everything depends on the standard, 
and if we look at the American .technique, their excess 
profits tax is not so bad as one would suppose, because 
they have fairly good standards and they have a ceiling 
to the excess profits tax beyond which the tax would not 
go. If you have that ceiling you are not far removed 
from a profits tax. The ceiling lies there, and whether 
the ceiling is a profits tax on top of the income tax or an 
excess profits tax on top of the income tax, the only 
question which remains is how far you can get below 
the ceiling, and that depends on .the rate of tax. The 
other argument for the excess profits tax is that by its 
very nature it is a temporary tax, and everybody expects 
it to go, whereas profits tax may be with us for all time. 
If you were trying to shed the burden completely you 
might vote in favour of the excess profits tax in the hope 
of seeing its demise. But as regards incidence, I think: 
probably the profits tax is better than the excess profits 
tax, because of the capricious way in which the standards 



1105. I seem to remember that when Mr. Gladstone 
first reimposed income tax he described that as a tem- 
porary measure, but I do not think we have ever got 
rid of it.— The temporary nature of the excess profits tax 
has been borne out in almost every country, I think. 

1106. I do not think, at any rate until we know what 
the proposals are, I can usefully pursue that further fof 
the moment. If, as I think is certain to be the case, 
have not reported by the time the concrete proposals ate, 
available, perhaps you will let us have any particular 

A. 4 
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observations your Association has to make? — Thank you. 
If it becomes part of the Budget proposals, obviously our 
evidence will be directed to the Chancellor first, because 
he will have a specific legislative proposal for the statute 
book, whereas you will be looking at the long term effects 
and may not report for a considerable time. 

1107. The next question is on the capital gains tax, 
which is another matter we are proposing to consider. 
I should like to know if you have anything to say about 
that? — That again is a difficult question. There may be 
loopholes in the system of taxation which could be 
covered by letting the taxation go beyond the original 
cost price of the asset you are selling, but the capital 
gains tax is a terribly difficult thing to administer, and it 
is terribly unjust. If an employee of a business were 
removed, say, from Hull to London, in the ordinary 
course of his career, and he happened to have a house in 
Hull which cost him £800 before the war, he comes to 
London and cannot rent a house anywhere and has to 
buy onp, say, for £3,000, toy the same influence of the 
market he may have sold his house at Hull for £2,500, 
but capital gains tax would charge him tax on the differ- 
ence between £800 and £2,500 ; the poor fellow is no 
better off, he has only got one house and has lost £500. 

1 108. Does America levy the tax on transactions of that 
kind, or is it merely confined to Stock Exchange deals? — 
All assets which a person has held for a time. 

1109. But there is a limit to the time, if they have held 
them for more than a certain time? — Yes, six months, 
I think.. I think they tax him on everything if toe holds 
it for less than six months ; if he holds it for longer 
than six months the individual has an option either to 
pay tax at 50 per cent, on half the profit or to bring it 
in at his personal rate, With corporations the same kind 
of thing applies: if held for less than six months, the 
ordinary rate of profit, if more than six months it is taxed 
at 26 per cent, which is only one half of the ordinary 
corporation tax. 

1110. You appreciate that the reason why we are par- 
ticularly interested in this subject is that it is one of the 
few kinds of profits and income which are not at present 
the subject of tax. Having regard to the limitation in our 
terms of reference, that we have to confine our recom- 
mendations, at any rate in so far as they are recom- 
mendations for immediate action, to maintaining the yield 
of tax, naturally we are interested in any possible new 
source of revenue, and what I really wanted from you 
was whether you would regard a capital gains tax as 
worthwhile if it facilitated other measures of reform, 
for instance, some of the measures which were put before 
the Tucker Committee? — It is definitely not worth while, 
not worth the trouble. The inequities which it would 
produce would quite fail to justify the small amount of 
tax which might be collected. 

1111. You say a small amount of tax, but it is quite 
a substantial sum in America, is it not? — Not in relation 
to their total budget. American figures are always larger 
than ours, and we must look at them in proportion to 
the whole. I think it is somewhere in the region of 80 
million dollars in a budget of several billions, I should 
say. There is only one thing I should like to mention 
on that. One of the representatives of the Labour Party 
has suggested that the capital gains tax might toe limited 
to transactions on the Stock Exchange. He does not bear 
in mind that there is a tax on turnover with the Stock 
Exchange already in the form of the 2 per cent, transfer 
stamp which the Revenue pick up. There is no such tax 
in America, it is about a quarter of a thousandth, or 
something like that, an infinitesimal tax, and if you turn 
that stamp tax into a profit tax you can call it .20 per cent, 
on the profit which exists already. 

1112. That, I suppose, is providing resale does not take 
place in the same account, 'because if it does I assume that 
no transfer duty would toe payable on the first “ transfer 
— That is true. There is only one field I can see where 
a so-called capital gains tax might operate with fairness, 
and that will arise in our discussions in connection with 
inflation, the question of whether, where property is 
realised for more than its first cost, one should stop at 
first cost, as the present Income Tax Act does. That is 
the only field, I think, where in equity and fairness, taking 
tax as a whole, one could tax the excess over first cost. 



1113. That would apply in the house case as well, would 
it not? — No, I am talking about business. I would not 
put it on individuals at all, otherwise you would get into 
football pools and betting, all kinds of transactions like 
that. You never know where to stop, dealing in motor- 
cars, bits of furniture ; the thing is quite unworkable. 

1114. The next thing I wanted to ask you about was 
the question of whether it is really right to say that income 
tax could be passed on to the consumer? — In the presence 
of the economists I give advice with hesitation, but I 
should say undoubtedly it is passed on. You will find it 
in every country. 

1115. What about the effect of competition? — It does 
not exist to the extent the classical argument supposes. 
That is a blunt statement, but if heavy taxation is laid 
on business, the traders, without any concerted action 
whatever, all do the same thing. They have all got a 
burden laid on their backs, so they have got to pass it on 
in order to live. I have seen this happening in many, 
many countries. The first example which struck me about 
15 years ago was New Zealand ; I knew of a little business 
down there earning £5,000 a year profit. The New 
Zealanders were the first to adopt high taxation and social 
welfare, they put up their tax to somewhere about 12s. 
in the £, and I said : “ I can see this business going to the 
wall ”. I watched it with interest over the years, and I 
found that its £5,000 profit became £10,000, £15,000, 
£20,000, £30,000, and the business was left with more net 
income after paying taxes than it was in the early days. 
Whether that is entirely due to efficiency or whether it is 
due to making a profit on the tax, I would not say, but 
you will find the same thing happening all over the place. 
There is one of the tables in the national income figures, 
on, page 46, I think, is the best table, it is Table No. 34 
in National Income and Expenditure of United Kingdom, 
1946-1950.* 

1116. Yes. — That is a very short account which shows 
the figures for 1938 up to 1950, and specifies dividends 
and interest, provision for taxation, and undistributed 
profits on the debit side, and on the credit side corporate 
trading profits and other corporate income. If you com- 
pare the profits for 1938 with 1950, they jump from £800 
million to £2,200 million, that is almost 2-£ times. If you 
look at the debit side, you will find that dividend and in- 
terest have gone up from £570 million to £920 million, 
roughly it has gone up 60 per cent. You will find that 
provision for taxation and additions to tax reserves, taking 
the two together, have gone up from £97 million— call 
it 100 — to £777 million, they have gone up eight times, 
The undistributed profits— you have got to take these two 
lines together, add the 60 to the 232, not take it away— 
the undistributed profits in 1938 were practically £300 
million. It is clearer from the 1950 figures where the 
figure for stock appreciation, of £205 million, is set against 
the undistributed profits figure of £364 million. That £205 
million does not exist, it is really a deduction from the 
income on the other side, is it not? The point I 
wanted to make is that the taxation debit has gone up 
eight times, and I would hesitate to say that taxation 
debit has gone up because the income has gone up, rather 
the income has gone up because the taxation debit has 
gone up. 

1117. I am afraid I find that a little hard to follow, be- 
cause it seemed to me, prima facie, that the taxation debit 
went up because the rate of tax went up. — It is the chicken 
and the egg. 

1118. Maybe. I would have thought the rise of trading 
profits was due more to the inflation than to the rate 
of taxation. — I doubt it. I am only trying to suggest that 
the ordinary business manager has to shed his costs, and 
if taxation is laid on him to carry he must get rid of it. 

1119. That seems to ignore that the taxation is a tax 
on profits, not a tax on turnover. If he has to pay the 
purchase tax, that will obviously have to be passed on 
because that is a tax on turnover, a tax before profits. 
What I am afraid I have so far not grasped is, unless 
there is a monopoly, how a tax on. profits can prima facie 
be passed on to the consumer. That was the same difficulty 
I think, which the Colwyn Committeef found. Perhaps 

* National Income and Expenditure of the United Kingdom 
1946 to 1950. Cmd. 8203. 

f Report of the Committee on National Debt and Taxation. 
Cmd. 2800. 
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you would explain it a little more? — Perhaps our friends 
the economists will work out the economic arguments for 
it but the fact is that taxation is passed on. 

1120. I think I will leave the economists to pursue 
further this subject, but at present I do not follow it. — 
Take it this way, Mr. Chairman : business merely has its 
place in society to provide a service, and consumers have 
to pay as a minimum price to business a price that will 
enable business to perpetuate itself and earn sufficient 
interest on its capital so as to attract and be able to get 
new capital when it wants. If you put heavy charges on 
to business, which prevent it from doing that, in self- 
preservation it must shed them. 

1121. There is one element, one form of tax which 
may easily be passed on, that is ito say, if the tax on 
salaries and wages is such that on a given wage it does 
not leave ithe man with a living wage, he will demand 
higher wages ; of course to that extent, if the trader 
or manufacturer pays higher wages, he will have to charge 
higher prices. To that extent I can see that a higher 
rate of taxation does get passed on, bu-t that of course 
is not, I think, what you had primarily in mind? — It is 
the same kind of thing, Mr. Chairman. 

1122. That is assuming that the profits left do not repre- 
sent a reasonable rate of return on the capital invested? — 
Yes, it can be put that way round, or the economists 
always say Ithat the increase in price could have been got 
at any time. In theory it can be got before the tax is 
increased, but traders do not overcharge or go to the 
ceiling every time. It is a significant .thing that high 
taxation is simultaneous with a time of shortages, and 
the situation is such as to enable the .price to be passed 
on. The only thing 'that stops it is price 'limitation and 
government controls on .prices. 



1123. So you are really saying that if supply were to 
catch up with demand it might then become impossible 
to pass it on?— (Precisely, but in a period of very high 
taxation .that does not exist. 

1124. I daresay the economists will have some more 
questions .to ask you on this subject, but I will pass on. 
I think you, like the Federation of British Industries, 
advocate the abolition of profits tax on the ground that 
it is inequitable, but your only suggestion — at least, their 
only suggestion, I dp not know whether you have any 
other to make — was that revenue should be found by 
raising the rate of income tax. That would involve, would 
it not, about 9d. . . . — One shilling an the £. 

1125. I should have thought the .psychological effect on 
the wage earners, and so on, who would have Ito pay that 
tax, might be such that it would outweigh .the economic 
advantage to the individual businesses in getting rid ot me 
profits .tax?— It opens wider questions, as ito how tar 
you are going to carry the income .tax down .the income 
chain, .but there does not seem to be any ground in equity 
for putting a selective tax on the holders of ordinary 
shares, unless you .admit my first argument that the tax 
can be shed. 



1126. Suppose .the suggestion were that the equity share- 
holder on .the whole has the broadest shoulders, you put 
the burden on the broadest shoulders?— If y° a leave him 
with a free market, yes. 

1127. At any rate, you have no new tax dfaat 

suggest? — No. This is where your terms of reference 
become very embarrassing, as a matter of L ac "> , 

one can only .talk in terms of taxes on me 

profits. 

1128. Yes, but I think you have to .bear this : in mrnd, 
that although, of course, any immediate cha g 

we .recommend have to be balanced by some o 
of revenue, on the other hand it would not > . ’ ___ 
outside our competence to say there are o - 

which we think are desirable but we do n® 
the same priority and we think they muSt rtim ;,t v 0 f 
government in its wisdom can find an °PP. 1 ' 

spending less. What I am suggesting to Y°_ ureentlv 
sibly there are other changes which are ™ or Tha f mav 
needed than the removal of profits tax in tofo. - 

be so, but the .thought I wanted to raise is ffiat a imougn 
it is a question for the Chancellor rather 



Commission itself, a progressive tax like the tax on income 
and profits, which was suitable when taxation was only 
needed for administration and defence, may be totally 
overstrained when it has to carry social services of some 
£1,700 million, and it may be arguable that the income 
tax is carrying .too big a load. It is expecting too much, 
and one should go more into .the other kinds of taxes 
to spread the load on the .people who are getting the 
benefit. 

1129. That, of course, is not for .this Commission? — I 
agree. 

1130. The next question arose out of your introductory 
observations, when you said, and I think it also occurs 
in your memorandum, that you wish to see profits re- 
tained in businesses, by individuals and by partnerships, 
treated in ithe same way as reserves of companies and 
not treated as chargeable to surtax unless they are with- 
drawn from ithe business. I suppose you would agree that 
if such a change were to be made it would become very 
necessary to .provide safeguards against .tax avoidance? — - 
Yes, it would need to be policed, I quite agree. 

1131. I wilil not put ideas into people’s heads, but there 
is a certain obvious way in which tax could be avoided, 
if that were done. — Yes. 



1132. The practicability of it .therefore depends on being 
able .to devise satisfactory police methods?— That is 
right. 

1133. Passing from my .general questions to things 
arising out of your memorandum, would you look at 
paragraph 5, where you say : “ It is papular and satisfying 
to tax .the rich and exempt the .poor", and .then you 
go on .to contrast .the energetic and creative citizens with 
the .unproductive citizen, but the lines of distinction are 
not drawn. I suppose in one sense Sir Geoffrey is a creative 
citizen and I am an uncreative citizen, it cannot be said 
that judges create anything. But I should strongly object 
to a proposal .to .tax him at a lesser rate than me. Apart 
from that, is it true to say .that .our present system ignores 
the effort and risk which are required .to produce the in- 
come? What about earned income relief?— I do not say 
it ignores it. The earned income relief does acknowledge if, 
yes. 

1134. Surely earned income relief is just that? It is the 
method at present in force to give effect to .the distinction 
you make?— Yes. We do suggest that that should be 
extended. What I am trying to suggest here is that the 
phrase “ capacity to pay ” has acquired a certain sanctity 
over a period of time, as though it should never be 
criticised. I am trying to say that it is not so axiomatic 
and true as one usually assumes, there is potential capacity 
as well as actual capacity. 

1135. Dealing with earned income relief, in paragraph 15 
you suggest the extension of , the earned income relief 
beyond the present limit ; ‘ It could be 10 per cent, of 
the excess over £2,000 without limit for income tax. The 
earned income allowance should be extended to surtax 
Have you considered what would be the cost of that 
change? — No, we have not got the figures. 

1136. On that, of course, we have got to count the cost. 
Are you in favour of levelling off the graduation of tax? 
— You mean, in the lower brackets? 

1137 Yes— Yes, as a halfhearted measure of trying to 
remove some of the disincentive for the lower income 
earners. 

1138. Short of reducing the general rate, what more 
wholehearted methods are available than levelling off the 
graduation? — None. 

1139. You cannot see any? — No. 

1140 I do not want to repeat my questions, but may. X 
, . vnn C nnnot give us any measure of the cost of any 
of ffie alterations you suggest? I have asked you about 
01 ine aiiex __Yes I have tned to calculate the two 
things'*^ whiclT we attach most importance, inflation and 
profits tax. 

1141 You have there estimated what it would cost the 

Revenue?— I have made an estimate, it may be wrong, 
but I have made an estimate. ^ ^ 



14176 

Printed image digitised by the University of Southampton Library Digitisation Unit 



112 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



2 November, 1951] Mr. F. Bower, C.B.E., Mr. F. M. Gilliat and Mr. W. J. Luxton [Continued 



1142. I think that may assist us, if we may have it. — 
On the profits tax, the yield is about £260 million, deduct 
income tax, net it is £136 million. -Inflation in stocks, if 
one can go from the national income figures in Table 33 
of the National Income White (Paper,! they assume the 
inflation in stocks in 1950 to be £350 million, if one were 
to exclude .that and take the rate of income tax as 10s., 
for the sake of ease, that costs £175 million. 



1143. Mr. Kaldor: What was the figure you quoted? — 
£350 million. 

1144. Where is that from? —National income figures. 
You might get it more easily, I think, Mr. Kaldor, from 
the Economic Survey, 1951$, page 44, Table 26. The 
figure there is stated as £270 million. 

1145. That is for 1951, is it?— No. 1950. 

1146. Chairman: In the Economic Survey of 1951, these 
are the 1950 figures. 

1147. Mr. Kaldor: In the table you refer to it is £205 
million?— Yes, but there is another body of taxpayers who 
are not included in that. 



1148. Chairman: In 1951 they forecast £700 million. 
— That is the point I was coming to, but if that forecast 
of £700 million is right then the cost would be £350 
million, to get rid of stocks inflation alone. On faxed 
assets, judging by the report of the Commissioners, for 
1948-1949, the wear and tear allowances were £390 
-million ; it will be seen from Table 6 of the National 
Income White Paper that £120 million of that were initial 
allowances, so you deduct that, you say the ordinary wear 
and tear allowances would be £270 million. The absence 
of initial allowances would increase that, call it £300 
million, and tax at 10s., so on the fixed assets plane there 
is £150 million, so if you add those together, assuming the 
£700 million inflation figure is not right and it is £350 
million instead, the cost of that would be £461 million, 
which at £15 million for Id. in the £, would be 2s. 6d. 
on the income tax. On the other hand, if -the Economic 
Survey estimate of stock inflation should be right, one 
would require another Is. in the £ for that, so that the cost 
would be 3s. 6d. in the £ on the income tax. 



1149. To deal with those two particular things, do you 
mean we should require 3s. 6d.? — Inflation and profits tax 
would cost 3s. 6d. in the £. 

1150. That, I suppose, really comes into dealing with 
replacement costs, if proper provision were allowed for 
the cost of replacements, that is the same point, is it not? 
—Yes. 

1151. My mind does not digest figures quickly enough 
to be able to pursue that with you, but possibly by the 
time I have finished the economists will be ready for you. 
All I can say at the moment is that the thought of another 
3s. 6d. on the income tax is rather terrifying, is it not? 
Now, in paragraph 21 you suggest that formation expenses 
should be allowed as a charge against income? — Yes, 
but that is a trifling point. 

1152. Are they not essentially a capital item? — Yes. 

1153. And is it right in principle that a deduction in 
respect of capital should only be allowed for fair wear 
and tear? — It is the cost of getting money that we are 
really getting at, but that point we come to under heading 
“ B ”, in the question of deductions. 

1154. Yes, I will not pursue it now, because you put 
the same claim, I think, before Mr. Tucker’s Committee, 
and they turned it down, so perhaps when we get to the 
second part of your evidence we shall hear why you say 
they were wrong? — In that connection, Mr. Chairman, 
may I ask you for guidance? It is not on any of your 
heads of subjects, any criticism or approbation or comment 
on the report of the Millard Tucker Committee. Do you 
want one? 

1155. Chairman: I would put it this way, I think, that 
prima facie we should be naturally inclined to be guided 
by that report. If you have any comments, I think it 
would certainly be desirable that you should include, in 
what I call shortened form, your reasons for saying they 
reached the wrong conclusion and possibly have not 
correctly apprehended your point. 

* Ninety-Third Report of the Commissioners of His Majesty’s 
Inland Revenue. Cmd. 8103. 

t National Income and Expenditure of the United Kingdom 
1946 to 1950. Cmd. 8203. 

t Economic Survey for 1951. Cmd. 8195. 



1156. Mr. Millard Tucker : I thought you were doing 
that, Mr. Bower? — We were, but it is not in the headings, 

1157. Chairman: At the time we prepared our formula 
we had not the advantage of the report. I think it was 
said that evidence submitted to them would be available 
to us, but I think after consideration we shall adopt that 
report unless the report is criticised in some way. If you 
criticise the report, we should be delighted to hear what 
you say, otherwise, silence might show that you were 
converted. 

1158. Mr. Millard Tucker: Of course, Mr. Chambers 
told us yesterday, I do not know whether you were 
going to join in it too, that he is making a fresh attempt 
to fold reasons why the current year basis should be 
adopted. Are you doing that also ? — We are very half- 
hearted about this. 

1 159. Or are you accepting the conclusion that we came 
to, that it is impracticable? — We have not made up our 
minds. Logically and theoretically there is no question 
but that the actual year basis is the best one, and it is 
mainly administrative trouble. We cannot estimate whether 
the practical disadvantages are sufficient to outweigh the 
theoretical advantages. 

1160. I do not want to pry, or ask tactless questions, 
but I suppose your members themselves really cannot 
agree, can they? — We are not agreed, no. Shall I put it 
this way: amongst the big questions which this Com- 
mission has to deal with, we would certainly give that a 
second place. 

1161. Yes. While you are dealing with that question, I 
suppose the division of opinion would probably be this: 
the big companies, with adequate accountancy assistance, 
would prefer the current year, and the smaller people 
do not want to be bothered with it? — That is right,' until 
the shoe pinches them, and then they shout. 

1162. Would you like to make three returns in respect 
of every year? I should loathe it myself, I call myself 
one of the small people, although I would much prefer 
to be taxed on the current year basis? — We make two 
returns now. We are asked by the Treasury to give a 
forecast of what our taxable profits are likely to be, as 
a matter of grace. 

1163. But that is only in the case where previous profits 
exceeded £10,000? — And then we make our return. 

1164. That is only the sort of thing which companies 
always get every year, so as to help the Chancellor to 
have some idea of the quantity of profits upon which 
he can levy a tax, but many of them are notoriously 
inaccurate, are they not? — I am afraid so. 

1165. Chairman: I have very few more questions I 
want to ask. First of all, will you look at paragraph 10 (i), 
where you say : “ Cessation of earning, whether voluntary 
or involuntary, leads to a refund of tax. This unneces- 
sarily exaggerates the repressive effect of a tax on earnings 
of manual wage earners ”. The very fact that there 
are refunds establishes, does it not, that the salary or wage 
earner has paid more than he ought to have done up to 
that date? — Yes. 

1166. There would be a very legitimate sense of 
grievance, would there not, if the refund were delayed? 
— ’Yes, there would, but is not the fault of this cumulative 
principle the fact that it is too quick on top of the 
earnings, because a man might have overtime one week 
and short time the next week ; you would collect a high 
tax the first week and give him something back in the 
second week. If his wages were calculated for the fortnight 
the two things would have washed one another out. I 
am suggesting that the cumulative principle week by week 
follows the earnings much too closely and produces this 
effect. 

1167. I do not know whether at a later stage you are 
putting in definite proposals as to reform of P.A.Y.E., 
or not? — We are thinking about it, but whether we can 
reform it, to use that expression, I very much doubt. 

1168. Unless you can, of course, it is rather difficult to 
see how this point which you suggest there, can be dealt 
with without causing a legitimate sense of grievance. 
However, I will not press you now. In paragraph 15 
you express the view, with which I am inclined to agree, 
that the existing rule to authorise deductions under 
Schedule E is unfair. Will you be making suggestions as 
to what a fair alteration in the law will be? — Y es, I think 
it will come naturally under the heading of “ Deductions . 
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11 - 69 . Then I will not press you on that now. I think 
on the next point also, no doubt, you will be making 
concrete suggestions at the second stage. In paragraph 
16 you deal with the importance of stopping leakages, and 
raise the question about casual workers. Shall you be 
putting forward .proposals about that also at a later stage? 
—I do not know how to do it. We know that there is a 
lot of casualisation ; the kind of thing one has in mind is 
that the workman will cease his legitimate work, to use 
that expression, at 5 o’clock, and go on to some private 
work for another person, where Pay as You Earn just 
is not mentioned at all. 

1 170. Except by prosecution in the rare cases when the 
Inland Revenue catch them, is there any means that you 
are able to suggest? — No, unless you can get the man 
to make a declaration, but it is a nasty question. A trader 
might take a lorry into a market, say, at Billingsgate or 
Smithfield, and there are casual fellows standing by: if 
he wants them to unload the lorry, he haggles about 
terms, and asks how much, and it might be £1, then he 
says something about P.A.Y.E., and they put their hands 
in their pockets and walk away, and the lorry is not 
unloaded unless the £1 is paid. 

1171. The only other question I want to ask you is 
this: you heard Mr. Tucker cross-examining, if I may 
use the phrase, Mr. Chambers yesterday on the suggestion 
that taxation of profits from businesses carried on over- 
seas should be limited to amounts remitted. I do not 
know whether there is anything you would like to say on 
that subject? — I thought we got a 'bit adrift from the 
subject yesterday, as a matter of fact. We started it by 
our evidence to the Millard Tucker Committee. First of 
all we dealt with blocked income, and said it was quite 
wrong to tax income on which you could not lay your 
hand. Then, if you admit that, would it not be a good 
thing to extend the same basis to profits re-invested in the 
business? The thought lying behind it was that if one 
has an overseas subsidiary company, that is the basis of 
taxation, merely a tax on the dividends which come home. 
It is quite a matter of the circumstances of the case, as 
to whether there is a branch or whether there is a local 
subsidiary company.' If remittances is the proper basis 
for taxation of a local subsidiary company, why not 
extend the same basis to a branch, because, except for 
their legal form, they are pretty well the same method 
of trading. 

1172. Of course, the point, if I understood him aright, 
which Mr. Tucker was getting at in his cross-examination, 
was that in either case, whether it be branch or whether it 
be subsidiary, the profits which are not remitted remain 
in and are used in the business. — Y es. 

1173. If the same thing happens as regards a business 
conducted in England, the profits retained in the business 
have to bear their proper proportion of the tax. Would 
it not be said to be inequitable if more favourable treat- 
ment were extended towards carrying on business abroad? 
That is the point I particularly wondered whether you 
would lake to say anything about. — Yes, the distinction 
between profits earned in the United Kingdom and profits 
earned abroad is that the foreign government requires 
taxes on those profits before the British government does. 
To take a very exaggerated case, if there were a branch 
in Germany, it woud probably suffer 75 per cent, tax on 
its profits, and if you say that a gentleman with a branch 
in Germany ought to pay the same tax as if he were 
trading in file United Kingdom, taking the United King- 
dom rate as being 60 per cent., you ought to subsidise 
him to the extent of 15 per cent, of his profits, if you want 
real equality. I am saying you cannot ignore the fact 
that the profits earned overseas have already been taxed. 
This goes into the wider field as to what should be the 
frontier for taxing profits. 

1174. Chairman: I will not pursue the matter myself, 
but I wanted to ibe sure it was not overlooked. I will 
leave Mr. Tucker to ask you questions on that. That is 
all I desire to ask, I think Mr. Crick has questions he 
would like to put to you. 

1175. Mr. Crick: Mr. Bower, would it be correct to 
say that the body for which you and your colleagues speak 
is more widely representative, both as to type of business 
and size of business, than the body which was represented 
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here yesterday? — I should say we are a cross-section of 
the business community which is more widely varied than 
is the Federation. 

1176. That is what I wanted to know, because otherwise 
there is not much point in .pursuing my questions of fact, 
some of which I put to Mr. Chambers yesterday. I will 
put them shortly, because you were here and heard them 
all. You speak, in your memorandum, of the erosion of 
real capital, as one of the most urgent tax problems. 
Would you say that that erosion is now actively taking 
place? — What kind of real capital have you in mind, 
the stocks and fixed assets? 

1177. I am quoting your phrase, “the erosion of real 
capital”.— I think it is. As you pointed out yesterday, 
there are two aspects of it ; one is, is the physical quantify 
of fixed assets and stocks going down, and the other, is 
their physical quantity being maintained but you are 
having to borrow to hold them.* Those were the two 
questions I think you put yesterday. I should think that 
the second is more true than the first, but it is very 
difficult to say. My friend, Mr. Gilliat, knows the textile 
trade in Lancashire, and perhaps he can tell you better 
than I can about merchants’ textile stocks ; where the 
warehouses used to be .full before the war they are now 
half empty. On fixed assets, we cannot estimate, because 
we know that in general terms during the war capital 
expenditure was devoted mainly to munition projects. A 
lot of those have been turned over to civilian use. There 
has been a lot of war damage, which has kept down the 
physical volume, and there has been a lot of catching 
up since the war, but the effect of licensing regulations 
and one thing and another has tended to keep the total 
down to within the bounds of the national income and 
also to divert the capital expenditure on to nationalised 
business and government activities. I do not think 
business has made up what it lost during the war, but I 
could not prove it to you. 

1178. You would say that the more urgent aspect of 
the problem up to the moment has been the financial 
aspect? — Yes. 

1179. Could you mention any particular types of busi- 
ness activity on which these effects are most conspicuous? 
—I cannot produce chapter and verse of particular cases, 
'but, generalising, I would say that the small private 
business is suffering more than the well known and well 
established business, because a well known and well 
established business has access to the market and it 
can get the public to subscribe for its loans or its ordinary 
capital after paying the market price. But the small busi- 
ness which is not known to the public has only one source, 
and that is the Bank, and if the Bank credits tend to be 
restricted then they must restrict their business. 

1180. So that, breaking that down, you would say that 
the effects are more conspicuous in unincorporated busi- 
nesses than in companies? — No, not unincorporated, but 
the distinction is between the companies which are known 
to the money markets, because they have a quotation, and 
partnerships and companies which are not known to the 
money market. 

1181. And it is a matter of size as well, I take it; the 
large undertaking will get on better than the small one? — 
Yes. 

1182. Is there any distinction between manufacturing 
and trading, would you say? — There is a distinction, but 
I would not say whether it was more acute in one than the 
other. I should think that the merchant was in greater 
difficulty than the manufacturer, but I do not know. 

1183. Would you be inclined to say that there was any 
difference between new and old companies, or is it block- 
ing the establishment of new companies?— Yes, it is much 
harder to get going, to start a business, than to continue 
an existing one. 

1184. So that to some extent the effect is to solidify the 
existing structure of business and to prevent new entries? — 
Make it more stereotyped, yes. 

1185. It would obstruct enterprise?— Yes. 

1186. Would you say that these effects have been 
rendered more serious or less serious, or will be rendered 
more serious, by the removal of initial allowances? — More 
serious. I do not like initial allowances any more than 
Mr. Chambers does, I think they are quite illogical, but 
in so far as they are an interest-free credit they must 
help when finance is a difficulty. 

A 6 
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1187. In other words, the business will tend to find 
things more difficult after April 6th next year?— Yes, but 
I would not exaggerate it. It will be more difficult. 

1188. One of your proposals is that profits tax should 
be abolished. I would like you, if you would, to amplify 
that view for the sake of the next questions, and I want 
to ask you whether you think there would be any value 
in certain changes in the incidence of profits tax. I do 
not want to bother you with a lot of figures, but if you 
can keep in mind the present differential, 50 per cent, and 
10 per cent., now suppose you were to raise the amount 
of revenue by a flat rate on all company profits, do you 
suppose that industry would thereby be induced to distri- 
bute more dividends or less, or would the effect be 
neutral? — I do not think it would have much effect. The 
reason I say that is that business is tight for money, and 
distributions are governed very largely by a wish to keep 
open their access to sources of new capital. If they do 
not declare reasonable raites of dividend they will not 
get any capital, that is, so far as big public companies 
are concerned. So far as private companies are concerned 
whatever they distribute comes under surtax, and they 
might still be inclined to leave their profits in the business 
unless they need them to live, leave them as they are now, 
if the rate became a flat rate. But you must first tell 
me what rate you are thinking of. 

1189. I am assuming the same yield which on my cal- 
culation would give a flat rate of about 20 per cent. — I 
would agree that. I think the effect would be better 
because it would have this advantage: it would partly 
cater for the difference in gearing of the capital of com- 
panies. Some companies which are highly geared now 
have a totally disproportionate load on equity shareholders 
compared with others which have just ordinary shares. 

1190. But on balance you would not expect it to have 
any very powerful effect? — No. 

1191. And you would not see any particular gain from 
the point of view of industry in taking a flat rate as 
compared with a differential? — I prefer it. There is a 
point which I would be glad if Mr. Gilliat would deal 
with and that is the suspension of this non-distribution 
relief, this contingent liability to pay a 40 per cent. tax. 
— Mr. Gilliat: This is one of my objections, I think it 
is a general objection, to the profits tax, that unlike other 
taxes it has an uncertainty about it due to this contingent 
liability to distribution charge at some future date, what- 
ever it may be, and with the present rate and the present 
distinction between the rate of tax on distributed and 
non-distributed profits it is a very large factor indeed. 

I do not know whether it is generally realised how far 
this goes, because if a company distributes only 25 per 
cent., one-quarter of its profits as dividend, its total 
burden of taxation at that point, taking only the profits 
tax which is then assessed and after providing for income 
tax and the dividend, leaves a balance of profit which 
is still less than the contingent liability at some stage or 
other to pay a distribution charge. Of course I know in 
theory that distribution charge is allowable for income 
tax, but of course in actual practice there probably will 
not be any profits available for assessment to idcome tax 
at the time when it is paid because it will be when the 
company is ultimately wound up. In other words, this 
tax has a great element of uncertainty about it with this 
differential rate, and that is a thing which I do not think 
is sufficiently appreciated. It has a growing effect, it is a 
cumulative thing, and if this tax goes on at the present 
rates for 20 or 25 years it means in practically every case 
the profits which were earned and undistributed before 
profits tax came into operation are going to be subject to 
this tax at a rate of 40 per cent. I do not think that is 
generally appreciated, and I do not think it was ever 
intended that that should be the effect of this tax. There 
are a great many objections to this tax but that is one 
of them. 

I would like to mention one other objection if I may 
while we are on this subject, which I think is rather 
passed over. Years ago, shortly after the first world war, 
there was a corporation profits tax. The excuse for that 
was that the build-up of a company enabled the proprietors 
or the shareholders to get an advantage from the tax 
point of view which the ordinary business man did not 
get, but that was before the legislation which came later, 
about the time that the corporation profits tax was with- 
drawn, which of course closed the door to the improper 



withholding of distributions by private companies which | 
were owned by a small group of persons. We now have 
the contradiction that on the one side it is still on the 
statute book, although it is practically a dead letter, that 
you must not withhold what you can distribute and if you 
do there is a very severe penalty waiting for you ; and 
here we have another tax which says that you must not 
pay more than a very small amount otherwise you are 
going to have nothing left. I dislike the policy intensely 
and I think it is absolutely wrong and leading us up a 
very very dangerous road, this stigma that is being 
attached to the gathering of the fruits of enterprise. I 
have lived long enough to go back to the time when a 
man was regarded as a desirable member of the com- 
munity if he was ambitious and wanted to get on, but 
we are fast approaching the stage when a man who has 
those characteristics is going to be looked upon as an 
undesirable member of the community and if he is going 
to earn more than the man next door he is going to be 
under a stigma. I will not pursue that, but it is very 
closely related to this question of incentive, and of 
course there are all kinds of incentives. You asked Mr. 
Bower if there would be any effect on dividends if this 
distribution penal tax was withdrawn. From my experi- 
ence, and I think it is probably a general experience, I 
think it would make no difference at all. I do not think 
directors look first <at the dividend. They look first 
at the requirements of the business, and I think it is very 
unlikely that there would be a large increase except in 
those industries, and there are some of them, where, due 
to circumstances preceding the war or during the war, 
the shareholders have had a very poor return for a long 
time, but that is another question. 

1192. Thank you, Mr. Gilliat, for that contribution. 

Mr. Bower, if you wanted to raise the same profits tax 
revenue by levying the tax solely on distributed profits j 
then I think you would have to contemplate a rate of 
something like 80 per cent? Would that be likely to have 
any effect on distribution?— I think if you are going to 
make it a direct tax on distribution it would really become 

a dividend tax. 

1193. No, I am computing the profits tax on the amount 
of distribution.— I am sorry, I thought you were suggesting 
there might be one. 

1194. I wanted to raise the same revenue by computing 

the tax solely on the amount distributed and I am sug- 
gesting the rate would have to be something like 80 per 
cent. I am asking whether the proportions into which 
profits are divided, between distribution and ploughing 
back, would be altered? — Mr. Bower: It probably would 
be with a rate of that size, you could not help it. The 
only argument I can see in favour of a tax on distribution 
as such is that the business has more or less admitted 
by its decision that it does not require that finance for 
the purpose of running the business and, since our main , 
theme is keeping the business intact, we would logically 
have to say as soon as it has gone out of business we are 
not concerned in it any longer. But a profits tax of | 
80 per oent. on distributed profits is just too much, 1 
cannot square it with 20 per cent, on all profits. You 
are assuming distribution is now one-quarter of the 
profits? i 

1195. Roughly speaking. — Mr. Gilliat: If it is 20 per j 
cent, it will be an .average according to distribution. 

1 196. No, I am working roughly on £2,000 million gross 
.profit. — If you are correct in saying ithait the average rate 
of profits tax at the present time, I do not know how 
we can tell because we have not had experience of this 
year’s rate, but if it is so that 20 per cent, is the effective 
rate over all companies today, if that is right, then 25 per 
cent, only of profits has been distributed. That is the 
rate it works out at. ' 

1197. 1 think it is broadly true. — It is exaotly 20 per 
cent, if you distribute one-quarter of your profits.— 
Bower: There are the fixed preference dividends which 
the company cannot avoid, that is not in its discretion 
at all, and it would compel a revision of the tax to exclude 
fixed preference dividends and put them in the debenture 
class. 

1198. Broadly speaking, you would say that up to the 
moment, at any rate within the range of the figures .that 
we have known, the differential rate of tax has very little 
effect on the distribution of profits as dividends? — Not 
a great deal, I should think. 
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1199. There was one passage in your memorandum, 
Mr. Bower, that I confess defeated me, the second sub- 
paragraph of paragraph 24. I wonder uf you could make 
that a little clearer. — Depreciation and stock values. We 
are assuming that the trader enters into bis cost price 
of his products the proper depreciation at present day 
rates and the replacement price of his stocks. That means 
that his prices would have to go up by that amount. In 
times of inflation the corrective, if a corrective were 
desired, is to check consumption, and the increase in the 
price of the products would automatically check consump- 
tion to that extent, almost like putting a tax on consump- 
tion, and that would tend to be a brake on inflationary 
tendencies. There is nothing more than that in the 
thought. 

1200. I see that more clearly now. — Trying to make 
the public pay an economic price for the products they 
are using or getting. 

1201. But I understood you to say earlier that in your 
view the taxation of profits at its present level was largely 
passed on to the consumer and in that respect became itself 
inflationary? — Yes, it can toe so. 

1202. But if it can toe .passed on to .the consumer, and 
this is a different point which rather puzzled me in the 
previous discussion, why do you object to it so strongly? 

— Because it is not everybody that can do it. 

1203. If you are heavily taxed and you can pass it on 
to the consumer . . .? — If you follow that doctrine 
through to its end, why have an income tax at all? The 
turnover tax would do it far better and we should not toe 
sitting here. 

1204. That is one view to take tout, broadly speaking, 
would it toe true to say (that you feel on ithe whole that 
the use of taxation as an instrument of economic policy 
is not a very happy development?. — I heard you put that 
question to Mr. Chambers yesterday, tout you have to 
define what you mean by “ the use of taxation as an 
economic instrument.” The Chancellor of ithe Exchequer 
when he is making up his Budget as best he can in the 
state of ithe country, has got to consider what taxes he 
will raise and how he will raise them, and he has got 
to decide whether ithe rate of tax shall toe 5s. in the £, 10s. 
in the £, or 15s. in the £, according as he deems proper for 
those particular circumstances. But what we do deprecate 
is tampering with the definition of what is profit or what 
is income. What is profit or what is income is a question 
of faot, .there is no argument about that, and one ought 
to toe certain as to what profit is or what income is. Then 
the Chancellor can adjust his rates as he sees fit in connec- 
tion with the economic situation. What one would 
strongly deprecate, and I .think this is where one damns 
the initial allowances, is that if you want to control invest- 
ment, income taxation is not the way to control investment, 
either to encourage or to depress it. If you want to control 
investment, control it by putting a direct tax on investment 
itself or subsidising it, tout do not do it in a roundabout 
way so that the effect is that it does not have any effect 
at all or produces other effects which you never expected. 
The definition of income is a firm .thing which should not 
be altered and which cannot toe or should not be used 
as an instrument of economic policy, tout the rate of tax 
on those profits is the economic policy instrument which 
the Chancellor must use. 

1205. You would prefer direct tax? — Yes. 

1206. Mr. Hicks: Might I first of all ask you some- 
thing further about your remarks about income tax enter- 
ing into price? Might I be allowed first of all to say, 
since the matter was rather thrown at the economists, 
that I do not think as applied to a situation as we 
have at present that economists as such have any necessary 
parti pris on, this matter. A particular view on this 
matter has been quoted from the Colwyn Report* of 20 
years ago when circumstances were very different. Even 
at .that time there was a good deal of discussion among 
economists as to whether that conclusion was valid, and 
I do not think it can, be said that the conclusion was 
universally accepted among even economists of the greatest 
repute. But we are now dealing with the figures and with • 
the information on which Mr. Bower is basing his state- 
ments. We are dealing with an inflationary period in 
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which economists would toe at any rate perfectly prepared 
to admit that things might be different. It is essentially 
a question of fact. I would like to ask Mr. Bower in 
the light of that first of all how far price control has 
to do with the matter? It seems to me that possibly 
one thing which might happen under conditions of in- 
flation in which prices were fixed toy public or semi-public 
regulation is that the prices which businesses would ask 
for and press for would be affected toy the taxes on profits 
which are charged, from the point of view of trying to 
keep the reserves of businesses in proper condition. How 
far does Mr. Bower base his argument on that kind of 
thing? — I do not toase my argument on that at all. My 
only answer is where a price is controlled and where 
tax is not an element of costs obviously you cannot pass 
on the tax to the public, and what happens there is that 
that business will gradually go down, in relation to other 
businesses or, if it is not controlled on all its lines but 
only on some of them, it would make more profit under 
non-controlled lines in order to make up for the loss on 
the controlled lines. It is like stepping on a tyre, if you 
press it in one place it comes out in another. 

1207. But surely it is the case that controlled prices 
are changed and they are changed very often as the result 
of representations which have been made by the business 
concerned? — But they would not bring into their calcula- 
tions any questions of tax. They take their production 
factors and distribution factors, but they would not regard 
tax on the residual profit as being a proper cost to bring 
into the controlled price. 

1208. So you would hold that it was the non-price 
controlled articles to which your argument applies? — Yes. 
That is one of the serious parts about it because the 
price control attaches to those industries which are looked 
upon as being most vital from the social point of view, 
and those very businesses which are most important to 
the country, by price control, are being depressed into a 
weaker position than the others which, ex hypothesi, are 
less essential and can recoup themselves. 

1209. Do you think that income tax on shareholders and 
profits tax on companies acts in much the same way in 
respect of being passed on?— Income tax on shareholders, 
no, I do not think they do. 

1210. It is the profits tax on, companies to which the 
argument applies? — The profits tax on companies is more 
easily passed on an price than a tax on shareholders’ 
receipts, put it that way, because it is a business cost 
whereas the tax on a shareholder’s dividend is part of his 
dividend. 

1211. Might I next turn back to this passage in para- 
graph 24 which Mr. Crick was asking you about, this 
passage beginning — “ The re-definition of taxable business 
profits . . . It is surely the case, is it not — I did 
not quite follow your discussion with Mr. Crick — 'but it 
is surely the case that if businesses were encouraged to 
set their depreciation allowances at a figure which corre- 
sponded more closely to the current cost of replacement, 
that would tend to cause them to put their prices up 
more in times of inflation and put them down, in times 
of deflation? — Yes. 

1212. Consequently, the movement of prices would be 
greater, would it not? — No, I think not. There are two 
things acting in contrary directions, are there not? If a 
trader puts up his price now to cover his depreciation and 
that is not allowed for tax he must cover the tax as well, 
so the person who is in a position to do it covers himself 
for depreciation and for the tax, hence his price goes 
up still higher. But I cannot quite follow in my own 
mind whether those things are working at cross-purposes 
or whether they are working in the same way. There 
are factors working in two directions, and I cannot quite 
sort out which is which. When a depression comes and 
prices do fall, replacement costs fall, the depreciation 
element is smaller in the price, and the trader can bring 
his prices down more, which would be the corrective which 
you are looking for to check the depression. 

1213. I think I agree with Mr. Bower on that. I am 
not at all sure about the effect on prices, but I think I 
agree that, in so far as the re-definition would cause 
business savings to increase, it would have an anti- 
inflationary effect. May I ask one point in relation to 
your remarks about casual workers. I just wanted to ask 
whether there was any evidence for holding that the 
reluctance to work overtime or casual overtime was 
simply a matter of the initial earnings being charged to 

A 7 
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tax at any rate or whether it had anything to do with the 
marginal rate being higher than the average rate, a point 
on which we have heard so much? — I do not think the 
marginal rate being more is a factor. The objection is 
to paying any tax at all, because it is quite obvious you 
are not dealing with a class of person who thinks a lot, 
his instinctive objection is to paying any tax at all. 

1214. Mr. Kaldor: May I just ask a few more questions 
on this question of the effect of income tax and profits 
tax on prices and whether they are passed on or not? 
You would agree, would you not, that the only way in 
which a business man, can pass on direct taxation which is 
charged on his profits is by raising his profit margin, that 
is right, is it? — Yes. 

1215. So that, in so far as income tax or profits tax is 
passed on, profit margins must necessarily increase as a 
percentage of the selling price? — Yes. 

1216. Would you say that since the war owing to this 
big rise in income tax and the introduction of profits tax, 
profit margins are now much greater than they were before 
the war? — What do you mean by profit margin? 

1217. 1 mean by profit margin the profit margin charged 
as a percentage of the selling price. You just agreed with 
me that the only way they can pass on income tax and 
profits tax is by charging a higher margin. — Yes, and so 
they get into a spin. 

1218. I do not know whether they get into a spin, but 
business men can only pass on the income tax and profits 
tax levied on their profits by increasing the margin of profit 
in the selling price, you agree with that? — Do not stop 
there, you have to go on to the end. The more he in- 
creases his margin the more profit he makes, the more 
tax he pays, and so on to infinity. 

1219. But he must increase Ms profit margin in order 
to pass on the tax? — I want you to define what you mean 
by a profit margin. I mean the net margin after tax, 
that is the only thing that matters to me, not the gross 
margin of which tax is going to take 75 per cent. ■ 

1220. It may be that only the net margin matters to 
you, but my proposition was, and I asked you to answer 
yes or no, whether you would agree with me in sug- 
gesting that the only way the business man can pass on 
taxation is by increasing the gross margin, you would 
agree to that? — Yes. 

1221. Would you say that gross margins have increased 
since the war? — Yes. 

1222. Have you any evidence on this? — Take nearly 
any company’s profit and loss account except the price 
controlled 'businesses. 



1223. You quoted to the Chairman before in support 
of your contention, Mr. Bower, some figures from the 
National Income White Paper, Table 33. Would you 
care to look at Tables 33 and 34 again. You quoted 
as evidence the fact that income tax and profits tax based 
on corporate profits have increased so much between 1938 
and 1950. You quoted these figures: if you look at 
corporate trading profits on the right hand side, £543 
millions to roughly £1,800 millions, so that undistributed 
profits have increased despite a very large increase in 
taxation. However, when prices are rising costs are rising 
and wages are rising, you would agree, would you not, that 
the mere rise in profits is not evidence that the margin 
of profits has also risen, or would you not agree to that? 
— I do not know where you are going to. 



1224. May I repeat the question that when costs of pro- 
duction are rising the mere fact that the sum of money 
profits are rising is not sufficient evidence that the profit 
margin, the relation of profits to the selling prices, is also 
rising.—' Would you say that again? 



1225. When there is inflation prices are rising, costs of 
production are rising, wages are rising. . . .—Costs are 
going up, yes. 



1226. Now you agreed with me that in order t) 
income tax or profits tax could be passed on to the cc 
sumer or to the buyer it is necessary that profit marg 
should be raised, the gross profit margin, you just agrc 
;? “ at before. I am putting it to you now that the f. 
that profits are rising in times of inflation does not me 
mean Pr ° fit raar ® ins are ris i n S~J dp not know what y 



1227. You suggested to the Chairman that profits were 
rising. . . . — Take it the other way round. You say your 
costs are rising, wages, raw materials and things like that, 
and I think you are leading up to the fact that I am 
saying income tax is a cost, therefore that has got to be 
added on to the cost. 

1228. I am not leading up to that at all. I am leading 
up to the fact that you were suggesting that profits were 
rising and you put that forward as evidence of the fact 
that taxation is passed on because net profits have also 
been rising, that was your evidence. — I said that profits 
have risen two and a half times and one of the causes 
why they have risen is the eight times increase in the 
tax, that is what I said. 

1229. But if you look at the figures again in the very 
same tables you will find the trading profits have not 
risen so much more than wages and salaries. So if you 
look upon the national product as being made up of slices 
of different elements of costs, wages and indirect taxes 
which are paid, then there are profits and then gross profits 
and net profits, according to whether you leave in taxation 
or take out taxation. If you look at these figures, they 
do not support your contention that the margin of profit 
has risen in relation to other elements of cost, in particular 
wages, and if the business man had passed on the increased 
taxation in the form of higher selling prices that gross 
profit margin would have had to be higher. That is what 
I am driving at. If you look at these figures and compare 
the movement of wages and salaries in one column and 
corporate trading profits in another column, if you take 
into account the fact that the movement of profits figures 
is inflated by stock appreciation, then I put it to you, I 
worked it out just now, that the proportion of corporate 
trading profits to the national wage bill is not much higher 
than it was before the war. Unless it is higher it is 
impossible that the business men should pass on taxation. 

1230. Mr. Hicks : What are your figures? 

1231. Mr. Kaldor : My figures are corporate trading 
profits, item (d), Table 33, in relation to wages and salaries. 
I am not saying these are very accurate figures, but I 
would suggest that you would need to produce figures 
of this character before you could show that increased 
taxation was in effect passed on in the form of higher 
prices. The mere fact that profits have risen or that net 
profits have risen is no indication of this. . . 

1232. Mr. Hicks: Cannot you call upon Mr. Kaldor, 
Sir, to give us his calculations? 

1233. Chairman: I do not know whether Mr. Kaldor 
is making a speech or asking a question. 

1234. Mr. Kaldor: I am asking Mr. Bower questions, 
but I find it very difficult to get answers. 

1235. Chairman: I think it is the longest question I 
have ever heard. The witness may know what you are 
asking him but I do not. 

1236. Mr. Kaldor: May I very briefly try to repeat my 
question. Would you then say, Mr. Bower, that profit 
margins have risen since the war and that the increased 
taxation on profits, higher income tax, higher profits tax, 
was passed on to the consumer? — Yes, not entirely, but 
higher taxation is a cause for the increase in prices. 

1237. Would you say it was passed on in greater part, 
or would you say only a proportion was passed on,, and 
if so was it a large proportion? — A greater proportion 

1238. You would say a greater proportion was passed 
on? — Yes. 

1239. I put it to you that there is no evidence as to 
this in any published figures I know of, and if you have 
any evidence, Mr. Bower, I am quite sure the Commis- 
sion would be very interested to receive such evidence. 
May I just pass on to another point? You gave some 
calculations to the Chairman as to the cost to the Revenue 
of making various concessions. One of these was, if I 
understood you aright, going over to base stock method 
■ of valuation. — Not necessarily base stock but cutting out 
the inflation. 

1240. You mean L.I.F.O. or something else? — Yes. 

1241. It all comes to the same thing.— No, it does not 
all come to the same thing. 
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1242. Chairman: It was not confined to stock, it was 
the general principle of replacement cost applied to both 
stock and other assets, was it not? — Yes, you can express 
it this way, by calculating profits by charging your current 



addition to the profits of the year, or something of that 
sort. But your point is that initial allowances give the 
relief too late? — Yes. 

1260. The business ought to get this relief during the 



costs against current receipts instead of your past costs build-up so to speak? In that case^at f ny^ one time 

1243. Mr. Kaldor: But you said, did you not, that 
there were two factors here. There was the question of 
changing the principle of valuing current stocks and the 
other question is depreciation?— Yes. 

1244. I am afraid I was not able to follow you. Did 
you not quote some figures as regards the cost of one 
and the cost of the other?— Yes, I did. I referred to 
Table 26 in the Economic Survey for 1951, which gives 
some estimates of the inflation element in stocks, the figures 
are. . . . 

1245. . . . £350 million in 1950 and £800 million in 
1951, Table 23, page 41 of the Economic Survey. 

1246. Chairman: The figures were in Table 26 on 
page 44. — That is the one I was looking at. 

1247. Chairman : Provision for stock appreciation by 
companies and public authorities £270 million. 

1248. Mr. Kaldor : The difference is that this relates to 
companies only and the other relates to everybody. 

1249. Chairman : But the figures used were on page 44, 
were they not? — Y es. 

1250. Mr. Kaldor : I see, yes. You say that companies 
would be relieved of taxation on profits of £270 millions 
in one year and £700 million on the other, that was your 
point? — Yes. 

1251. Of course you would agree, would you not, that 
to the extent that that is stock appreciation the gross 
profit tends to be larger? In other words, in years when 
prices are rising then with the present method of stock 
valuation profits would appear to be larger. You would 
say they are not true profits but at any rate they are 
additional profits. — Yes. 

1252. Hence one cannot simply say that going over to 
another method of stock valuation brings the revenue so 
much loss because it depends on whether prices are rising 



you would say it has more cash ; would that be a point, 
that the business would have more cash? — No, it would 
have more resources, not more cash. 

1261. Resources in what sense? — I do not want to 
quibble, but when you set aside a sum out of profits at 
the moment it is cash, but you do not leave it lying 
in the bank, you use it to pay creditors or you get more 
stock ; the last thing you do with it is to leave it in 
the form of cash, so you say you have more resources. 

1262. One of the things you could do with it, and 
one assumes that normally that is what businesses do do 
with a build-up of resources, is to replace their assets 
when they are due for replacement. — They use it in 
whatever way they want to use it, as the business requires. 
They might put it in fixed assets, or the time may not 
have come for putting it in fixed assets, they may put 
it in stocks or use it in any other way. 

1263. Would you agree with me for a moment that, 
supposing the business requires the build-up of a fund 
merely for the purpose of replacing assets, the money 
in effect would be lying as cash in the bank until the 
time comes, as a fund being built up year by year, and 
when the time comes it is used for the replacement of 
an asset? — Yes. 

1264. Chairman : That is not right, he might have an 
overdraft. 

1265. Mr. Kaldor: That would reduce his overdraft 
year by year. 

1266. Chairman : I think that it is just not true to life. 

1267. Mr. Kaldor : What I am trying to put to you 
is if it did have cash there, I am not saying it is true to 
life, then it would not make any difference whether the 
relief was given at the time the cash was needed or 
whether it was given before? — No. In this real world 
the initial allowance oomes at any time between 12 and 23 

mucn loss ucuausG u oh * months after the expenditure If you want to' use that 

or not rising, or whether they are falling.— All I said was argument you must adopt the current year s : basis tor 

if vnn strike nut of tradine Drofits this figure of £270 taxation. But in point of fact it comes anything from 

12 to 23 months later. 



if you strike out of trading profits this figure of £270 
million the revenue would lose half of that amount in 
tax, that is all I said. 

1253. Yes, in that particular year, but in another year 
when prices are not rising they would lose nothing? They 
would lose nothing. 

1254. And when prices are falling they would gain?— 
In years when prices are falling they would gain by it. 

1255. When in a particular .year, like 1951, this element 
of stock appreciation was assumed to be so high, like 
£700 million here, the total profit would also be corre- 
spondingly large. — Nominal profits, yes. 

1256. You say that you do not like initial allowances 
at all, at least that ds what I understood you to say 
earlier?— Yes, I will not say at all, but I do not like 
them if a better method can be found. 

1257. You do not think that if initial allowances are 

regularly given year by year that gives the same kind 
of relief to industry?— No, it comes after the event for 
one thing, and it is no true measure 

1258. After what event?— After the using up of the 
assets, as Mr. Carrington expressed it yesterday. We think 



1268. Supposing you think of a long period ahead and 
the business regularly gets an initial allowance, whatever 
it is, say 40 per cent, or 50 per cent, on any investment 
it makes ; it gets it in respect of the investment of each 
year. Would you not agree that the resources of the 
business would be larger, continuously larger?— No. 

1269. Would not that amount to the same thing as 
giving a business an interest-free loan which is not repay- 
able?— Yes, it would. 

1270. Which is not repayable?— It is repayable. 

1271 Not if the initial allowances are renewed again 
everv year?— Yes, because you get it in the year 1 but 
in the next number of years, call it 9, you have to pay 
it back again. 

1272 No vou get a new initial allowance? — Then you 
start ail over again. You get a new advance and you 
have to repay that all over again. 

1273 Think of a business which invests regularly every 

year and gets an initial allowance every year. Would it 
y . . ... nf that hnsini 
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giving depreciation allowances augmented by the increased 
cost of replacement? — No, because on that line of 
argument you get no allowance for the first asset. 

1276. Which first asset? — The first asset you buy, 
because you are only going to give an initial allowance on 
the second one, on the replacement of it: or are you 
going to start from scratch and whenever a man makes 
any capital expenditure allow him to write that off at once 
from now on? 

1277. Yes— That is all right apart from the distorting 
effect on business. 

1278. Why would it have a distorting effect on business? 
— Because you took the example of a man who regularly 
re-invests in fixed assets an equal sum year by year, they 
do not exist. The factory is re-built every 40 years or 
something like that. 

1279. Yes, but what is the difference? Take a business 
which only invests -once every 40 years. It gets all its tax 
at once. Supposing it lays out £1,000 on which under 
this system it would now pay, for the sake of argument, 
let us say £500 tax on the year the investment is made, 
and this £500 tax would be gradually repaid over a course 
of 40 years in the form of tax-free depreciation allowances, 
that is the present situation. In what sense can you say 
business is in any worse position if it gets the whole of 
this tax repaid in the first year? 

1280. Chairman : Are you asking this only in respect 
•of businesses which are owned by companies, or are you 
asking it about firms and individuals? I want to know 
because I think the witness might give a different answer. 
If your questions are intended to apply to businesses 
owned by individuals and partnerships then it is quite 
plain that the answer to your question is that it makes a 
lot of difference because of the surtax, so would you 
mind making that clear? 

1281. Mr. Kaldor : I am sorry, I meant it to apply 
to companies only. — I have Mr. Kaldor’s point quite 
clearly and really the answer is that if the price level 
were staible the present system without initial allowances 
is all one need expect. You are writing off the cost of 
•the asset over its life and theoretically at the end of the 
life of the asset you have enough money or resources 
to get another one. What is bothering us is that prices 
are not level, they are going up and up and up, and 
the time factor as rto when you get the allowance is very 
important. You are suggesting at the end of the life 
of an asset you shall have an allowance and 
say that is adequate compensation for you for what you 
have lost during the life of the asset while prices have 
been going up, but I say it is too late. 

1282. I was suggesting exactly the opposite. I was 
suggesting that you have a real complaint when you say 
that you spend, say £1,000, on an asset at a particular 
date and when you get the .tax back on it in the future 
it will not <be in pounds of equivalent value but it will 
be in depreciated pounds, in pounds which buy less 
goods than the pound bought at the time when this ex- 
penditure was incurred. I put it to you that surely 
that complaint can only be made in so far as the expen- 
diture in respect of which the tax is refunded is made 
at an earlier date than the time of the refund. If it is 
made simultaneously .there can be no complaint whatever. 
If for the year 1951 you incur an expenditure in respect 
of which sooner or later you are entitled to tax relief, 
your complaint can be that when you get the tax relief 
the money will not be worth as much. But if you get 
the tax relief simultaneously at the same time as you 
incur the expenditure, how can you have a complaint 
on the .ground of the value of the money falling? — 
If you had started this system which you have in mind 
in 1930, shall we say, and you had allowed us to write 
off the capital expenditure when incurred, then, before 
the inflation had ever started, we should not be troubling 
you at all today, you would be giving us something 
better than we have at the present .time ; but the trouble 
is a lohg way up the spiral. You are saying — “We will 
give you an allowance some years ahead for something 
you are losing now.” The timing is all-important in this 
thing because prices are sliding all the time. 

1283. You are saying now, and I agree with you, that 
business has actually been impoverished by the rising 
prices which have occurred in the past, and you want 
some relief in respect of that impoverishment which has 



actually occurred. There is another consideration which 
we had in mind, which is this, the fact that deprecia- 
tion is on original cost and not on a replacement cost 
basis. Does that factor retard investment in the sense 
that it would make a business man refrain from install- 
ing equipment because he knows that in the future he 
can only get -back this tax on the depreciated pound 
as prices are rising, looking forward, and therefore the 
net return of that investment is less than it would have 
been if prices had not been rising? When you look at 
it in a forward looking way, I do put it to you that 
initial allowances are a remedy to the situation. It is 
only .when you think of it in a 'backward way that it is 
not a remedy for the rise in prices that have occurred 
in the past. — You must excuse me if I cannot follow 
you in this hypothetical world in which you are living. 
You ask me whether these things affect the desire or 
willingness of these business men to invest. In so far 
as they take money out of the business man’s pocket 
and deplete his resources they must, but .that is only one 
of the factors which influences the business man when 
he is going to invest. There might be Government con- 
trols and licensing which veto it, it is a difficult ques- 
tion. He might have the idea that prices are going to 
rise and rise and he hopes to get in now and take his 
chance. His particular trade might be developing in one 
particular way, either dying or increasing. It is wrong 
to pick out this .particular one and say it is the turning 
point which will cause him to decide whether he wants 
to invest or whether he will not invest. It is one ele- 
ment in a complex of motives. 

1284. I agree to that, but what we are discussing is 
whether one system such as initial allowances retards 
him more or retards him less than an alternative system 
such as replacement cost allowances. — If you ask me 
which is the better of the two, to build up the allowance 
while the asset is being used or give him an initial allow- 
ance when he replaces it, I must simply say to give him 
an allowance while the asset is being used is better than 
giving him a lump sum allowance when he comes to 
spend money on the second investment, that is my 
answer. 

1285. Mr. Bullock: I have been studying you all the 

morning and you have got some technical ability. I am 
not going to pose questions on technical lines as some 
of my clever colleagues have been doing, but I am going 
to ask you one or two simple questions in the hope that 
I can get an answer. You talked about a man of 
ambition and you rather generalised My colleague did. 

1286. I am sorry, your colleague, and in a very general 
way you suggested without any qualifications that the 
man of ambition was a very good man in the community. 
Have you in. mind the fellow who makes a fortune in 
whisky and spends it on racehorses, or a fellow who 
makes it on, tea and spends it on yachts, do you call him 
a good fellow? — Mr. Gilliat: Thai is certainly not what 
I meant by the word “ ambition I meant a man who 
wishes to get on in the world and do something and 
looks forward to his reward for doing it. In the north 
where I come from there are many businesses. I have 
seen them grow myself from small beginnings where a 
man started perhaps as a workman at a wage of 25s. 
or less a week. Of course, taxation was almost non- 
existent then, it could not be done so readily today, but 
his pure ambition, his desire to get on, carried him on, 
and that is the sort of thing which throughout the last 
two hundred years has built up our industry as we know 
it. If that spirit is killed the whole country is going to 
suffer for it, and it is a most vital point in this question 
of incentive. I deprecate the idea that fruits are wrong 
and should be forbidden.— Mr. Bower : We would not 
say that the “ get rich quickly ” man was a good citizen. 
— Mr . Gilliat : He is an enemy ; he tries to extract some- 
thing without contributing anything. I am talking about 
the man who contributes something. 

1287. All the time you have been talking I have been 
thinking of our terms of reference and the way we are 
caged in. Then you said something about a fellow’s 
objection to taxation who did not do any thinking. Is 
there any real ultimate difference between the thinker and 
the non-thinker in their attitude to taxation?— Mr. 
Bower : Yes. I think so. 
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1288. Would you say that the man who refused a job 
at night because he was going to be taxed on it ... — 

is a non-thinker, because the tax does not take 20s. 
in the pound. 

1289. What about the chap who runs a shop and says, 

“ If there is anything I want that my shop is not selling 
then I will take it out of the till”, he is a thinker, is 
he n ot?— I would not call him a thinker. 

1290. But the thinker may be a much more dangerous 
fellow in the community than the fellow who thinks in 
terms of pennies— What we have in mind as the thinker 
is the man who realises that everything the State provides 
has to be paid for by somebody, and that is the reason 
for taxation. Therefore he should not shy away from 
taxation if he realises that he is getting something out 
of the State for what he is putting in. The non-thinker 
is the man who takes what he can out of the State with- 
out consciously making any contribution to it, I say 
consciously. 

1291. You were speaking earlier on about increased 
wages being passed on, but you went on to say with 
the exception of Government controls and fixed prices. 
You suggested that was the only way to avoid them 
being passed on? — Yes. 

1292. Is that actually your experience? — I do not deal 
with price controls myself. I only reason that that must 
be the inevitable end of it. 

1293. I have always felt that the people on your side 
of the table were so much cleverer than civil servants, 
and when there has had to be an increase in wages they 
have found ways and means of making a profit on having 
to give extra wages. — That I do not know. 

1294. You have not come across that? You do not 
know anything about building or civil engineering? — 
Not with price fixing or wage negotiations. 

1295. But you are here to try to shift the burden if 
you can?— Do not say shift it, adjust it. Shifting means 
geting rid of it altogether, but adjustment gets round 
that. 

1296. What suggestions have you in mind to obviate 
inflation and bring about some deflation which would 
bring back the normality that you have in mind?— That 
is a question for the Cabinet at the present moment, I 
think, rather than for me, but I would say that taxation 
is not the way to control inflation, that there are many 
other things which are more important and more effective 
than taxation. 

1297. We are in this difficulty, we have to try to swing 
things round so that everybody is made happier and in 
the totality they are all paying just as much. Would you 
not say that one of the prime factors in inflation was 
increased profits? — No. 

1298. I should have thought that was one of the first 
things that started it. — No. 

1299. Are you thinking we ought just to peg back on 
imports? — -No, that is not a tax matter and perhaps I 
ought not to say it here, but if everybody worked 5 per 

The proceedings were 



cent, more than they do both in quality and time the 
thing is cured, inflation and all our problems, but that is 
not a tax matter at all. 

1300. No. We have had some very wonderful evidence 
of the ability of the British people to work since the 
war. It is the war that is the trouble, that is what is 
being paid for. — We are getting outside tax, are we not. 

1301. You have not got in mind the old-fashioned 
suggestion that we should try to create unemployment in 
order to get over our difficulty? — No. 

1302. Do you not think that that enters into it? — You 
are leading me on. I say if a man is not pulling his 
weight he ought to be out. To that extent unemployment 
is justified, 

1303. You would be as well aware as I am of the 
experience from 1921 to 1926, how the thing defeated 
itself. Do you think full employment is a good thing? — 

It depends what you mean by full employment. 

1304. You cut your overheads and you cut your tax 

in proportion. — If you want health in the community you 
want unemployment just under the level of where Lord 
Beveridge drew his plan, but if you get a definition of 
unemployment which is less than that you are merely 
driving it underground and getting concealed unemploy- 
ment by fellows not pulling their weight. This may be 
politics 

1305. Chairman : It is a little wide of our terms of 
reference. 

1306. Mr. Bullock : The last thing I was going to ask 
Mr. Bower was : can he tell me of some equivalent on 
the F-B.I. side or the Association of British Chambers 
of Commerce side to do this kind of thing for them — the 
thing he wants to do so much for the people who are 
actually producing the work — the effect of unemploy- 
ment ; what can he give as an equivalent on his side? 
— I do not know what you mean. Do you mean 
incentive? 

1307. Yes. — The open career. 

1308. Keep them sitting pretty.— No, not sitting pretty. 

1309. Chairman: May I put a question. You said 
at the beginning of your statement that the main object 
of your recommendations was to increase productivity. If 
you achieve that object I should have thought, prima 
facie, that the result must be to improve employment and 
not to create unemployment? — Yes. 

1310. Chairman : I gather the economists do not agree? 

1311. Mr. Hicks: We should think it a statement which, 
required a good deal of qualification. 

1312. Mr. Bullock: Just one final question. I am not 
able to get this knowledge and I wondered if you could 
help me. Have you any knowledge of the comparison 
in business bankruptcies as between 1935 and 1939 and 
1947 and 1951? — I have not got it at hand but the 
Board of Trade do publish those figures. 

1313. Would you not think, in spite of the grumbles 
about taxation, that they are really better off today than 
they were then? — I do not think that arises ; I do not 
think so. 

Chairman : We will adjourn now until 2 o’clock. 
adjourned accordingly 



(On Resumption ) 



Chairman : Sir Harry, I think you have a question or 
two to put to Mr. Bower? 

1314. Sir Harry Gill: Yes. Mr. Bower, I think all 
the suggestions contained in your document would mean 
a fairly heavy loss of revenue? — Y es. 

1315. In examples this morning you suggested that that 
loss could be made good by an increase in the income 
tax.— That is the only way inside the terms of reference. 

1316. And two specific items I think were mentioned, 
and you had made the calculation that that would cost 
3s. 6d. in the £?— Yes. 

1317. There are other items in addition to those two 
so that the overall increase to meet the loss would oe 
something more than 3s. 6d.? — The other items are 
relatively small and would bear no relation in propor- 
tion to the two big things that have been mentioned. 



There is a sufficient inaccuracy in the 3s. 6d. to cover 
those. 

1318. Then to weigh it all up, you feel that an increase 
of 3s. 6d. in the income tax would meet the loss of 
revenue were your suggestions carried out? — Yes. 

1319. Would those who are responsible for makin.g 
these recommendations, if they had the choice, accept 
that medioine? — I do not know without asking them, 
but I think it is the logic of it. We are forced into 
that by the terms of reference. 

1320. I agree it is the logic of it, but I have some 
doubts, if the position was put to those responsible for 
making the suggestion, that they were faced with an 
extra 3s. 6d. income tax, whether they would say it was 
worth while. However, you are not in, a position to 
answer that? — No. 
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1321. Mr. Keswick : I would like to repeat a question 

I asked yesterday about the erosion of capital due to 
what is considered inadequate replacement allowances. 
Would you say that that is a very urgent matter or a 
trend? In other words is there a danger of industry 
being in great difficulties immediately? — It depends on. 
the estimate of whether inflation is to continue and 
whether it is to continue in the same degree as in 1951. 

1322. On the assumption that inflation will continue? 

— It is very urgent, very urgent not only a trend, but if 
inflation were by some miracle to be abated, then, it would 
cease to be quite so urgent because it is tied up with 
inflation. 

1323. Mr. Carrington: Just one or two very small points 
or relatively small points. Would you turn to paragraph 

I I of your memorandum, Mr. Bower, on risk bearing. In 
the secoD,d paragraph you refer to a rate of tax appli- 
cable to earnings calculated by reference to an average 
of years. Have you in mind there that rate being appli- 
cable to all Schedule E cases or only to those where the 
income is of a fluctuating nature?— The latter. We 
borrowed this idea from the suggestion made by the 
Tucker Committee for surtax. 

1324. Only fluctuating? — Yes. 

1325. It was not quite clear from your memorandum, 
at least not when I read it. My next point is in para- 
graph 16 (ii) of your memorandum. Are you suggesting 
there that the provisions of the 1948 Finance Act in regard 
to benefits in kind lare either inadequate or are not 
applied with sufficient strength by the Inland Revenue? 
—Both, Mr. Carrington. They are directed against 
directors and employees whose earnings are more than 
£2,000. That is quite arbitrary, there is no reason why 
they should stop there. The field of persons against whom 
it is directed is too narrow; they do not apply it to 
everybody, but on the other hand they are much too 
strict and go too far in their treatment of tax benefits. 

1326. In other words you would spread the field and 
lessen the pressure? — Soften the rules. 

1327. My next point concerns the final sub-paragraph 
of paragraph 19 of your memorandum, and you may 
wish to answer me to the effect that you have developed 
that under 'Part B. If so, please indicate. Have you 
considered the position in regard to the retirement or 
death of a partner in the event of there being some relief 
given, as you suggest here, on retained profits in partner- 
ships as well as in the case of limited companies? — No. 

I have not studied what happens on the change of 
partnership and when the partnership assets have to be 
re-distributed or paid for. We have not studied that point 
at all. 

1328. Perhaps you would. Actually the late Mr. H. E. 
Seed and myself gave this problem considerable thought 
some years ago ; that is the great snag we came up against. 
If you can solve it so much the better. It is a difficult 
one, I think. And one further point: when you were 
speaking this morning about the taxation of profits earned 
abroad, might I suggest that you were a little bit too 
general in your remarks regarding the basis of taxation 
of subsidiary companies? You rather led us to infer 
that whereas all branches are taxed on the profits arising 
whether remitted or not, subsidiary companies are only 
taxed to the extent of their dividends. Would you like 
to qualify that?— Yes, certainly. The control and 
management of the trade must be abroad before that 
basis can apply. If it is in the United Kingdom then 
they are treated like branches. 

1329. And, of course, the last Parliament saw fit to 

introduce legislation designed to prevent people . — 

Emigrating. 

1330. Or changing the seat of control of their sub- 
sidiaries. — I use the word emigrating for that. 

1331. I just wanted you to amplify the earlier reply; 
I felt it was a little bit too compressed to be accurate. — 
Yes. 

1332. When you come to the heads under Part B, in 
addition to those mentioned to Mr. Chambers yesterday 
would you give consideration and illustration of what 
would happen in regard to stocks in the event of prices 
falling as compared with the price ruling at the date 
the taxpayer first elects to go on the base stock method? 
Yes. I can tell you now apart from the mechanisation 



we contemplate that reserves would be set up to measure 
the extent of the inflation. When prices go down those 
reserves would be written back to revenue, but we do not 
contemplate those reserves going below zero. 

1333. I do not want to deal with it in the abstract if 
you do not mind. Would you develop that point and 
explain it when you deal with your Head B? — Very good. 

1334. So that the Commission can follow the implica- 
tions of drops in prices as well as increases.— Yes. 



1335. And consider what effect it would have on the 
company’s balance sheet? — Yes. 



1336. Mr. Millard Tucker: Mr. Bower, I see you are 
in the same position, as the Federation, that is to say 
that although in this particular memorandum you make 
references to inflation you are proposing to develop that 
in much more detail later?— Yes, but I can outline the 
main thought from which we approach this because so 
many irrelevant factors, if one can use that expression, 
have been brought into it. We simply look upon this as 
a definition of how to find out what are business profits. 
All other taxpayers are taxed on their gross income, but 
business alone is not taxed on its gross income, otherwise 
it would be a turnover tax. It is taxed on its balance 
of profits or gains. The question is to define what is 
the balance of profits or gains. Where the pound is 
stable, ordinary conventional accounting brings us out to 
that result, but when money is declining very seriously in 
value what you have is really a different kind of currency. 
The pound of yesterday is a different pound from the 
pound of today, and the pound of tomorrow will be a 
different pound from either of those two. If you draw 
up an income and expenditure account on which the 
receipts side is in today’s pound and all the expenses are 
in today’s pound the result will be pretty well right. If 
you draw up an income and expenditure account in which 
the receipts are today’s pound and the expenses are partly 
today’s pound and partly yesterday’s pound, the result 
is bound to be wrong. Therefore we have got to look 
at the income and expenditure account and see which 
items are expressed in yesterday’s pounds, and if we can, 
to turn them into today’s pounds. That would be a 
correction in order to arrive at the balance of profit 
which is to be charged to tax. That is the whole gospel 
and nothing else. 



1337. I thought it came down to that. Then what you 
say is that your profit today expressed in terms of pounds 
is really wrongly expressed. It is expressed in terms ot 
depreciated pounds? — No, I do not say that, Mr. Tucker. 
The receipts side is expressed in today’s pounds, whether 
it is right or wrong I am not asking, they are in todays 
pounds, and if tax were paid in the year in which you 
earned the profits you would be paying tax m exactly the 
same pounds ; everything would be squared out. That is 
the best one can do in this human world. 



1338. Yes. — But what we are objecting to is having one 
side of the income account expressed in today’s pounds 
and the other side expressed in yesterdays pounds, u 
just does not make sense. In order to make it make 
sense and get all in the same currency one must turn 
yesterday’s pounds into today’s pounds then the balance 
will be as near as one can get it right. 

1339. It is upon that basis that you say depreciation ought 
to be allowed? It ought to be allowed in the terms ot 
the today’s pound value of your capital asset/— I ne 
amount of your capital asset which has been used up 
during the year expressed in today’s pound. 



1340. Yes. Do you give any credit for the increase 
of the capital value itself?— No, for this reason— that a 
business has got to turn over its capital or its fixed assets 
or circulating assets; all have to be turned over so long 
as the business is a going concern. They could never 
produce any realizable profits on the sale of them, wnai- 
ever you sell the assets for you promptly have to reinvest 
' similar assets and that money is continually locKea 



increase in value would express itself, an.d that is c 
cessation of the business when it has no longer to oe 
reinvested in similar assets. What happens there is another 
chapter which we shall probably have to face up to when, 
first we have passed the hurdle of what is the profit oi 
the business as a going concern. The second question, 
what happens on cessation, brings us into the field oi 
capital gains and there one has got to think what the 
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consequences may be. There are already in the legis- 
lation, provisions for dealing with stock on the liquida- 
tion of a business which would have the effect, if applied, 
of squeezing out the stocks reserves which may have 
been built up during the running of the business and 
make them taxable in the last years of the business. 
The provisions in the 1945 Act for balancing charges 
and balancing allowances also may have their effect, but 
we come up with a jolt to the realisation that the balancing 
charge is limited to the first cost of the assets, and that 
is the point that we have to look at. From a technical 
point of view I would say that is the only thing that 
need worry us. All the economic considerations that 
flow from that gospel are consequential and not the kernel 
of the problem. The kernel of the problem is just the 
simple one of what is the true way of drawing up an 
income and expenditure account for the purpose of 
taxation. 

1341. Mr. Bower, without expressing any view whether 
it is right or wrong, may I say that speaking for myself 
you have put your case much more logically just now 
than ever before. — Yes, I agree. 

1342. I can understand the case you are putting now 
that your outgoing during the year in the shape of the 
using up of an existing capital asset you have already 
got must be measured in the same kind of pounds as 
the ones in which your trading receipts of the year are 
measured. I can, understand that. You would have the 
same problem if it were a matter of foreign exchange? — 
That is right. 

1343. But that is a very different train from that which 

you put forward before, namely that you want to treat 
your depreciation allowance as meaning the cost of re- 
placing your assets. — No 

1344. Based on the cost of replacement. — I am glad 
you have mentioned that because after all it is two 
years since we started to grapple with this thing and 
one’s thoughts do develop, not only in the application 
of how to carry out the principle but even on the prin- 
ciple itself. But right from the very start I have always 
said that is not a claim for replacement costs or for 
reserves for replacement at all. The reference to re- 
placement merely comes in in an estimate of what are 
the current costs to set against current receipts, and that 
is the only measure or criterion you have. I do not 
rest anything on the fact of replacement. What I say 
is there ought to be the resources to enable you to re- 
place if you want, whether you do or not does not 
matter at all. For instance, if your business requires 
that you dispose of a fixed asset you might decide not 
to replace it at all, but put that money in increasing 
your stocks or in giving further credit to your customers, 
increasing your debtors or paying off some of your 
creditors. The doctrine of setting current costs against 
current expenses would enable you to have those resources 
however you applied them, so whether you replace or 
not is just an immaterial thing altogether, and any ques- 
tion of identifying one asset with another just does not 
arise. 

1345. That is a different case from the one that has 
been put up to the moment, is it not? I think we really 
ought to make a note, a careful note, of it. The present 
basis of the claim is not to have your depreciation allow- 
ance based upon your cost of replacement on today’s 
values, but it is to have your old depreciation allowance 
translated into modern day pounds. — That is how you 
would in fact apply it. I would express it this way: 

I want to put current costs against current receipts. There 
may be one or more ways of getting at current costs, but 
to convert your historic depreciation by some co-efficient 
measured by replacement costs as a general measure of 
inflation into current costs, that is one way of doing it 
and I would say that would be the claim. 

1346. I am glad that this has been, clarified a little. It 
has clarified my mind a good deal as to the real nature 
of the claim. I will put it in figures so that they can 
go on the note. You can see them afterwards and 
you are not bound by your answer now ; if you want 
to correct it afterwards you always can. Can we assume 
that today the pound is worth only 6s. 8d. as compared 
with 1939?— Yes. 

1347. So that if you get a machine which is being 

depreciated on a straight line basis of 10 per cent, per 
annum, not on the written down value, and that machine 
cost you £100 in 1938 . — We had better come up a bit. 



1348. We should have written it all off by then ; per- 
haps I ought to say on a 5 per cent, basis, that will make 
it easier. Your annual charge for depreciation had the 
pound not depreciated would have been £5 a year. — Yes. 

1349. Now you say it ought to be £15? — Yes. 

1350. I was not going to ask you any questions about 
this, Mr. Bower. It did not appear to me this was 
really a subject on the agenda for today, but I am very 
glad I have. — I also did not want to go into detail, 
but I did want at a very early stage to say what is the 
essence of the claim that we are making because from 
that essence all the rest flow as consequences. 

1351. Mr. Kaldor: You would agree that in your pre- 
sent formulations there is just as much justification for 
levelling the fixed charges of business as there is for 
levelling the depreciation allowance? — No, the fixed 
charges are not expenses in the income and expenditure 
account. 

1352. Why not?! — Well, they are not. They are not 
allowed as expenses. 

1353. Mr. Millard Tucker : I myself am not going to 
put any more questions about that, Mr. Bower, because 
I want to t hink out now the implications of what you 
said and see how far they are valid ; whether there is 
a flaw in the reasoning anywhere and, if so, what it is ; 
so, without accepting it for the moment as being un- 
questionable, I will leave it there if I may. 

1354. Chairman : The result of that would be, would 

it not, assuming you bought an asset in year 1 for 
£100 and you replace it in the year 10 you will over 
that period by applying your principle have got back 
the full value or the real worth of what you originally 
spent? — No. There are two elements in it. Assume 

your machine cost £100 and in the course of 10 years 
the value rises to £300. Each year as the value rises 
you would increase the depreciation charge for that year, 
so assuming you are in the last year the depreciation 
charge would be £30 instead of £10 ; but in the year 
before that we had not provided £30 nor the year before 
that, but merely a co-efficient of that particular year. 

1355. Chairman-. You would not get back £300 depre- 
ciated pounds but the appropriate amount measured in 
the currency of that year. 

1356. Sir Geoffrey Heyworth : You would have to 
spend each portion in the year on some other asset ; 
that is what you would do. That is why Mr. Bower 
introduced that point of bringing in the total resources. 

1357. Mr. Millard Tucker-. I said I was not going to 
ask any more questions on that, but I really must ask 
one more and that concludes what I want to ask. In 
relation to what year are you going to take the measure 
of today’s pounds, 1939? — No. It is purely a question 
of when are you going to start this system, because 
if the legislature were to say, yes, that doctrine is right, 
we ought to adopt it for the profits for the year 1951, 
we are logically 'bound to the year 1951 ; but there 
will have been 10 years during which the principle has 
not been adopted where business has been overtaxed in 
our theory compared with other taxpayers. Whether the 
legislature can do anything about that is another ques- 
tion, but that is not a right. That is a request for hard- 
ship or concessional treatment. What we claim about 
current costs against current expenses we claim as a 
right. 

1358. Yes. Would you carry the theory a little further 
and apply it to cases of ordinary individuals with ordin- 
ary incomes, whether trading incomes or other incomes, 
and say before the war the income left to me after 
paying all tax was, say £1,000, and it bought £1,000 
worth of goods. Today owing to higher rates of taxes I 
have only £500 left but that will only buy about £180 
worth of goods. Therefore I ought to have some relief. 
— I cannot see any way of dealing with that. You men- 
tioned private individuals? 

1359. Yes. — And included in that were businesses. So 
far as private individuals have businesses, yes, because 
what I am talking about is business income. 

1360. Mr. Millard Tucker: Apply it to my practice 
for me. 

1361. Chairman: Put your fees up. 
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1362. Sir Harry Gill : It would 'be simpler, Mr. Chair- 
man, I think, if Mr. Tucker were to .put his question 
about an individual who had a pension and that pension 
was his sole income. How is he in any different posi- 
tion from the people Mr. Bower mentioned? — So far 
as we can see there is no remedy for the person who 
holds war loan or the pensioner except to stop inflation 
or undo it ; there is no other remedy. 

1363. Would not your own theory with regard to 
machinery apply to the individual? — No, it would not, 
that is why I want to bring this out. 

1364. But why? You must understand it puts some- 

thing very new before us and I am asking why, I am 
not questioning your answer but I think 'the Commission, 
at any rate I personally would like to know why it would 
not apply to the individual equally as to the machine? — 
He is taxed on his gross income, the pensioner- 

1365. Chairman: I think what Sir Harry is putting to 
you is if it is equitable to make the adjustment in the 
case of the business man why is it not equally equitable 
in the case of the pensioner? I think that is your point, 
Sir Harry, is it not? 

1366. Sir Harry Gill : Yes. — I am trying to find out 
what is the true balance on which tax should be levied. 

1367. For that purpose you are not considering every- 
thing? — I think that is outside our problem, outside 
the problem of the Commission even. 

1368. Sir Harry Gill: But you see, Mr. Bower, I pur- 
posely took something which was fixed by dealing with 
a 'pensioner. An individual had a pension of £200 ten 
years ago, he still has that £200. How is he in any 
different position from the machine that cost £200 ten 
years ago? For the purpose of taxation you want to 
say that that machine should be dealt with as though it 
had cost £500. I do not stick definitely to the figure 
but the principle. — In business that machine has got to 
be used up and it ceases to exist, and you have to find 
another one if the business is to go on. All those costs 
have to go into the profit and loss account. The pen- 
sioner has no such account. He just has living expenses. 
If you wanted to deal with 'him the only way you could 
do it is to increase the personal allowances for tax in 
line with the rising cost of living. Whether you should 
do it or not is another question, but that is the only 
way because tax is levied on him on his gross income. 
With the business you have to ascertain what is the 
difference between receipts and expenses. The using 
up of a machine is an expense. I cannot make it any 
clearer than that. 

1369. Mr. Kaldor: You are only concerned with 
profits. If you were not but were concerned with other 
types of income as well you would say that raising the 
personal allowances in income tax by some index of the 

rise in, prices is just as justified as raising . — No. I 

would not say that. I say this: that owing to the 
inability or refusal to recognise this error in the calcu- 
lation of profits, business has been overtaxed for the last 
ten years and we are asking that it should cease to be 
overtaxed. When the correction has been made then 
business would be on a square footing with the rest of 
the taxpayers. 

1370. Would you not say that all of us in our personal 
capacity have been overtaxed during the last ten years 
because the personal allowances which were, let us say, 
I cannot remember, £100 a head before the war, and 
they are very little more now, were intended to provide 
a certain tax free minimum. They now provide only 
half or one-third because prices have risen. Have we 
not all been overtaxed in precisely the same sense? — No, 
quite different. First you must finish the calculation 
to arrive at the profit earned by the business. The 
business may have earned £500 or £5,000 of profit, then 
you start off from that point and apply your personal 
allowances. But you have to make the first calculation 
before you get at your first sum which is taxable. That 
is not so with your pension or war loan interest ; whether 
you are overtaxed I would not know. 

1371. Chairman : I think Mr. Tucker had better resume 

command of the field. — Mr. Tucker asked me to apply 
this to his own practice. He has no fixed assets except 
furniture in his office and quite a considerable quantity 
of debtors 



1372. Chairman: I think we shall get to the personal 
question on the second part of the inquiry ; it is rather 
a red herring for the moment. 

1373. Mr. Millard Tucker: Now let us go to a different 
subject. Really I would like a little assistance about this 
point: that is the disincentive or repressive effect on 
earning, and effort of earning, of the present system of 
taxation. If income tax were a flat rate of tax with no 
gradations at all and provided it was not too big, I 
suppose it has no repressive effect, has it? On the con- 
trary it might make you work harder? — That is probably 
right, yes, because you are balancing the natural inertia 
of not wanting to work with the rewards of doing the 
work. If you reduce the rewards the inertia gradually 
overcomes the inducement. 

1374. Against that there is always the desire to have 
some money? — Yes. 

1375. It will make you work? — Plus inducement. 

1376. Whether you have to pay tax or not? — I do not 
see much fun in earning money to hand over to someone 
else. That is where the inertia would overcome it. 

1377. But a man has got to live and earn enough 
to live on, and the mere fact that there is a flat rate 
of tax on everything he earns will have hardly any, 
if any at all, repressive effect upon him? — No, it might 
even stimulate him. 

1378. It is when you come to the graded tax that the 
trouble begins? — Yes. 

1379. I follow what you say about the lower grades, 
the necessity for making the intervals much shorter for 
the rise in tax. Now, would you help us a little bit 
with actual experience if you can draw upon it of the 
effect of surtax? That does at some stage, you say, 
have a repressive effect? — Y es. 

1380. Does it have the repressive effect in the case of 
fixed salaries? I mean, if a man got nothing but a fixed 
unalterable salary, that is no commission payment or 
anything, is there a great repressive effect there from 
his undertaking some important office? — Well, are you 
not begging the question by saying that he has got a 
fixed unalterable salary, and .then asking me what would 
be the effect of taking another important office. That 
infers he will get some more salary for it? 

1381. Yes. — If he was going to get nothing out of it, 
unless there was some inducement other than money, 
he would not take it up. If a high executive were 
remunerated at, say, £10,000 salary and he were promised 
as a reward, if he did a particularly good piece of work, 
that his salary would increase to £20,000 but it would 
Involve working 18 hours a day, he would reckon up 
and say “This £10,000 increase is worth £600 to me 
because the Government is going to take £9,400. I have 
to work 18 hours instead of 12 hours and I say no thank 
you ”. 

1382. Wait a minute, Mr. Bower, we have not exhausted 
all the things, have we yet? — No, we have not. 

1383. Against that you have the hope that at some 
time there may be a reduction of the tax. He would 
say I will take the salary now, and the job, in that hope. 
— We are entering into the hypothetical world again, are 
we not? 

1384. No. I want you to talk from experience if you 
can. — I should put it this way. If a man were on a 
salary of so much and the tax were likely to take away 
the reward he would go on working for a mixed variety 
of motives— one is ambition, competition, with his fellows, 
another thing is love of power which may appeal to 
him, not tyrannical power or anything like that. 

1385. Because his wife would like to be the wife of 
a manager? — But he has got to get the money before 
he can satisfy his wife. The other is he might get an 
increase in salary if he keeps on working. Although 
he is not getting much benefit out of it now it is far 
better to progress forward than slip' back. You come 
up against a man’s temperament. Some men will go 
on working willy-nilly. 

1386. Let me put to you another possibility. The 
man may be under a pension scheme in which the pension 
will depend upon the salary he is receiving at the end 
of his employment on his retirement. — That is an induce- 
ment, a strong one. 
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1387. It is a particular inducement to take a high salary 
if in the pension scheme concerned there is a quarter 
commutation provision? — Yes. 

1388. You show dissent? — No, I do not dissent at 
all ; it is merely a question of how much bigger incen- 
tive it is. If he gets his pension guaranteed by the scheme 
that is a big inducement for him to work now because 
he gets that free of tax at the moment ; he will pay tax 
on his pension when he gets it. It is an additional in- 
centive thrown in if he can get a quarter of the value 
in the form of a lump sum free of tax, that is an addi- 
tional thing. 

1389. The bigger the pension the bigger the lump sum? 
— Yes. 

1390. Now we will leave the salaried people and take 
the self-employed people. If this second committee of 
which Mr. Carrington and I are both members dealing 
with the pensions provision are able to find some scheme 
whereby they are able to set aside an annual part of 
their profits to provide themselves with a pension then 
they have an inducement to go on earning profits even 
though surtax rates are very high? — Yes, but are you 
not begging the question, because so much has to be 
set aside year by year to buy the pension, he is not 
going to be taxed at all. 

1391. That is what I say. The higher the surtax the 
more attractive it is to be able to set aside a sum like 
that. — Quite right. 

1392. Because you are setting it aside at the cost of 
the Government. — Taking a top slice off the income and 
make the saving all the bigger by having the pension 
provision. 

1393. Would not all these go a long way towards curmg 
a repressive effect once we can round it off with this 
retirements benefit scheme? — Yes, by doing that you are 
reducing the progressive effect of the tax. 

1394. You would agree with me, would you, that that 
is really what is missing? — Yes. 

1395. It is the ability, out of taxed income while you 
are earning it, to make provision for your old age and 
retirement? — Certainly. 

1396. Thank you, Mr. Bower. Now I just wanted to 
ask you about paragraph 16 (i) : — 

“Casual workers who are liable to pay tax escape 
by their mobility or by refusing to work when 
P.A.Y.E. is mentioned.” 

Is it your experience that what was said at the Old 
Bailey the other day is true or not, that some of the 
smaller employers will pay their own men overtime 
and not deduct any tax? — I do not know whether that 
is true or not. 

1397. And that some workers will refuse .to work if 
tax is deducted from overtime? — Yes, that is true. 

1398. You must say yes to the last because you said 
so in your memorandum. — I was thinking more of casual 
workers. They will not work if there is any suggestion 
or thought that P.A.Y.E. has to come into it. 

1399. Do you think that applies often to the non-casual 
worker? — You get it this way, and this happens with 
Corporation employees or employees who by the nature 
of their job can finish early. They finish their particular 
work on which they will automatically pay tax and go 
and take casual work anywhere else for private individuals 
or even for another employer. I have been told, this is 
not first-hand evidence, that at harvest time on the farms 
there is some kind of general post going on. The em- 
ployees of Farmer Brown will knock off work with him 
at 5 o’clock and then work for Farmer Smith as casual 
workers for the rest of the evening. The employees of 
Farmer Smith will work with Farmer Brown for the 
rest of the evening. That is gossip but I am told it is 
happening. 

1400. That means both farmers do not deduct tax from 
the overtime paid? — Yes. The alternative is to do what 
the law asks or obliges them to do, at the risk of leaving 
the harvest standing in the field. 

1401. What would be your remedy for this, Mr. Bower? 
— I do not know. 

1402. We want to know. — That is not a fault of 
P.A.Y.E. but of not being able to catch hold of these 
slippery gentlemen. 



1403. Would you suggest that we should make it com- 
pulsory? — No 

1404. Wait a minute — for everybody in the country once 
a year to make a return no matter whether they had in- 
come or not, a nil return if necessary? — That is one way 
of doing it, I cannot imagine it carrying very far. It only 
enables you to prosecute in, the case of a false return, 
but you first have to prove that it is a false return. One 
thing that is missing is the information which used to be 
available from the assessor. He would know, living in the 
same village, that Jack Jones habitually did work for 
Farmer Brown. But this is a question rather of tax 
collection than of the mechanisation of P.A.Y.E. Any 
method is open to abuse unless there are means of 
enforcing it. 

1405. Take (16) ii. Mr. Carrington has already put 
one question to you on that. We know that this provi- 
sion of the Finance Act of 1948 applies to all directors 
whether they have got £2,000 a year or not and to all 
employees who are not directors if they are earning more 
than £2,000 a year. You say that all employees should 
be treated the same? — Yes. 

1406. For example, supposing, which I am not, I were 
a director of a window cleaning company and I got the 
staff of the company to come and clean the windows 
of my house. I should be assessed as if I had received 
a sum equivalent to the value of that service? — Strictly, 
yes. 

1407. And if I made my return properly I should put 
that on my return. Well now, how far would you go 
with this suggestion of yours, because it is easy to say 
similar treatment for everybody. After all we are in a 
realm of fair shares for all, are we not? Would you 
tax the miners’ free coal? — -If you could, yes. 

1408. You could, you know, it is easy. Are you sug- 
gesting that? — Yes. 

1409. I do not see how you can help suggesting it if 
you suggest all employees should be treated alike. We 
know that tips for waiting staff are theoretically taxable, 
whether the Revenue, in fact, get the tax on the full 
amount of tips may 'be a matter for conjecture, but you 
would not leave anything out of this?— Oh no, what I 
said was extend the field so that it covers everybody 
equally but soften the rules. You cannot run down to 
the minutke in this thing. There are all kinds of indirect 
benefits arising from an employment. There might be 
a strong argument for doing as the French do. auto- 
matically assume that 5 per cent, of the remuneration 
covers odd expenses. 

1410. Yes. — And there in that line of thought you must 
set tha t 5 per cent, against the notional benefits arising 
from the employment and cut out the hardship and get 
somewhere near equality. You cannot possibly run 
down to all the benefits arising from employment, there 
is prestige and all kinds of things. 

1411. If a shipping company sent one of their staff 
on a voyage for a holiday over to South Africa, you 
would tax that? — Logically, yes. It is impracticable be- 
cause the shipping company would say they sent him to 
go to look at their invoices over there. 

1412. Mr. Millard Tucker: That would be the excuse. 

1413. Mr. Kaldor: What about the shopkeeper who 
purchases the goods at cost price as against the ordinary 
individual who purchases at the retail price? — He is 
in trade for himself. The question ought to be what 
about the shop assistant who gets his goods at cost price. 
Logically he ought to be taxed. 

1414. Mr. Millard Tucker: Then one question on 
(16) dii. You say: — 

“ Earnings from foreign employments which are paid 
in the United Kingdom to the benefit of a non-resident 
person can escape tax both in the United Kingdom 
and in the countries where the employment is exer- 
cised, owing to the conflict of laws in the two 
■ countries 

—T his is not a frequent case but I can illustrate it by 
an instance of an American employee of an American 
business who is sent to the United Kingdom to work 
in the United Kingdom. He is left on the pay roll of 
the American company. 
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1415. Yes? — Because he is in that situation we look 
upon him in this country as having a foreign employ- 
ment and taxable on remittances. 

1416. Yes? — He has his salary paid in America and 
sends over to here as little as he possibly can. He may 
even be living on expenses, so he is pretty well clear 
of tax in the United Kingdom. In America he is not 
treated as being resident in America or liable to tax if he 
is out of the country for 12 months of the year, so 
he is neither liable to American tax nor to British tax. 

1417. A very lucky person.— It does exist and that 
is an instance of the conflict of laws. 

1418. What are you asking us to say on this? — The 
only way that could be overcome is to lay down a prin- 
ciple to cut through the confusion we have now that 
liability to tax on employments should be levied where 
the employment is carried out. 

1419. At the present moment in the illustration you 
have given, the law has been laid down by the Court 
of Appeal. That is the case you are thinking of, the 
case of Bennet and Marshall?* — That is right. 

1420. Do you say we ought to alter that? — Yes, if 
that which produces the income arises in this country 
it should be taxed here. 

1421. In other words what you want us to say is that 
the Court of Appeal decision that an employment is. 
situate where the contract of employment is made ought 
to 'be altered? — Looked at, not necessarily altered. 

1422. And instead the situation of the employment 
should be where the actual work is being done? — Yes. 
That would give you a consistent line. 

1423. I was not sure if that was what you are asking 
us to do. Only one more thing: your very interesting 
suggestion about treating a business as being a kind of 
impersonal thing so as to enable even individuals or 
partnerships to retain undistributed profits just as a com- 
pany so as not to be liable for surtax. That is a very 
interesting suggestion. What you are really saying, I 
suppose, is that an individual, although he shall not be 
treated as having incorporated his business, to use the 
lay expression, into a company, he shall be treated as a 
corporation for tax purposes? — Yes. 

1424. A new kind of conception of a corporation for 
tax purposes only? — Yes, tantamount to what they have 
in India. They call it the registered firm, a registered 
firm for that purpose. 

1425. Yes. Under the Indian system you can register 
yourselves as a firm and you become, to all intents and 
purposes, a corporation? — Something like that. 

1426. It is very nearly that anyway for tax purposes? — 
Yes. 

1427. It is very interesting, but, of course, there are 
some people who cannot convert their business or cannot 
incorporate their businesses. A solicitor cannot, a bar- 
rister, a doctor cannot, and I gather now, under' the 
present law, a dentist cannot ; he could before. It is a 
very interesting suggestion but Mr. Carrington has raised 
one difficulty which is quite obvious. What is to happen 
when the profits are taken out in the case of a partner- 
ship and a partner going out? It is no good putting this 

* [1937] 3 AH E.R. 208; 54 T.L.R. 320; [1938] 1 A11E.R. 93; 
[1938] 1 K.B. 591; 107 LJ.K.B. 319; 158 L.T. 75; 22 T.C. 73. 



to us without some help as to how we are going to deal 
with it in detail. Are you at any time going to give 
us some help by putting forward a really practical 
scheme? — We had not intended to do so, but we will do 
it. Whether it will be really practical you will have to 
judge. 

1428. You cannot really throw it all on to us, can you? 
— No. I was hesitating between taking money out of the 
business, and, on the other hand, buying the shares in 
the business, which are two entirely different things which 
come to the same. 

1429. Mr. Millard Tucker-. If you will promise to give 
us some details to help us I am sure all of us, at least 
I would, speaking for myself, would examine the scheme 
with interest and eagerness. Thank you, Mr. Bower. 

1430. Chairman: Before we say goodbye to you there 
are two questions I should like to ask, the first arising 
out of your last answer but one to Mr. Tucker. You 
were agreed that the essence of what you were asking 
was that these unincorporated businesses should be treated 
for tax purposes as if they were incorporated. Assuming 
your suggestion as to a profits tax is not adopted, should 
they be subjected to profits tax? — It would follow logic- 
ally, yes, it is either surtax or profits tax. 

1431. Yes. I was also wondering, perhaps you would 
consider, whether a possible method of dealing with the 
evasion of surtax is to subject them to profits tax. I 
have not thought out how it should work. 

I quoted the Colwyn Committee this morning. I think 
I over-stated what they said about the possibility of pass- 
ing on tax. They approved, I think, the views expressed 
by Professor Seligman in a paper he wrote on “ Income 
Taxes and the Price Level”: — 

“In a period of rapidly rising prices, we may have 
what is commonly called a sellers’ market. . . . Being 
in a position to market his entire output, there will be 
no inducement for him to cut prices in order to secure 
a still larger proportion of the total sales. Under such 
circumstances, indeed, the imposition of a tax of any 
kind, whether on income or anything else will afford 
the producer an excuse for asking a still higher price, 
and the conditions of the market may enable him to 
hold to that price. But after all, the tax will then be 
an excuse for, rather than a cause of, the higher prices 
which he would probably have been led to demand in 
any event.”* 

What do you say about that last sentence? — I think a 
business man does not charge the highest possible price 
(a) because somebody might be round the comer to under 
cut him and he would lose valuable custom, and (6) he 
just does not charge the maximum price of the market. 
He values his connection, rather than his to-day’s profit, 
put it that way, because he reckons he has to live in 
business with these people for years to come and he has 
to treat them decently if he expects to be treated decently. 

1432. Mr. Carrington : On the last question but one of 
the Chairman’s, the profits tax or surtax on profits, you 
will, of course, have the Lloyd’s scheme to look at. That 
is the statutory scheme where that option is given. — 
It is very complicated. ' . 

Chairman: Thank you, Mr. Bower. We are much 
obliged to you for giving us so much of your time. 

* Cmd. 2800. Paragraph 313 and Part IV of Appendix XII 



The Witnesses withdrew 
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MEMORANDUM SUBMITTED BY 
THE NATIONAL UNION OF MANUFACTURERS 



1. The National Union of Manufacturers has given 
careful consideration to the general social and economic 
questions on which the Royal Commission has indicated 
that they will be pleased to receive evidence, but has 
found it not practicable to give useful replies to those 
questions strictly within the terms of reference which have 
been laid down for the Royal Commission. 

2. The Royal Commission is appointed to enquire into 
the present system of taxation of profits and income, 
but is precluded from making recommendations which 
are not “ consistent with maintaining the same total yield 
of the existing duties in relation to the national income ”. 

3. In the view of the National Union, it is not basically 
the system, but the weight, of taxation which is the 
fundamental evil. At the present time, the Government 
is taking out of the pockets of the people more than 
40 per cent, of the national income to be expended in a 
manner decided upon by the Government and outside 
the control of the ordinary citizen. This, of course, 
includes all forms of taxation — direct and indirect — and 
therefore goes beyond the taxes which are the subject 
of the Royal Commission’s enquiry, but those taxes are 
an important part of what the National Union considers 
to be a much too heavy burden. 

4. In these circumstances, the National Union does not 
feel that much, if any, relief or encouragement can be 
achieved by shifting the burden about and lightening one 
form of taxation merely to increase another. 

5. There are, however, certain taxes to which the 
National Union takes special exception — the Profits Tax 
on undistributed profits, the Purchase Tax, and the Death 
Duties in their incidence on the family business. It is 
realised that only the first of these taxes actually comes 
within the Royal Commission’s enquiry, but the other 
two taxes are important factors. in relation to the general 
social and economic questions in which the Royal Com- 
mission are interested. The National Union considers that 
as an impost the Purchase Tax has nothing whatever to 
recommend it and that the present penal rates of the 
Death Duties, if continued, will do irreparable harm to 
the industrial structure of this country. 

6. With these introductory remarks, the National Union 
proceeds to deal with the questions on which the Royal 
Commission wishes to receive evidence, again making it 
clear that the replies are dictated not so much by the 
system of taxation of profits and income, as by the present 
weight of that taxation. 

7. As to ( a ) incentives, the National Union has no 
.doubt that the present rate of taxation is so heavy as to 
be definitely a disincentive, and that this applies equally 
to the weekly wage-earner as to the person liable to 
Surtax at the higher rates. 

8. As to the effect of present taxation on (b) risk 
bearing, it might be argued that a person paying Surtax 
a t the higher rates is not taking much risk if he incurs 
losses which can be set off for tax purposes against his 
other income, just as an Excess Profits Tax of 100 per 
cent, or thereabouts undoubtedly encouraged business 
extravagance. On the other hand, capital in the past 
bas been attracted to the launching of new ventures 
carrying a certain amount of risk, by the knowledge that 
If the venture is successful the reward will compensate 
for the risk. If this reward goes to a Surtax payer in the 
higher brackets, the net increase in his receipts, after the 
payment of tax, bears no relation to the financial risk 
that he may have undertaken. Both in this case, and in 
[be case of the Company liable to Income Tax at 9s. in 



the pound, and the Profits Tax, on its profits, the experi- 
ence of the National Union definitely shows that present 
taxation is a great discouragement to risk taking. 

9. On the question of (c) encouraging savings, there 
can be no doubt that the weight of taxation today 
definitely discourages savings. The net income from 
investments is reduced by taxation to a level yielding a 
net reward which, with the present inflationary tendency, 
gives little encouragement to saving. The high level of 
Death Duties is an added discouragement. 

10. As to (d) the control of inflationary or deflationary 
tendencies, the National Union is definitely of the opinion 
that the rate of Government expenditure as expressed in 
the present ratio of taxation is a major cause of the in- 
flationary tendency now so apparent in this country. The 
Purchase Tax is perhaps the most notable example of 
this aspect of taxation. Being imposed on an ad valorem 
basis, it serves to accentuate any rise in prices due to 
increased costs. 

11. With regard to (e) the balance of payments, in- 
cluding the inflow and outflow to and from this country 
of capital for investment, there can be no doubt that 
capital investment from abroad is discouraged by the 
present weight of taxation. One also sees companies 
moving their head offices from this country to countries 
overseas so as to avoid taxation at United Kingdom rates 
on their full profits. It follows that present taxation 
must be an adverse factor in our balance of payments. 

12. The effect of the present taxation on if), the distri- 
bution of personal income, has certainly been to reduce 
very greatly the gap between the highest possible net 
income and the net income of the average weekly wage- 
earner, but how far this can properly be regarded as a 
“ distribution ” of personal incomes or as an extraction of 
an unnecessarily large portion of everybody’s income, is 
a matter of opinion. The National Union very definitely 
holds the latter view. 

13. In reply to question (2), the National Union can 
see no advantage in linking Income Tax with social 
security payments and contributions. The National Union 
thinks that it is highly desirable that the heavy cost of 
social services to the individual should not be obscured 
by merging it with the Income Tax. Moreover, there 
would appear to be considerable practical difficulties in 
doing so, inasmuch as the Income Tax is a varying 
liability according to the circumstances of the individual, 
while the social security payments and contributions are 
in the nature of fixed deductions or payments. 

14. The National Union has already given evidence 
before the Millard Tucker Committee* on question (3) — 
the present treatment of companies for taxation purposes, 
and maintains the views put forward in that evidence not- 
withstanding the opinions expressed by the Committee in 
their Report. 

15. In conclusion, the National Union, feels compelled 
to repeat the recommendation which it has more than 
once made to the Chancellor of the Exchequer that an 
independent Committee should be appointed to enquire 
into Government expenditure, including the costs of 
administration. It is believed that such a Committee 
could make recommendations which, if adopted, would 
result in substantial economies in Government expendi- 
ture and so pave the way for real adjustment in the 
burden of taxation. Such adjustments should provide an 
incentive to greater production, yielding increased profits 
and income, with the ultimate result that the yield of 
taxation might be restored even with a reduced rate of tax. 

* The Committee on the Taxation of Trading Profits Crad. 8189. 
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EXAMINATION OF WITNESSES 



1433. Chairman : Mr. Clemens, you and your colleagues 
represent the National Union of Manufacturers?— Mr. 
Clemens : That is correct. 

1434. Would you tell us, quite shortly, in what respects 
you differ from the other bodies we have been hearing ; 
whether you represent different interests and, if so, in 
what the differences consist. — No, my Lord Chairman, 
there is no difference between the National Union. of 
Manufacturers and the Federation of British Industries. 
We both represent manufacturers and business interests. 
We rather say we deal with the smaller type of manufac- 
turer, some 5,300, whereas our bigger brother, the Federa- 
tion, deals with the larger ones, but we represent the same 
'business interests. 

1435. Perhaps you would first tell us, for the benefit 
of those who have not got this slip in front of them, 
the names of your colleagues? — On my left is Sir Leonard 
Browett ; the other side of him is Colonel Robins, our 
secretary, and on my right Mr. Jackson, who is a member 
of the Taxation Committee. 

1436. Before I ask you any questions, do you desire to 
supplement the short memorandum you put in with any 
preliminary statement? — No, my Lord Chairman. I think 
I must state that we feel very sorry that we have, not 
felt able to be more constructive, and that there is a 
rather negative character in the memorandum now sub- 
mitted. We kept very strictly to the terms of reference 
with careful remembrance of the sting in the tail that 
we must not seek a smaller amount of tax yield. 

1437. You will remember what I said to Mr. Bower 
before, that while we can only recommend for immediate 
action reductions where we can suggest other sources 
of revenue, it will be open to us to say that we feel a, b 
or c should be dealt with when the general position. . . . 
—It might be that we shall have a little more licence 
under Head B, particular matters. 

1438. Do you desire to say anything about excess profits 
tax? — We cannot express an opinion of the Union as 
such. It has been our practice always in taxation matters, 
not in particular in, this memorandum, to get the views 
of the various branches of which there are many, and 
which contain quite a number of tax experts. Then we 
develop those views ourselves through our own Taxation 
Committee. On those two subjects, the capital gains 
tax and E.P.T. we have not had the opportunity of getting 
their views. We can only give personal views, and Sir 
Leonard Browett may like to say something on that. 

1439. I will put to you the same questions I have put 
to the other witnesses. What are your views as to the 
comparative merits or demerits of excess profits tax and 
a profits tax? — We have always regarded E.P.T., since 
it was mentioned during the last few weeks amongst our- 
selves, as a very bad tax indeed, and we are very sorry 
to see it might be introduced again. When it was intro- 
duced during the war period there was some justification, 
but we should not like to see E.P.T. re-introduced now 
in what I call peace-tiijae conditions. Of course, if it is 
possible to segregate armament or rearmament profits or 
anything exceptional arising from the condition of affairs 
now, that would be a reasonable argument for saying 
some portion should be given back to the Government. 
But to differentiate between an ordinary trading account, 
export and home trade, and possible rearmament seems 
a rather impracticable proposition. The tax itself must 
fall heavily on, a section of business profits which could 
not justifiably be called profits made in excess under 
present conditions. 

1440. That would be your view even if the proceeds 
were devoted to other concessions, concessions in other 
directions of taxation on business profits? — That is a 
movement of the burden of tax. 

1441. Yes. The proceeds of the excess profits tax might 

be diverted to relieving the burden in other directions . 

— I do not know if Sir Leonard would like to say some- 
thing on that? — Sir Leonard Browett : I entirely agree with 
Mr. Clemens. If you have an excess profits tax, I believe 
it is practically impossible, I was concerned with the old 
E-P-D., to segregate profits. You have got to put it on 



all business profits in my opinion. As to the relative 
merits of this E.P.T. as mentioned recently and the profits 
tax, I do not t hink one can give an answer to that because 
we do not know, at least I do not know, on what basis 
or according to what principles, this suggested E.P.T. is 
going to be levied. There is some reference to the 
American system with which I am not familiar, and I 
think the answer to your question is that we should prefer 
to wait and see. 

1442. Are you prepared, either you or Mr. Clemens, 
to say anything about capital gains tax, or would you 
rather reserve any observations of that kind? — I would 
say this on the capital gains tax, I am giving my personal 
view, I do not like the idea at all, and I believe if you 
have a capital gains tax you ought to have a capital losses 
allowance. 

1443. They do under the American system. — Then how 
are you going to apply this morning’s reference to the 
house sold when a man moves. I have been brought up 
in the idea that you tax a profit ; you tax a man if he 
carries on a business of buying and selling houses. This 
capital gains tax, speaking for myself, I believe would be 
a bad tax. I do not believe that in its administration 
it would be at all easy. I think you would be very 
apt to hear of capital losses and not so apt to hear of 
capital gains. — Mr. Clemens : There is no definition yet 
as to what is going to be a capital gain, whether it is 
to be applied to an ordinary business transaction or 
whether to a speculation on the Stock Exchange. 

1444. The suggestion I make is that you should apply 
the American analogy. I do not know whether you have 
studied that? — Mr. Jackson would like to answer that. 
Mr. Jackson : Only about the E.P.T. As an industrialist 
I have experienced the excess profits duty and the excess 
profits tax. I think it is a thoroughly bad tax. It leads 
to no end of wasteful management and business 
immorality. That briefly is the way I regard it. I believe 
that it leads to so much waste and that the Revenue really 
would lose money through charges against the profit and 
loss account rather than make money out of their gains 
on the E.P.T. That is only a personal opinion. 

1445. Yes. Just one other general question before I 
pass to your memorandum. You have heard what Mr. 
Bower said, but I do not know whether you were here 
yesterday? — Mr. Clemens: No. 

1446. Then you did not hear what Mr. Chambers said 
about the taxation of profits derived by companies in this 
country from carrying on business abroad, and the sugges- 
tion that they should only 'be taxed on the foreign portion 
of their business, on their profits remitted to this country. 
Has your Union got any views on that question? — Yes. 
I think our view has been that only the amount received 
in this country should be able to be subject to tax, and 
that anything earned abroad should remain untaxed unless 
it is capable of being remitted in some form or other. 
There is the question of exchange entering into the 
business for the last few years. The transmission of profits 
or any other moneys abroad has been so restricted back- 
wards and forwards. I presume you are actually referring 
to an English registered company? 

1447. Yes— That should certainly be taxed in this 
country on receipt. 

1448. Mr. Tucker put the question yesterday as to 
whether that was not favouring one company carrying 
on business abroad vis-k-vis companies carrying on 
business here who have to pay tax on the whole of their 
profits whether they use them in their business or not. 
Have you any views on that, whether you would have 
thought even so it was in the national interest possibly 
to allow the change that is suggested in order to stimulate 
English companies with foreign business? — Sir Leonard 
Browett : May I make a remark? 

1449. Yes, please do. — As my colleague, Mr. Clemens, 
has said, and we put it before Mr. Tucker’s Committee, 
we hold that profits earned abroad which are not capable 
of being remitted should not be taxed until they are 
capable of being remitted. That is one point. The other 
point on which you have touched, my Lord, is the good 
old doctrine which has been in existence over a quarter 
of a century, the doctrine of control. Speaking for myself, 
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if a company is demonstrably controlled here and there- 
fore is legally a person resident here, I do not see any 
reason why, subject to this remittance point I have men- 
tioned, it should not pay taxes in the same way as any 
other company controlled and resident here and perhaps 
carrying on all its business within the confines of this 
country. 

1450. Those are the general questions. There are just 
two questions I want to put to you arising out of your 
memorandum. Looking at paragraph 8 I gather that 
you take the view that savings of private individuals 
nowadays go into securities or fixed interest-bearing 
securities instead of into risk investments. Have you any 
more evidence on that? — Mr. Clemens : So far as our 
members are concerned I cannot say, my Lord, that we 
have had any correspondence or conversations on that 
particular point. It is more a question of what was in 
our minds concerning the ordinary amount of capital 
investment for the speculative or risk-taking proposition 
such as the commencement of the manufacture of a new 
patent or anything of an individual character for which 
there is not an approved market. My own personal 
experience has been that it is extremely difficult to get 
anyone in the higher tax categories interested in new 
features. They regard the risk they take of having 
possibly 6d. or Is. 6d. in the pound left to themselves after 
the tax is paid as not worth the trouble and the risk of 
venturing capital. That was in the minds of our Com- 
mittee when we put that paragraph in as it is. 

1451. That may be true as regards the formation of a 
new business, but generally speaking would it not be true 
to say that there has been a tendency, so far as existing 
securities are concerned, for people, including trustees, 
nowadays to buy equities rather than fixed interest-bearing 
securities? — You used the word "trustees ”, my Lord? 

1452. I did so deliberately. — I think they are very much 
bound by the Act which limits their own type of invest- 
ment. You used the word “ equities 

1453. I used it deliberately for these reasons ; firstly 
because I think you will find that there is an increasing 
tendency to give the trustees very wide powers of invest- 
ment, and secondly because I believe it to be true that 
there has been a tendency in the Courts under Section 57 
of the Trustee Act to enlarge the powers of investment 
of trustees, and I would have thought that markets recently 
have indicated a rise in equities as against a fall, or at 
any rate a lesser rise, in fixed interests. — I appreciate, 
my Lord, of course, that the average trustee is anxious 
if possible to extend the yield which has apparently 
dwindled in the last few years down to a very small 
level, and I am thinking of the Dalton 2} per cents. There 
has been an increased tendency since that date to invest 
in what is known in the Stock Exchange- phraseology 
as the blue chip market, the standard dividend or the 
good preference share, and that has obviously been done 
in order to get the best income possible. When you deal 
with a superannuation fuDd you are definitely fixed there, 
you cannot go beyond the ordinary trustee securities. 

1454. I will leave that to Mr. Carrington, but I do 
not believe that is quite right. The other point I want 
to put to you is this. Granted that high taxation tends 
to discourage investment in equities, inflation tends 
the other way, is not that really the true position? — Yes, 
I think one can look at it from that point of view. It 
is a very general question and one we have not given 
any — — 

1455. It is provoked by paragraph 8 of your memo- 
randum. — I appreciate it has come from that. — Sir Leonard 
Browett : I think the answer to your last question, my 
Lord, is yes. 

1456. Yes, I think it must be. You say that the weight 
of the high rate of taxation definitely discourages savings. 
Up to a point that is true, but is it not true also to 
say that the average man as distinct from the very rich 
man is as anxious as ever to save what he can for his 
old age? It is true taxation, keeps down the possibilities 
of saving, but I should doubt how far it was widely true 
to say that it destroyed the anxiety to save. — Mr. Clemens : 
You are comparing incentive to save with the amount 
that he can save? 

1457. Yes. — That is your point? 



1458. Yes. — I think certainly there is always an incen- 
tive to save something, because even 6d. a week is some- 
thing; but the point is that the average income earner 
in the middle class category has to use pretty well every 
penny to live in view of the present rising costs. 

1459. Chairman : That is all I want to ask you. I will 
now ask Mr. Tucker to put his questions. 

1460. Mr. Millard Tucker : With regard to the ques- 
tion of companies abroad, I am very interested in ope 
reply given by Sir Leonard just now, and I want to 
take that up and ask you for a little more information. 
Is it the view of the Union that in the case of a business 
abroad owned by a British company the question as to 
whether the profits of that business should be taxed 
wholly or not taxed at all except upon remittances should 
depend upon where the business is actually controlled and 
managed? — Is it a geographical question, as to where 
it is situated and which country, is that the point? 

1461. Let us put it the other way round if it is not 
clear. Take the legal position, that is a good foundation 
upon which to start. If a British company is carrying 
on business wholly abroad, and the company is managed 
and controlled in the sense that it has a board of directors 
in this country, it pays tax on the whole of the profits 
of its foreign business, because that company is resident 
in this country. If, on the other hand, the control and 
management is abroad, the company does not pay tax on 
those profits, because the company is not resident in 
this country. That is the real position, is it not? — Yes. 

1462. Now Sir Leonard said, I took it down, that if 
the business is controlled here, by which I am thinking 
he means if the company is resident in this country, it 
should be taxed in full, that is to say taxed on the whole 
of the profits. — Sir Leonard Browett : Yes. 

1463. Except for this one exception, if the company 
cannot remit its profits, if it is under some disability 
through some foreign legislation, and cannot remit its 
profits, it should not be made to pay tax until it can 
remit them. That is the only qualification, is it not? — 
That is the only qualification, but what I said — I am 
speaking personally now, this is not a matter that has 
been debated by the National Union itself, it -is not a 
matter that you would say interests the National Union 
as such to any great extent, because we are in the ma in 
an. organisation of some 5,300 mostly medium sized 
and smaller firms — but what I said, giving a personal 
opinion, was that I believe in the old doctrine of control 
which, as you know, Mr. Millard Tucker, has run through 
what must be a large number of cases. Where you estab- 
lish that a company registered in this country is controlled 
and managed from this country, then, in my view that 
company should be assessable to income tax under Case I 
of Schedule D on the whole of its profits wherever arising, 
subject to the remittance qualification which I need not 
repeat and which you have just most accurately stated. 

1464. If that company does move its control, supposing 
we have not got the provisions of the present Finance 
Act to worry about, and the company does move its con- 
trol and management abroad it ceases to be liable under 
Case I of Schedule D. — Certainly. 

1465. That means there is a tendency to remove a 
perfectly good board of directors living in this country 
and put the day-to-day management and control of the 
British business in the hands of foreigners.— Mr. 
Clemens: Of course it does. — Sir Leonard Browett : I 
should have thought normally — we are studying a case 
where the actual business and profits is carried on abroad? 

1466. Yes. — I should have thought the usual position 
would have been that the control, if it is moved, would 
be very liable to be moved to the place where the business 
is carried on abroad. 

1467. Yes. — And that would reduce the liability that we 
could secure here to the tax on the dividends remitted 
to this country to such shareholders as are resident here. 

1468. The company is not liable at all. — The company 
as such is not liable at all unless it is charged, I thinfr 
as a paying agent. 

1469. That is only a representative assessment. — In 
order to collect on the dividends that come here. 

1470. Do you not think that is really a bad thing? 
You have got to take the actual day-to-day control of 
the business out of the hands of directors in this country. 
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and find some foreign residents to take over that supreme 
control of the business. Do you not think that is bad? 
— It seems to me that it depends on the facts of each 
individual case. It may be the same board of directors, 
or at any rate some of them. 

1471. Not in my experience. — I do not know why it 
should be assumed that it is going to be placed in the 
hands of foreigners abroad. The place of control may 
be abroad. That is what we are pre-supposing, are we 
not? 

1472. Yes, I do not know what your experience is, but 
I know of no case where there has not had to be a foreign 
board of directors appointed in place of an English board, 
and I am suggesting to you that that is a bad thing. 
What I was really suggesting is, do you agree that there 
should be some discrimination in cases of this kind for 
the express purpose, the economic purpose, of building up 
once more this country’s foreign investments? — We have 
in this year’s Finance Act a provision that makes it 
difficult for that removal of control to take place. 
Personally I do not think that that is a good thing, and 
I do not think in the long run it is going to be useful 
to the industry of this country. 

1473. I have only one other question. Did you hear 
Mr. Bower’s explanation of what I call the inflation 
claim?— Mr. Clemens: In relation, to depreciation? 

1474. Yes— I could not hear very well personally from 
where I was sitting. 

1475. It is worth while sending our memories back to 
the first, what we now call the Tucker Committee, if 
you do not mind the expression. Before that Committee 
the case on paper was put rather in the way, or could 
be construed as being put rather in the way, that Mr. 
Bower mentioned this afternoon, namely that when you 
are charging depreciation against receipts in an inflationary 
period you should calculate your depreciation by means 
of the present-day valuation of the pound as against the 
actual pound which you did originally expend in buying 
the particular asset, do you see what I mean? — Yes. 

1476. Assume the value of the pound now has been 
cut to 6s. 8d. in comparison with what it was in 1939 ; 
if you bought an asset in 1939 for £100 you ought to 
treat yourself as having bought it for £300, do you see 
what I mean? — Yes. 

1477. And calculating 10 per cent, of that £300 instead 
of 10 per cent, of £100? — Yes. 

1478. When the hearings took place before the Com- 
mittee, the actual public hearings, that view was rather 
let go, and the other view took the place, namely, I am 
reading now from the Report, that “ Industry ought not 
to be called upon to pay tax upon profits which it has 
to devote to the maintenance of its productive capacity 
(measured in real terms and not in terms of money) ; or 
in other words that profit used to replace plant at present 
prices should not bear tax.”* That is the replacement 
cost view. — Yes. 

1479. Which do you subscribe to now? — To the latter, 
to the replacement cost view. 

1480. And throw overboard the change in the value of 
money?— I think it is impossible to determine in any 
practical valuation. 

1481. I am not going to ask any more, I only wanted 
to know what your view was. — As far as I am concerned 
I certainly agree with the last view of yours. 

1482. That is all I wanted to be quite sure about, 
which view you take. — Sir Leonard Browett: I think, 
Mr. Millard Tucker, that is covered by paragraph 14 of 
our note. 

1483. Paragraph 14 of your memorandum? — In which 
we say we adhere to the evidence which we submitted to 
you. 

1484. Yes. — And the evidence we submit to you, as 
my colleague, Mr. Clemens, our Chairman says, is that 
we prefer the replacement cost basis. 

1485. You calculate your depreciation on the replace- 
ment cost? — Yes. 



* Cmd. 8189. Paragraph 97. 



1486. Not replacement, as it were, by doubling the 
present written-down value of the plant? — Mr. Clemens: 
If you recollect, I do not think it came before any evi- 
dence we gave, but we did at one time press for altera- 
tions to depreciation allowances before the increased 
initial allowance came forward, but that was largely met 
by the later concession which we very much regret to 
see has been removed. 

1487. Mr. Carrington : I have no questions really, but 
mention was made that trustees of superannuation funds 
are restricted to fixed interest-bearing investments. I 
would suggest that that is not quite right. — I was not 
able to finish. What I had in mind was the case of Local 
Authorities who are restricted, but I appreciate that every 
scheme for superannuation in a business is subject to the 
conditions of the scheme and the trustees can sometimes 
invest in other than trustee securities. 

1488. And also any charitable bodies who have power 
to alter their bye-laws with the approval of the Privy 
Council, have so done with a view to extending their 
powers. — In other words I think you would agree that 
everyone who can, without any difficult alteration to Acts 
of Parliament, would have endeavoured to extend the 
scope of their dividend return. 

1489. And their security. — And their security, yes, as 
far as that goes. But the dividend has been the one that 
has been predominantly affected, and the same with in- 
vestments in superannuation funds for local authorities. 
People are inclined to take a War Loan at the present 
time or investments, £3 11s. Od. per cent., and not consider 
too much the question of capital depreciation sometimes 
at the end of a period of the fund or whatever period 
they expect to borrow for. 

1490. Mr. Crick : There is only one point on which I 
would like a little further information. In reply to the 
Chairman you emphasised the strength of your view in 
paragraph 8 that the present taxation is a great dis- 
couragement to risk-taking? — Yes. 

1491. Are there any particular elements of the tax 
system which you regard as being especially damaging in 
that respect? — No, Sir, I think the general weight of it 
only, because we had in mind particularly the savings of 
individuals. 

1492. You are thinking more particularly of that?— 
Yes. 

1493. Arising out of that answer I have noticed that 
in paragraph 5 you take special exception to the profits 
tax on undistributed profits. I think perhaps the key 
word there is “undistributed” in relation to my question. 
I want to know whether you have no objection to the 
profits tax on distributed profits? — We have not raised 
any specific objection in this memorandum except that we 
have, I think, before Mr. Millard Tucker’s Committee, or 
in a memorandum to the Chancellor, expressed our general 
dissatisfaction with the profits tax, and asked if it could 
possibly be abolished. In this particular matter we have 
confined ourselves to the undistributed profits: at the 
present time I think there must be some business tax on 
profits in addition to normal income tax ; therefore tax 
on the distribution of those profits is fair, but not on the 
undistributed profits, because that is what is required for 
the business to endeavour to assist the working capital 
of which there is a tremendous dearth at the present time, 
particularly among our members of the smaller calibre. 
That was in our mind when we mentioned it in our 
memorandum. I am not arguing the merits of the profits 
tax as a whole, only that portion. 

1494. Would not that distinction imply that you do not 
share the view that the whole burden of profits tax falls 
on undistributed profits, a view which has been expressed 

before us very forcibly? — The whole burden . Sir 

Leonard Browett: It seems to me that there is nowhere 
else for it to fall, because it is not deductible from the 
distributable profits or from dividend, therefore it must 
come back upon the funds of the business, on the equity 
if you like, or on the undistributed profits. 

1495. So that you really object to profits tax altogether? 
That is my difficulty, I do not understand. — Mr. Clemens: 
Yes, I thought I had made that clear, in principle we do 
object to profits tax altogether. We should like to see 
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it abolished. If it is a question of considering the position 
under which this Commission is sitting, and the terms of 
reference as we understood them, we only emphasise un- 
distributed profits tax, the 10 per cent, portion,. If we could 
see that abolished though the tax on the distribution side 
might still have to remain we would like to do it. That 
was all we meant there, if that is clear. 

1496. Mr. Kaldor : I want to ask one question, arising 
out of what you said earlier in answer to Mr. Tucker. In 
the view of your Association, initial allowances, provided 
that they are adequate, would meet the problem created 
by the increased replacement costs. Have I misunderstood 
you? — They would go a very long way to assist. After 
all the only benefit 'the business gets is the tax at 9s. 6d. 
in the pound on that allowance. 

1497. And the profits tax. — But we add at least three 
times its value. The initial allowance gives a certain 
cash alleviation within possibly 23 months of that date. 
It does not give complete relief, only partial assistance, 
that was the objection. — Sir Leonard Browett : I think 
you described it, Mr. Kaldor, as an interest-free loan. I 
think I would agree with that, but it does not meet the 
replacement cost point, as you are not increasing the total 
allowance. I would accept that. 

1498. I understood you to say that you do not share 
the view that one can increase depreciation allowance 
because of inflation and the rising prices because it is not 
possible to do it. I am merely trying to clarify it. — Mr. 
Clemens: I am referring to the fact that we should like 
to see increased depreciation allowance, and that, on any 
other terms of reference, could be advocated. The amount 
of this allowance is now a question for the Commissioners 
of Inland Revenue and is outside the purview of the 
Finance Act. Only the initial allowance was fixed by a 
Finance Act. That was all we had in mind and we felt 
that it was rather outside the purview of this Commission. 

1499. Chairman : Before we go on may I ask one ques- 
tion arising out of that. You have read the Tucker 
Report, have you got a copy of it there?— Yes. 

1500. Would you look at paragraph 121 on page 43. 
Have you considered the calculations set out in that 
paragraph. Have you been able to find anything wrong 
with them? We are not sure how far it agrees with your 
last answer to Mr. Kaldor. — I have read it. I read it 
at the time it was published. I have not studied it since 
then and it is a little difficult. My reaction at the time 
was that it was a satisfactory description of the position 
and I have not had any reason to change my opinion. 

1501. Mr. Millard Tucker: You see that we deliberately 
made a recommendation which, by figures, showed that 
it would give industry the relief they wanted. — Yes, that 
was my impression at the time. 



1502. All the Chairman was asking was, having 
examined those figures, can you find any flaw in them? — 
No. 

1503. Chairman : You did not, when you did examine 
them, find any flaw? — I would say no. 

1504. Chairman : That was all I wanted to know. 

1505. Sir Harry Gill: Mr. Clemens, the recommenda- 
tions you are making will mean, if given effect to, a 
considerable loss of revenue? — We have not made any 
recommendations to that extent, I deplore the fact that 
we did not do so because of the terms of reference, 
except in the general outline, the general preamble. If 
you are referring to paragraph 5, the taxes which we take 
special exception to, all those three taxes would naturally 
mean a loss of revenue. You cannot get away from that 
position. 

1506. You may have heard Mr. Bower this morning 
make an estimate as to what , that would mean. In so 
far as there is a loss of revenue, what are your recom- 
mendations as to how that should be replaced? — Our 
general view is that if we can get, say. Government ex- 
penditure reduced and tax at the present yield is not 
required; then the type of tax in that particular category 
could be relieved, leaving the usual overhead tax, the 
9s. 6d., to do away with some of these additional taxes. 
I am speaking of the first two, death duties is a separate 
category altogether. We cannot at the moment give you 
a quid pro quo if you had that in mind. We have made 
a general reference only in this opening preamble. As 
I said before, we avoided making any special points which 
would mean a loss of taxation, but tried to deal with 
the points that were raised in the general character of 
the memorandum. 

1507. Would you support Mr. Bower’s suggestion made 
to us this morning that any loss should be made up by 
an increase in income tax? — In the rate of income tax? 

1508. Yes. — No, we should not support that. 

1509. Chairman: Did you wish to add something? — 
Sir Leonard Browett : Could I mention one thing in about 
six words, my Lord Chairman? A matter which has 
been, and still is, occupying the attention of the National 
Union to a very great extent is the effect of death duties 
on the family business, the combined effect of all taxa- 
tion including death duties. I know you can say it is 
outside your terms of reference, but the additional burden 
of these contingent death duties, and the income tax, is, 
jn our view, altering for the worse the economic and 
industrial set up of this country. I believe the family 
business is, and has been, a very great factor in our 
industrial progress, and still can be if it is not, as I see it., 
threatened to be washed out 'by the whole weight of taxa- 
tion. I just wanted to say that. 

Chairman: Certainly. We are very much obliged to 
you for coming. 



The Witnesses withdrew 
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TERMS OF REFERENCE 



“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages : to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: and to make recommendations consistent with main- 
taining the same total yield of the existing duties in relation to the national income.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads under 
which evidence was invited. They explained that the list was not necessarily exhaustive and that 
witnesses could put in evidence on questions not specifically mentioned, provided that they fell within 
the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to :— 

(a) incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and contributions ? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to: — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

( b ) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (c) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

(b) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allowances, 

reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggregation; 

( b ) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY BRITISH BANKERS’ ASSOCIATION 



1. One aspect of taxation which especially concerns the 
banks is its effect on the liquid position of the trading 
community. In business circles, it is widely believed that 
in recent years the weight of taxation has in fact seriously 
depleted the liquid reserves of most trading concerns. 
The Commission will doubtless wish us to show how far 
that view is substantiated by the evidence at our disposal. 

2. By way of background, it may be recalled that in 
1945 the economy emerged from the war period in a 
highly liquid condition. Taken together, clearing bank 
deposits and the currency and note circulation in the 
hands of the public were very much higher than in 1938, 
not only in absolute terms but also in relation to the 
current level of national income. (See Table I of Statis- 
tical Annexe.) In addition, and in spite of 100 per cent. 

■ E.P.T., industry as a whole had accumulated substantial 
reserves of gilt-edged securities, largely as a result of the 
wartime stoppage of all but the most essential private 
capital expenditure and of the transfer into Government 
hands of commodity stocks formerly privately held. 
Further large additions to the volume of bank deposits 
were made during the “ cheap money drive ” of 1946 and 
in the following year. From the spring of 1948, however, 
the volume of bank credit remained very stable until the 
large influx of overseas funds in the autumn of 1950, when 
the upward trend appears to have been resumed. Mean- 
while, both prices and the volume of output have been 
rising, so that the national income has continued to show 
a marked expansion. This is, of course, only another way 
of saying that (as shown by Table I) a steadily growing 
volume of transactions has had to be financed by a roughly 
stable money stock, a process which involves a reduction 
in liquidity, as reflected in rising yields on gilt-edged 
securities and increased industrial and other borrowing 
from the banks. 

3. For some years past the clearing banks have at six- 
monthly intervals collected returns of net personal 
accounts (that is, of credit balances owned by persons less 
personal borrowings from the banks). These returns 
(summarised in Table II of the Annexe) clearly demon- 
strate that a marked shift in the ownership of net bank 
deposits in favour of persons has been in progress for 
some years past. The proportion of personal balances was 
already rising during the war years and between June, 
1946, and June, 1950, further increased from 33-8 per 
cent, to 38-9 per cent., a similar trend being shown by the 



December returns. This means that since 1946 the net 
balances of depositors other than persons have in fact 
declined. Between December, 1946, and December, 1950, 
clearing bank deposits net of advances rose on balance by 
no more than £19 millions, but since net personal deposits 
expanded by £174 millions it follows that “ other deposits ” 
actually fell by £155 millions. Between 1946 and 1950, 
in other words, non-personal depositors with the clearing 
banks experienced in the aggregate an actual diminution 
in the net balances at their disposal, although the “pro- 
duction account of the United Kingdom ”* shows an 
increase between those years of over 40 per cent, in the 
turnover to be financed. 

Statistical Enquiry 

4. To throw more direct light on the changes in the 
liquid position of business during the post-war period, 
a special enquiry was undertaken in which a number of 
banks participated. Consolidated figures of unnamed 
private companies were supplied for this purpose, as it 
was felt that — apart from unincorporated businesses in 
which the partners are subject to surtax — it is the small 
and medium-sized private companies with a capital up to, 
say £100,000 which are likely to be most adversely affected 
by taxation. Altogether, a sample of more than 1,500 
companies was analysed, including 200 analysed by the 
Scottish banks. It will he realised that this is not strictly 
a random sample in the statistical sense ; a large propor- 
tion of the companies whose balance sheets are in the 
possession of the banks will in the nature of the case have 
been recent borrowers and it was not possible, with the 
limited resources available for the enquiry, to ensure that 
the sample would give a representative weighting to 
different geographical regions and types of trading. The 
material obtained is presented in Table HI of the Annexe, f 

5. No similar statistics have been taken out in respect 

of unincorporated businesses in which the owners or 
partners are subject to surtax, but it is the experience 
of the banks that the pressure of taxation on these un- 
incorporated businesses is even greater than in the case of 
incorporated businesses, so that the conclusions summed 
up in paragraph 9 below are applicable in even greater 
degree to businesses carried on by individuals or 
partnerships. 

* Cmd. 8203, Table 33, Item 10. 

t Note. Table III is not reproduced in the Minutes of Evidence. 
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6. The main results of the enquiry are summarised in 
the following tables : — 



(1,514 Companies) 


Col. (i) 
1946 


Col. (ii) 

1949 
or 

1950 


Col. (iii) 
Col. (ii) 
as per 
cent, of 
Col. (i) 


1. Cash 


£’000s. 

9,958 


£’000s. 

8,974 


90- 


2. Marketable securities 


8,706 


5,137 


59-0 


3. Aggregate cash or equivalent 
resources (1 plus 2) 


18,662 


14,112 


75-6 


4. Bank overdraft 


13,998 


30,589 


218-5 


5. Net cash and securities (3 minus 

4) 

6. Debtors and bills receivable . . . 


4,665 

39,160 


-16,478 

65,486 


167-3 


7. Creditors and bills payable 


49,662 


69,415 


139-8 


8. Net trade debt position (6 minus 
7) 


- 10,502 
44,893 


- 3,929 
90,586 


201-7 




39,056 


70,179 


179-6 




278,975 


458,334 


164-3 




47,957 








33,636 


58,859 




14. Capital and reserves (12 plus 13) 


81,591 









1946 


1949 
or 

1950 


I. Bank overdraft as % of stock 


Per cent. 
31-2 


Per cent. 
33-8 


II. Bank overdraft as % of turnoverf 




6-5 


III. Bank overdraft as % of capital and 




26-6 




17-2 


IV. Bank overdraft as % of net current assets 


35-8 


43-6 


(Item 10) 


V. Net cash and securities (Item 5) as % of 




U 18-2 






VI. Net cash and securities (Item 5) as % of 




- 3-6 


turnoverf 




VII. Net cash and securities (Rem 5) as % of 


5-7 


- 14-3 


capital and reserves 


VIII. Net current assets (Item 10) as % of 


13-1 


14-3 


turnoverf 


IX. Net current assets (Item 10) as % of 


47-9 


61-0 


capital and reserves 








XI. Turnover as % of capital and reservesf... 







It will be seen that in the later balance sheet year, 
ending in 1949 or 1950, the collective overdraft of these 
companies was equivalent to more than double the com- 
bined holding of cash and marketable securities, giving a 
collective deficiency of liquid assets equivalent to 14.3 per 
cent, of the combined capital and reserves (Item VII 
above). In 1946, holdings of cash and securities exceeded 
the combined overdraft by a sum equivalent to 5.7 per 
cent: of the capital and reserves. The increased borrow- 
ing from the banks is obviously closely related to the 
increase in the value of the stocks carried, which more 
than doubled over the period. Given the rise in whole- 
sale prices, the fact that in 1946 stocks were abnormally 
low, and the marked expansion in production since that 
year, these figures do not suggest excessive investment 
in stocks. % On the contrary, they point rather to the 
rebuilding of stocks to a normal working level, yet this 
has not been accomplished without considerable strain 
on the liquid position. 



7. The figures can be re-arranged as follows: — 



LIABILITIES 


1946 


1949 or 
1950 




£’000s. 


£’000s. 


Capital 


... 47,957 


56,198 


Reserves 


... 33,636 


58,859 


Bank overdraft 


... 13,998 


30,589 


Creditors and bills payable . . . 


... 49,662 


69,415 


Total of above liabilities 


... 145,253 


215,061 



ASSETS 


1946 

£’000s. 


1949 or 
1950 
£’000s. 


Cash 


9,958 


8,974 


Marketable securities 


8,706 


5,137 


Debtors and bills receivable 


39,160 


65,486 


Stock 


44,893 


90,586 


Total of above assets 


... 102,717 


170,183 


Other assets (net) 


42,536 


44,878 




145,253 


215,061 



This composite statement shows that over the period 
the companies included in the sample had to finance 
an increase of £45,693,000 in stocks and a net decrease 
of £6,573,000 in trade credit received, making a total 
of £52,266,000. This was covered to the extent of only 
£8,241,000 by an increase in capital. In recent years, how- 
ever, gross profit margins have been abnormally wide as 
a result of inflation (a large part of the nominal profits 
being in fact spurious and merely a reflection of the rising 
replacement costs of fixed and circulating capital), 
Although both genuine and spurious profits have borne 
heavy taxation, the companies in the sample were never- 
theless able to add £25,223,000 to their reserves, so that 
altogether £33,464,000 (64 per cent, of the amount needed 
or 73 per cent, of the increase in stocks) was made avail- 
able by the growth in the companies’ own capital resources. 
A further £4,553,000 was derived from the running down 
of cash and securities. In all, therefore, sums found from 
the companies’ own resources amounted to £38,017,000 
(equivalent to 73 per cent, of the total needed, or 83 per 
cent, of the growth in stocks). (Borrowing from the banks 
of £16,591,000 (making a total deterioration of £21,144,000 
in the liquid position) provided the balance of the amount 
needed for the purposes mentioned, with a margin of 
£2,342,000 in hand to finance an increase in other assets. 

8. It will be appreciated that the formula used for this 
analysis covered only the liquid and current assets and 
similarly excluded certain items on the liabilities side 
of the balance sheet. Even so, the analysis shows that 
the additions to the companies’ own resources, coupled 
with the finance obtained by running down liquid assets 
and 'borrowing from the banks, were sufficient to finance 
,an increase of no more than about 5£ per cent, in the 
money value of “ other assets, net.” It follows that if 
these companies were in fact able to add more to their 
fixed assets than is shown by these figures (as might well, 
be necessary in order merely to preserve their fixed capital 
intact), this can have been done only by incurring addi- 
tional liabilities not shown in the table (e.g. by issuing loan 
capital) or by investing in the business sums required as 
specific provisions (e.g. in respect of tax liabilities). The 
experience of the banks does in fact show that sums 
held for payment of taxes are commonly used as working 
capital until paid over, when they have to be replaced 
by borrowing, probably from the banks. 

9. To sum up, the enquiry amply confirms the general 
impression that in post-war years the increase in capita 
resources has not kept pace with the rise in the financial 
requirements of business undertakings. Up to the present 
the financial position of companies as a whole may 
not show such acute stringency as is sometimes supposed 
to prevail, but the danger of serious difficulties is clearly 
suggested if the inflation of recent years should continue 
or, alternatively, in the event of any considerable uade 
recession. In either of these contingencies, it seems 
probable that large sections of industry would be able to 
maintain their activities only by looking to the banks for 
support on a scale which, in many instances, might not 
be justified in relation to the trader’s own capital resources; 



* Sum of items 5, 8 and 9. 

' t 1,472 companies only; in calculating the percentages appro 
priate allowance has been made where necessary in other items. 

1 Wholesale prices ... 1946 ... 172 • ”7 1949... 226-8 1950. ..258-7 

Production 1946... 100 1949... 129 1950. ..140 

(Source: Statistical Digest) 



Depreciation Allowances and Stock Replacement 

10. In seeking to explain the development of financial 
stringency it is impossible to isolate the influence of taxa- 
tion from that of other factors. We feel no doubt, how- 
ever, that the existing systems of basing depreciation 
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allowances for fixed capital on original cost, and of levy- 
ing taxation on “ profits ” which reflect merely an in- 
flationary rise in the price of stock that has to be replaced 
at the inflated price, are elements of overwhelming im- 
portance. We take it as self-evident that both profits tax 
and income tax as applied to companies are intended to 
be taxes on income and not on capital. To the economist, 
if not to all accountants, it appears equally self-evident 
that the true profits for any period cannot exceed the re- 
ceipts accruing from the year’s trading after providing for 
the replacement of the physical capital used in earning 
the profits for the period, i.e. after allowing for the wear- 
ing out of fixed assets and replacing circulating capital 
embodied in the output for the period, both of which, in 
a continuing business, have to be maintained. 

11. There is no need to elaborate the problem involved, 
since the report of the Tucker Committee* presents an 
exposition of the issues at stake which is admirable in 
every respect save, in our submission, the conclusions 
reached. Thus, in paragraph 193 of their report, the Com- 
mittee expressly state that in their ^ view the general 
principle cannot be impugned that “ the Income Tax 
system should give relief in respect of the wastage of all 
assets that are used up or consumed in the course of carry- 
ing on a business.” In the succeeding paragraph it is made 
clear that the wastage the Committee have in mind is a 
physical one “ caused by the natural process of decay or 
exhaustion through use.” Similarly, in paragraph 206, the 
Committee state their conviction that “ a tax which re- 
fuses to give an allowance for the depreciation of all 
business premises is not limiting itself to a tax on income, 
but is encroaching on capital.” In the section of their 
report dealing with “Depreciation and Wasting Assets,” 
in other words, the Committee accept as a guiding principle 
the proposition that traders are entitled to maintain their 
physical capital intact before any profits can arise which 
may legitimately be taxed as income. But that principle 
is clearly applicable to the conduct of business as a whole 
land cannot be confined to the treatment of particular 
classes of assets. This being so, we submit that in the 
section of their report headed “Inflation” (Chapter III) 
the Committee are begging the question in identifying 
“true profits” (paragraph 132 (a)) with “profits as com- 
puted on ordinary accountancy principles,” since ordinary 
accountancy principles (which take for granted the stability 
of money) are based upon the underlying concept of main- 
taining intact not physical capital but money capital. It 
would follow also that the Committee misrepresent the 
issue in stating, in the same section, that the suggested 
remedies amount in essence “ to a proposal that a business 
should be relieved altogether from tax on some part of its 
true profits.” 

12. We are unable to regard as conclusive the reasons 
which the Committee adduce for refraining from recom- 
mending any form of relief. In large measure, this atti- 
tude is based on the argument that any alleviation would 
involve preferential treatment of particular classes of tax- 
payers: for example, of trading concerns as compared 
with holders of gilt-edged securities. We would submit that 
the position of a trader is fundamentally different from 
that of a person who has chosen to invest his capital in 
claims to money, thereby accepting the risk of a deprecia- 
tion in the value of money. Even if that were not the 
case, we cannot agree that the existence of other hardships 
or injustices is in itself an argument for refusing to remedy 
any particular hardship or injustice. We are therefore 
unimpressed by the argument that any of the proposed 
remedies would necessarily be discriminatory even as 
between different traders or classes of traders: for ex- 
ample, by favouring those who have failed to replace 
their equipment compared with those who have already 
done so. In practice, the replacement of equipment is, by 
and large, a continuous process and injustices inflicted in 
the past cannot in any case, as the Committee point out, 
now be remedied retrospectively. As to the future, any 
appropriate remedy would necessarily benefit most those 
who suffer most under the present system ; and even rough 
justice is surely better than none. 

13. We regret that, for reasons which seem scarcely 
adequate, the Tucker Committee were not prepared to 
recommend any of the various methods which have been 
Put forward to give some recognition to the principle 
or replacement cost as the basis for Inland Revenue 
depreciation allowances or cognate purposes. There can 
oe no question that remedies which ar e practicable in 

* Cmd. 8189. 
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administration can be found since, as the Committee point 
out, action has been taken to deal with the problem in 
France and Belgium. Beyond a certain point, indeed, 
it becomes impossible to cling to ordinary accountancy 
principles in the face of inflation. Had the inflation 
experienced in this country been even a little more rapid 
than has been the case hitherto, there seems no doubt 
that the problem would already have been faced and 
dealt with. Yet although the rise in prices since 1939 
as been less than in some other countries which have 
taken action, it must be remembered, on the other hand, 
that company profits are taxed more severely in this 
country than in most if not all others. 

14. Of greater practical importance than the considera- 
tions of abstract equity which figure so prominently in 
the Tucker Committee’s discussion of the question, we 
would suggest, is the damage likely to be inflicted on the 
national economy by taxation of capital over a prolonged 
period.* Official publications give some indication of the 
magnitude of the sums involved. The Economic Survey 
for 79JIf estimates (Table 26) that no less than £700 
million will be required by companies and public authori- 
ties this year to finance stock appreciation ; yet the total 
of undistributed profits (as amended in the light of the 
Budget) is placed at only £690 million. In the five years 
1946 to 1950 inclusive, according to the National Income 
White Paper (Cmd. 8203, Table 29, Item 10) sums totalling 
£652 million were required for that purpose by companies 
and public corporations. Similar figures are not avail- 
able to indicate how far depreciation allowances based 
on original cost fall short of the sums required to finance 
the replacement of fixed assets at current prices, but 
some indication may be given by the figures of initial 
allowances. The effect of the enhanced initial allowances 
on new capital is to mitigate the over-statement of profits 
due to the inadequacy of allowances in respect of existing 
capital installed when prices were lower. It seems 
reasonable to suppose that total depreciation allowances, 
even after the inclusion of initial allowances, are not 
larger than the Inland Revenue considers justified on the 
faots. Initial allowances in 1950 totalled £260 milli on 
(Cmd. 8203, Table 2, Item 10). That figure may provide 
some measuring-rod for the amount of capital subject 
annually to taxation as “profits” in earlier years, and of 
the burden that will be reimposed by the withdrawal of 
the initial allowances as proposed in the Budget. The 
Commission naturally needs no reminding that the Tucker 
Committee recommended an increase in initial allowances 
as a substitute for any of the proposed methods of giving 
■recognition to the principle of replacement costs. 

Other Aspects of Company Taxation 

15. In the previous section it was shown that in 
periods of rising prices company profits as computed on 
ordinary accountancy principles greatly exceed the true 
profits remaining after the maintenance of physical capital. 
It is the general experience, however, that profits as 
computed for tax assessment invariably exceed those com- 
puted on accepted accountancy principles. This arises 
mainly from the ordinary commercial practice of charging 
to current earnings provisions which are deemed necessary 
and prudent for depreciation and diminution in value of 
assets, provisions in respect of future expenses which 
should be charged against current revenue, and other pro- 
visions of a similar kind. The amounts provided from 
profits for amortisation, for example, are not allowed 
as a deduction for income tax purposes although bankers 
insist on such provisions being made from a company’s 
taxed profits. Shops, offices and premises in which a 
wholesale business it carried on have not hitherto been 
regarded as “ industrial buildings ” for the purpose of the 
Income Tax Act, 1945. It is hoped that the Royal Com- 
mission will endorse the recommendations of the Tucker 
Committee that a depreciation allowance should be given 
for all commercial buildings and a writing-off allowance 
be given in respect of leaseholds and certain other wasting 
assets. 

16. The most serious effect of the over-statement of 
company profits in assessing liability to taxation is the 
restriction which it imposes on the ability of companies 
to accumulate sufficient resources for modernisation and 
expansion, or adequate financial reserves. The subject of 
adequate reserves is one that is of special importance to 



* See e.g. The Economist, May 5th, 1951'. Pages 1055-6. 
f Cmd. 8195. 
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banks. Financial institutions occupy no privileged position 
in this respect ; in their case, as in that of other companies, 
all transfers to reserves, published or unpublished, can be 
made only from taxed profits. The public interest would 
obviously suiter if the weight of taxation should make 
it difficult to maintain reserves ipf sufficient strength. 
This aspect of the matter should not be overlooked in 
any concessions which the Commission may recommend 
with the object of alleviating the pressure on company 
reserves generally. Such concessions, in other words, should 
not be related exclusively to the maintenance of physical 
capital. 

17. The provisions of the Income Tax Acts regarding 
the admissibility of charges against revenue are mainly of 
a negative character, the general implication being that no 
sum may be deducted from earnings except such “ disburse- 
ment or expenses . . . being money wholly and exclusively 
laid out or expended for the purposes of the trade, profes- 
sion ... or vocation.” The strict interpretation of this 
kind of restrictive legislation leads to the inadmissibility 
of certain expenses as deductions for taxation purposes 
which would be considered as proper charges to revenue 
in current accountancy practice, being incurred in or in 
connection with the conduct of the business. The taxation 
principles on which deductions for expenses may be 
allowed should be more clearly defined and widened in 
scope in a codification of the Income Tax Acts on a 
positive basis. 

18. The present arrangements for the taxation of income 
arising abroad are considered unsatisfactory by various 
members of the British Bankers’ Association operating in 
overseas countries. It is recognised that the recent 
extension of Double Taxation relief has done something 
to adjust the incidence of taxation between companies 
operating in this country and those trading abroad. Never- 
theless, .the network of Double Taxation agreements is 
not complete and the position cannot in any case be satis- 
factory so long as taxation in this country is so much 
higher than in nearly all others. The Australian banks 
resident in the United Kingdom, for example, emphasise 
that in effect .they bear the higher United Kingdom rate 
of tax on their profits earned in Australia, whereas the 
banks not so resident bear the lower Australian rate. 
They desire to draw attention to the serious effect, par- 
ticularly in relation to retained profits, which the existing 
taxation disadvantage has on their ability to develop their 
businesses in Australia in competition with banks not so 
resident. 

19. One matter of particular concern to banks operating 
in some overseas countries is the present system of taxing 
as current profits income earned abroad which for various 
reasons, such as the currency regulations of the overseas 
country, it may be impossible to convert into sterling 
and remit to this country. This is not only deemed 
inequitable but must in the nature of the case act as a 
deterrent to enterprise overseas. It is hoped to submit 
detailed evidence on this and related questions under 
Section B of the Heads of Evidence and in this connection 
we would refer to the representations already placed be- 
for the Tucker Committee by the Bank of London and 
South America Limited and by Lloyds and National Pro- 
vincial Foreign Bank Limited. Meanwhile, we would 
emphasise the view that income should not be taxable 
until it becomes either realised or realisable sterling income 
and should be assessed for tax only on the basis of the 
rate of exchange ruling at the date when it first becomes 
remissible or is actually remitted, whichever may be more 
favourable to the Revenue. Alternatively, the Commis- 
sioners should accept an assignment of the appropriate 
proportion of the blocked funds in satisfaction of tax 
liability. 

General 

20. The foregoing sections of this memorandum have 
dealt exclusively with the taxation of companies and thus 
relate to Question A.3 of the Commission’s questionnaire. 
It is not proposed to submit formal evidence on the wider 
issues raised in Question A.1, though we hope to be able 
to testify on some of the “ particular matters ” (Section B 
of the questionnaire) which relate to these wider issues. 
Meanwhile, we should like to place before the Commis- 
sion some' brief observations on the issues raised in 
Question 1 as representative of banking opinion on these 
matters. 
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Incentives. 

21. Beyond a certain point there is a direct conflict be- 
tween the need to provide incentive and the attempt to 
redistribute income by means of progressive taxation. 
Banking opinion is in no doubt that with the present 
steep graduation of rates of direct taxation that point has 
been reached and passed. It is considered, in other words, ) 
that a reduction in direct taxation is urgently required in ; 
the interests of incentive. If that cannot be made possible 
by economies in public expenditure, it points to the desir- ; 
ability of shifting over to some considerable extent from 
reliance on direct taxation to indirect taxation (eg. through I 
the withdrawal of the subsidies which at present over- ] 
burden the budgets both of the central government and of 
local authorities, and which may be regarded as negative 
indirect taxes). It is held that the present adverse effects 
of taxation on incentive might to some extent be mitigated 
by a smoother graduation of 'the fax curve and by a 
simplification of the P.A.Y.E. system. We hope to submit 
evidence on these points in answer to Question B,9 
and B.13. 

Risk-bearing. 

22. We view with disquiet the factors in the present 
situation tending to reduce the supply of risk capital and, 
on the other hand, the encouragement afforded to com- I 
panics by the incidence of profits tax to finance themselves 
by mean of loan capital rather than equity or preference 
capital. It is considered that the weight and incidence of 
taxation place insuperable obstacles in the way of the 
accumulation of capital for the financing of new enter- 
prises and expansion. It is difficult to exaggerate the debt 
owed by British industry and national prosperity to the 
enterprise, initiative and vigour of individuals who from 
small beginnings have built up great commercial and in- 
dustrial concerns— men of the type of Jesse Boot, Thomas 
Lipton and William iMorris. These geniuses have been 
thrown up from the turmoil of competition and have built 
up vast businesses because they knew how to provide the 
public with something cheaper and better than they had 
before. Such enterprises have carried British products and 
trade all over the world. But all their ability and enter- 
prise would have been unavailing if they had been unable 
to accumulate the necessary capital in growing volume out 
of their retained taxed profits. If such leaders cannot 
emerge British industry will become stereotyped and stag- 
nant, and the prizes of industrial efficiency will pass to 
other nations whose taxation policy is less suicidal. The 
treatment of small businesses is in striking contrast with 
their importance in the national industrial structure: the 
reliefs in respect of liability to profits tax have been 
virtually unaltered since the introduction of the National 
Defence Contribution in 1937. A review of these arrange- 
ments and concessions in the changed conditions of the 
present time is overdue. 

Saving. 

23. Evidence has been submitted earlier in support of 
•the (view that present taxation, even in a period of 
abnormally high profits, leaves companies with insufficient 
reserves for their financial requirements. In this connec- 
tion, we may perhaps be allowed to refer the Commission 
to the view expressed in the Colwyn Committee Report* 
(paragraph 416) that when taxation falls on company re- 
serves “ it entrenches upon a form of saving which is of 
special value to the community.” Official documents testify 
to the relative decline in personal saving. Thus the latest 
National Income White Paper (Cmd. 8203) estimates net 
personal saving (i.e. gross personal saving less taxes on 
capital) at £144 millions both in 1938 and 1950 ; but in 
the former year this represented saving out of persona! 
incomes totalling less than £5,000 millions and in the 
latter year out of incomes exceeding £11,000 millions. It 
is considered that in the long run its oppressive effect 
on private saving will rank among the most serious conse- 
quences of the present level of taxation. Evidence pro- 
vided by one bank shows that the sum invested by their 
employees in savings securities has in the past two years 
fallen to less than one-eighth of the figures reached in 
the years 1941-4. So far as the clearing banks are con- 
cerned, the 1947 appeal to “ Save the Bank Way ” has met 
with negligible response. 

The Balance of Payments. 

24. We view with great concern the recent decisions 
of many important companies operating abroad (especially 
mining companies) to uproot themselves in order to obtain 
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the 'benefit of more favourable taxation overseas. The 
incidence of profits tax is considered a major factor affect- 
ing the inflow and outflow of capital. Should the exodus 
continue it will jeopardise the future of 'London as the 
centre of world mining finance ; United Kingdom share- 
holders will 'have only a proxy vote ; directors resident 
here may well be replaced by others with far less experi- 
ence and even the executive control may easily pass into 
other hands. Our valuable invisible earnings for banking, 
insurance, shipping, etc., services will inevitably suffer. 
This we can ill afford. It is doubted, on the other hand, 
whether such measures as the penal provisions of Sec- 
tion 36 of this year’s Finance Act are calculated to improve 
the balance of payments, since they are likely to deter 
some traders from taking advantage of favourable trad- 
ing opportunities overseas that would redound to the 
benefit of this country and to act as a grave discourage- 
ment to any movements of capital into this country that 
might otherwise be contemplated. A preferable alterna- 
tive, in our view, might have been to limit liability to U.K. 
taxation to the aggregate of the profits originating in this 
country and profits brought home for distribution by way 
of dividends or otherwise. 

25. In the post-war period there has, of course, been 
considerable emigration of persons as well as companies. 
A decision to take up residence abroad is usually prompted 
by a variety of motives and, while the weight of taxation 
in this country often figures among them, it is difficult to 
say what influence should be assigned to this factor. 
Escape from the burden of United Kingdom surtax, in 



particular, is obviously a matter of no small importance 
to those in the higher tax brackets. Nevertheless, banking 
opinion inclines on the whole to the view that in the 
majority of cases taxation has not been the deciding con- 
sideration, though some banks report very large numbers 
of enquiries regarding the incidence of taxation in the 
Dominions and other parts of the sterling area. 

26. It is considered that the balance of payments is ad- 
versely affected by the doctrine of “ residence ” for tax 
purposes as applied to visitors from overseas, many of 
whom (especially former residents of this country) are 
thereby induced to curtail their visits to this country. The 
status of “ visitor ” should be defined with precision and 
an alternative basis be provided to simplify the calculation 
of liability to United Kingdom tax of visitors who became 
technically “ resident.” It is hoped to submit detailed 
suggestions under this head in answer to Question 4 (c) 
of Section B of the Heads of Evidence. 

Linking Income Tax with Social Security. 

27. On the whole, banking opinion is impressed by the 
argument (associated with the name of Lady Rhys 
Williams) that a considerable saving of administrative work 
— mostly by Government departments but also by em- 
ployers — might be achieved by linking income tax allow- 
ances with social security payments. For this reason it 
is felt that such proposals should be sympathetically con- 
sidered, though any loss of identity of the present social 
security payments and of the insurance basis to which 
they relate would be a matter for regret. 



ANNEXE 



Table l 



1 

Clearing 

Bank 

Deposits (1) 
£ million 


2 

Currency 
and Note 
Circulation (1) 

£ million 


3 

Deposits, 
Notes and Coin 
(Col. 1 + Col. 2) 

£ million 


4 

Gross 
National 
Income (2) 

£ million 


5 

Deposits, 
Notes and Coin 
(Col. 3) as per 
cent, of Gross 
National Income 
(Col. 4) 
per cent. 


6 

“ Production 
Account 
of the 
United 

Kingdom ” (3) 
£ million 


7 

Deposits, 
Notes and Coin 
(Col. 3) as per 
cent, of “ Prodn. 
A/c of the U.K.” 
(Col. 6) 
per cent. 


1938 


2,277 


446 


2,723 


5,253 


51-8 


6,638 




1945 


4,692 


1,263 


5,955 


8,905 


66-9 






1946 


5,097 


1,341 


6,438 


9,021 


71-4 


11,758 




1947 


5,650 


1,361 


7,011 


9,661 


72-6 


13,196 




1948 


5,913 


1,239 


7,152 


10,652 


67-1 


14,669 




1949 


5,974 


1,248 


7,222 


11,453 


63-0 


15,604 




1950 


6,014 


1,255 


7,269 


11,970 ■ 


60-7 


16,561 


43-9 



(1) Annual averages. (2) 1945 Cmd. 7371 ; other figures Cmd. 8203. (3) Cmd. 8203, Table 33. 
Sources: Statistical Digest and National Income White Papers. 



Table II 

Clearing Bank Deposits 
Proportion of Net Personal Accounts* * 

June Returns December Returns 
Per cent. Per cent. 



1942 ... 














28-6 


28-7 


1944 ... 














' 31-0 


30-6 


1946 ... 














33-8 


32-7 


1948 














37-1 


36-4 


1950 ... 














38-9 


36-3 



* i.e. Personal credit balances less personal borrowings as a percentage of total deposits less advances. 





Gross Deposits 


Gross Deposits less Advances 


Total 


Personal 


Other 


£ million 


Change in 
Period 
£ million 


£ million 


Change in 
Period 
£ million 


£ million 


Change in 
Period 
£ million 


£ million 


Change in 
Period 
£ million 


June Returns: 

1946 

1948 

1950 

1946 to 1950 "! 


5,045 

5,955 

6,000 


+910 
+ 45 
+955 


4,162 

4,614 

4,352 


+452 
-262 
+ 190 


1,406 

1,711 

1,693 


+ 305 
- 18 
+287 


. 2,756 
2,903 
2,659 


+ 147 
-244 

' -97 


December Returns; 
1946 
1948 
1950 

1946 to 1950 


5,685 

6,200 

6,368 


+515 

+168 

+683 


4,705 

4,822 

4,724 


+ 117 
— 98 
+ 19 


1,540 
1,754 ; 
1,714 


+214 
- 40 
. +174 


3,165 

3,067 

3,010 


— 98 

- 57 
-155 
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printed image digitised by the University of Southampton Library Digitisation Unit 



136 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



22 November, 1951] Sir William Coates, Mr. A. H. Ensor and 

Mr. W. Manning Dacey 



[Continued 



EXAMINATION OF WITNESSES 



1510. Mr. Millard Tucker : Before we begin the pro- 
ceedings of the afternoon there is one announcement 
I have to make, and I make it with a considerable 
amount of personal regret. You will recall that Lord 
Cohen was recently appointed a Lord of Appeal in 
Ordinary ; that, of course, is a judicial appointment, the 
duties of which will take precedence over other duties, 
and I am sorry to have to say that as a result Lord 
Cohen has had to relinquish the Chairmanship of this 
Commission. Pending the appointment of a new Chair- 
man my colleagues have asked me to occupy the Chair, 
and I am sure I shall be voicing the feelings of the public 
who are interested in this inquiry as well as the feelings 
of all my colleagues when I say it is a matter of great 
regret to us that we have had to part with the services 
of Lord Cohen. 

Now, Sir William, ' Mr. Ensor and Mr. Dacey, you 
are here to give us the benefit of any extra views we 
would like to have based upon your memorandum which, 
of course, we have all read with care. There are a few 
questions which some of the members of the Commission 
would like to put to you, and I will begin with one or 
two point upon which I should like just a little enlight- 
ment myself. 

The first part of your memorandum, which contains 
this statistical information, we gather is designed to show 
us that as the result of circumstances, of which I suppose 
taxation is an important one, the capital resources of 
industry have been unduly depleted. That, I think, is 
the object of the first nine paragraphs of this memoran- 
dum? — Sir William Coates: That is so, Sir. 

1511. You do not, of course, say that that is entirely 
a result of taxation? — No. 

1512. Whatever other causes there may have been your 
view is that taxation is one of them? — Yes, one of them. 

1513. And whatever have been the causes of the de- 
pletion of resources by taxation one of them, I suppose, 
is the total amount of the tax which has been demanded 
and taken out of the coffers of industry? — Yes. 

1514. Two things can bring that about ; one is that the 
basis of computing the tax is a wrong one, and the second 
is that the rate is in any event too high. — Y es, Sir. 

1515. So far as it is due to the rate of tax being too 
high you appreciate that we do not want particularly to 
discuss that aspect of the matter? — No. 

1516. We want to consider the first aspect, and your con- 
tentions are that industry is being taxed on more than 
its real and true profit? — That is so. 

1517. We have read your criticism of the conclusions 
which the first Committee arrived at upon this basis of 
depreciation allowances and the cost of replacing stock. 
Now is it true, I just want to see whether you agree with 
this, that whenever a person turns any money in his pos- 
session into stock at that stage there is no loss -anywhere? 
— No, not at the moment. 

1518. Merely a change of assets. If the stock which he 
is buying, in order to replace stock that was sold, is at an 
inflated price that would be because the prices generally 
had risen in more or less all sections of industry, would 
it not? — It would not necessarily follow in any section 
of industry if you apply equal ... 

1519. In his own line of business?— Yes, in his own 
line of business. 

1520. Then presumably the- stocks he had in hand would 
equally have been sold at an inflated price?— When they 
come to be sold, yes. 

1521. And because he credits his accounts with the 
sale of stock at an inflated price although it is, in fact, 
the price he does receive, do you say there -that at that 
stage his profit will be overstated?— Yes. 

1522. That is what I want you to deal with. Would you 
just explain that in a little more detail for my benefit ; 
why at that stage is the profit overstated? — I think I 
would say that in a sense when the manufacturer is selling 
for profit he is really selling two things, or three at the 
later stage, -but for the moment on this point he is sell- 
ing two things, He i§ gelling really first and foremost the 



services or the additional values that he has put in those 
goods, and secondly he is selling the raw material or the 
stocks that he has purchased for that purpose. His real 
service to industry is in the first factor. But owing to 
the continuous movement of prices through inflation he 
makes the second profit, that is the artificial profit, the 
factor of the difference between the cost at the time when 
he purchases and at the time when he sells ; that is not 
a true profit. If you turn it into real things it is quite 
certain that it is not. Six bales of wool at one date are 
probably very similar in value, in “real” cost, to six 
similar bags a month later, -but he has later on, in order 
to render continuous services for his customer through his 
own activities, to acquire his further materials. 

1523. Yes, and that will come in, of course, as ... 
— . . . taxable profits, and it is not real profit. It wifi 
be obvious in the case of seed corn. 

1524. You were telling us that it is not really a profit. 
I would like to hear a little more on that. — May I take 
as illustration the holding of a house in possession in 
1914 : in the course of the First World War prices rose 
considerably. The man at the end sells it because he has 
to change his residence and he gets a price which is far 
in excess of what he has paid. His friends congratulate 
him on the profit he has made, but he says, “I have 
made no profit at all, I have got to buy another house 
with equivalent accommodation near my new job, or 
wherever I am going or for whatever reasons, and it will 
cost me what I have received. I still have the house with 
X rooms and Y -bedrooms and so forth and it is in reality 
almost the same house on a different site. Where is my 
profit? ” 

1525. Let us analyse that a little bit more, shall we, 
because I am very anxious to understand the point of 
view and not to misunderstand it in any way. Let us 
talk in figures for the moment, I find it easier to talk in. 
figures for this purpose. The man bought the house in 
1914, say, for £1,000, sells it for £5,000 and the money 
buys a similar house in another district of equivalent 
value for £5,000. Those are the transactions we are con- 
sidering, and you say, “ Where is the profit? ”. He ends 
up with an asset worth £5,000.— In money value. 

1526. In money value. He begins with having £1,000 
in the bank. — In money value ; and the purchasing power 
of the second theoretically is one-fifth of what it was, 

1527. Yes, I know, but leave for the moment the pur- 
chasing power because I am trying to get the first part of 
the sum right. — Yes, I admit there is money value. 

1528. Expressed in terms of £s. in 1914 he was worth 
£1,000. Expressed purely in terms of £s. no matter what 
the purchasing value is he was worth £1,000 and today 
he is worth £5,000 but with a £. that -buys less than it did 
in 1914.— Yes, Sir. 

1529. The answer is he has not made a profit in your 
view because his purchasing power is no more now than 
it was in 1914? — That is so. 

1530. That is a true analysis, is it? I want to be quite 
sure it is because it helps us to think on this problem if 
one does analyse this down to the bottom. — Unless 
my colleagues wish to disagree with me. 

1531. I hope they will if they do. — Yes, so do I because 
we are tripartite. 

1532. You switched, as it were, the problem from one of 
what I would call circulating capital, that is, stocks, to 
fixed capital when you are dealing with houses, building, 
and that sort of thing. — Yes. 

1533. I want you if you would to help us by applying 
the same thing to a man starting a business in 1914 with 
£1,000 worth of -stock. For the moment would you deal 
with a man who does no work on that stock at all but 
merely buys to sell again. — I cannot conceive circumstances 
in which he buys and sells again and does not render 
any service at all, otherwise he would not be in business. 

1534. Suppose he does not render any service to the 
goods? — But he does to his buyer, it need not necessarily 
be to the goods, unless they are services which somebody 
will pay for and in which the goods are a concomitant. 
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1535. I would like ter take a. concrete illustration, take a 
grocer who buys and sells articles of food, mostlv in tin* 
lie starts in 1914 with £1*X) in the bank™ Th? S 
£1,000 worth of goofc He rents a shop, he works in 
the shop himself and then begins to sell his goods to the 
public. It goes on year by year, and he must make some 
form of profit I suppose, because he has to make some- 
thing out of which to provide for his own livelihood He 
will not just be all square at the end of the year with no 
surplus at the end of the year over the position at the 
beginning of the year, will he? — No. 

1536. Now come to the beginning of last year and say 
he keeps about the same volume of stock, and he keeps a 
stock there worth, say, £3,000. I am taking it that a £ 
would be worth 6s. 8d. — Y es. 



1537. During the year the purchasing power of the £ 
drops still more until it becomes only 3s. 4d. If that 
process of dropping begins at the beginning of his year 
he will begin to sell his £3,000 worth of goods for £6 000. 
—Or some higher figure. 

1538. Or some higher figure, and at the end of the year 
he will have sold all his goods, he will have got £6,000 
and then he has to buy another £6,000 worth.— To replace 
the stock he has sold, yes. 

1539. But has he? Has he got to buy as much as 
£6,000 worth in that event because presumably in the 
price he gets for the old goods there will be some element 
of money, no matter how much it is, which he keeps for 
himself. If he puts all his gross receipts into stock afresh 
he is putting his past profits into stock as well as his base 
stock money. — I should not have agreed with you so 
readily. You say he had £3,000 of stock at the beginning? 

1540. Yes. — He has £6,000 at the end. A part of that 
would be in respect of his services. 

1541. Yes. — And therefore he will not need £6,000 of 
stock. 

1542. No. — The services will, of course, include his own 
personal remuneration. 

1543. Yes. — You started off with the predication of 
circumstances in which no services were rendered and the 
grocer I take it renders some service to the public in 
respect of which he must be remunerated so you can 
deduct, as you say, from the £6,000 you have in hand at 
the end, the money that is required for that remuneration 
of the services he has rendered. 



and exactly -why. Given what you say, that any part 
of the money representing that profit which is turned into 
another asset of equal value produces neither profit nor 
loss, what part of a man’s total receipts from his shop 
do you say are not to be treated as his profit? — To deter- 
mine that accurately you might need a very detailed 
analysis of his sales in respect of selling prices and the 
comparative buying prices also an analysis during the 
year of his profits in relation to various sections of the 
year. 

1553. That is where I am getting to next. In making 
that comparison of the purchasing power of the £ at 
what date do you compare the value of the £ when he 
receives it, at the beginning of the year or some previous 
year, and if so how far back? — I should have thought 
that was a continuous process during the year in relation 
to specific goods. He buys seed at one price, say, at 
the beginning, and sells it, and there is a difference. He 
buys seed again the next time on that sale at a new 
price. There at once you have a movement in the price 
which if repeated through the year is part of the infla- 
tionary influence. 

1554. How are you going to ascertain in a case like 
that what the man’s true profit is? — You are putting to 
me the problem of the Revenue, or the problem of the 
individual? 

1555. No, I am putting to you now the general prob- 
lem. If you say compare tfie man’s wealth at the begin- 
ning of the year and the end of the year and you find 
that it is greater at the end than at the beginning showing 
in some way or other, expressed I agree in terms of £’s, 
that there has' been an increase, how do you ascertain 
how much of that increase ought not to be treated as 
profit? — You could do it in precise detail for any one 
individual business at a great cost of labour. I think 
if I were dealing with the problem generally I should take 
refuge in an index number which is most closely asso- 
ciated with the particular industry I was dealing with and 
apply that to my material and stock during the year. 

1556. Week by week, month by month? — No, stock 
at the beginning, and I would want stock at the end and 
there may be some extraneous influences, but it may be 
proper to take an index number as showing the inflation- 
ary movement, and find out the stock which I had sold 
in the year. 



1544. Upon that, in the present circumstances, he would 
pay tax, that being his profit. — In respect of services 
only. 

1545. Yes, whatever figure you are deducting to repre- 
sent his services. — He would certainly pay tax in respect 
of that. 



1546. Is there anything wrong in that? — There is nothing 
.wrong in that as far as I can see because he will pay 
out of the same £’s as he has earned. 

1547. Where is the error that you suggest exists? — In 
relation to that part of his total turnover which is required 
for the replacement of his stocks, that which is a profit 
arising from inflation and rising prices. 

1548. But I thought you agreed with me that when 
money was put into stock there was no profit or loss at 
that stage of the transaction, merely a change of one asset 
into another— I think the record will show that I said “ at 
the moment ”, but you predicated then a year which is a 
convenient period for accounting. 

1549. We have to take some period, have we not? We 
cannot take a man’s lifetime, and wait until the end of his 
life. — I ,was assuming, perhaps unjustifiably, one of your 
premises was that the inflation was continuous so that 
prices were rising slowly during the year. 

1550. Do by all means let us assume that it is going on 
at a perhaps slow and sometimes imperceptible rate. If 
11 is an imperceptible rate it does not really matter very 
much.— Yes. 



1551. Does it?— Yes, when you take a period of the 
year in which there is time for it to be accumulated, 
because it is on the proceeds of the year and the circum- 
stances in the year that the tax is levied both on the 
inflationary profit and the profit for the services. 

1552. What I want to get from you, if you -can help 
me, is what part of the man’s total receipts during the 
year you would say is not to be considered a profit at all, 
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1557. And supposing the stock happened to be, of 
course it never will be, exactly the same quantity at the 
beginning of the year as at the end, and of exactly the 
same type, and the .purchasing power of the- £ in relation 
to that stock has gone down by a half, how much would 
you say ought to be deducted from what I call the 
arithmetical profit that the profit and loss account would 
show? — I am afraid I have not really, on behalf of the 
British Bankers’ Association, addressed my mind to the 
precise manner by which I would do this, but that there 
is an inflationary profit I have no doubt at all. I have 
not gone into the problem of how over a broad field I 
would attempt to ascertain it. 

1558. You see, what we must not forget is that if 
you take the receipts in depreciated £’s your profit will 
be expressed in depreciated £’s too. — Yes, I agree. 

1559. And your tax will be payable in depreciated £s 
as well. — That is true, but that does not affect the loss 
of capital. 

1560. Where is the loss of capital?— The loss of real 
capital. The tax is levied on the inflationary profit. 

1561. I am still puzzled and am groping for the exact 
analysis of this argument. It sounds all right, but it 
does require testing, of course, does it not? — I do not 
think there would be any problem were it not for the 
use of money. If you carried out your transactions in 
some simple business like growing a field of corn, where 
you put aside the seed com and you reckon your profit 
in terms of what you had to begin with and that which 
you sold or had in stock other than your seed corn. The 
money system brings in the seed corn at its current market 
value; and because that is higher than it was at the 
beginning a profit emerges on it. You pay it away and 
therefore in real things you pay away £’s of your capital. 

Let me take your own illustration of seed corn 
We will assume the man started with one field. Supposing 
at the end of the year he decided to open 3 new field so 
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that he will have two. He will retain twice the amount 
of seed corn for that purpose. — Yes, if he is starting a 
new business in the sense that he has another field. 

1563. It is an extension of his activities. — That is a 
new activity, a new business to some extent. 

1564. The seed corn attributable to the second field 
you would treat as a profit, would you? — He has taken 
some of the proceeds of that first year to be the seed 
corn for the second. I say he has invested more capital 
because he now has two lots of seed-corn instead of one. 

1565. He has taken part of his profits of the first field 
and applied them as capital in the second business? — 
That is right. 

1566. Would he be relieved from liability to tax on that 
profit he so applies? — I am not quite clear which profit 
you are talking of. 

1567. The second lot of seed corn. Take it in your 
illustration, follow your first one, that seed corn is a 
base stock which goes all the way through his life, is it 
not? That is your view there? — Yes. 

1568. I am taking the one where there is an extension, 
where he requires a bigger amount of corn to be kept in 
hand. Is that a profit on his first? — Take the first year, 
he retains his seed corn and he will pay tax on the balance 
which is the profit. 

1569. Yes. — And he will pay it on corn less so much 
and then out of his taxed profit he will take the second 
batch for seed corn. 

1570. That is what I thought. — Then the process starts 
again, but there is no essential difference between that and 
the first instance. He will have paid his tax, he will have 
invested his money like all of us do out of our taxed 
monies. We are not allowed to invest with untaxed. 

1571. No, then is this really coming down to a sugges- 
tion that in all cases where stocks have to be maintained 
whether for manufacturing businesses or merchanting 
businesses there should always be a base stock? — Any 
addition to base stock may only be made out of taxed 
profits. 

1572. That is the same thing.— I want to be quite clear 
with you, Mr. Chairman. 

1573. Take the first year, you say, “ I am going to elect 
to keep bigger base stock because I am extending my 
activities ”. — Y es. 

1574. You agree that the first addition to that new base 
stock must come out of taxed profits? — Yes. 

1575. So far that is agreed. Thereafter it should be, 
if he does not extend base stock, on the footing of twice 
the amount of seed corn that he first required? — I am 
sorry. . . . 

1576. He started with one lot of seed corn. — I have 
said if he did not extend. 

1577. If he did not extend after the first extension. — 
Yes. 

1578. After the first extension if he remained constant 
for the remainder of his business life twice the amount 
of seed corn would become his base stock? — Yes. 

1579. What would happen when he ceased to carry on 
business and sold his stock? Has all that profit, as it 
were, come into one year? — When he sells his stock? 

1580. Yes.— Are you suggesting that at that time he 
has made a profit in respect of his stock? 

1581. Yes. — He has in money terms, but not in real 
terms, as in the case of the house. 

1582. When he ceases to carry on his business? — When 
he ceases to carry on his business. 

1583. He will not want to buy any more stock, will he? 
—No, but in terms of reality it is only the same real value 
of purchasing power as it was in the beginning, so where 
is his profit? 

1584. Is the suggestion that we ought to express a 
mans terms of profits in money first and then convert 
the money into some standard figure representing the 
purchasing power of the £ at some given date?— Yes, to 
endeavour to get at real values. 

1585. What date would you choose as the date to fix 
the standard of the purchasing power of the £? — I think 
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1586. This is involved in your proposition it seems to 
me, is it not? You cannot stop short. — Not the choice 
of a particular date. We come to lay before you an 
argument in principle. 

1587. I know, but what wants testing is the practic- 
ability of the principle among other things. — I should 
leave that to my economist and taxation friends as to 
what that date is, but, of course, one could see that one 
would not go back to the days when one paid a penny 
an hour for labour in building Salisbury Cathedral or 
even earlier. It would have to be governed by what was 
reasonable, I think. 

1588. I think so far as I am concerned you have helped 
me a lot by stating your views in a little more detail 
instead of quite so generally as you have done. I wanted 
if possible to get the detailed reasons underlying it. Will 
you let me ask you one thing about the ordinary depre- 
ciation allowances on capital assets and the replacement 
cost point?— Yes, the physical assets? 

1589. Yes, the physical assets. There seem to be two 
views about this now, one is that the assets should be, 
as it were, written up to their present day value in terms 
of £’s, should then be written down by the amount of their 
past life on a proper depreciation basis, and then from 
now on the depreciation allowance should be given on 
that revised written down value. Is that your view as 
to what should be done?— You said there were two views. 

1590. The other one if I am right, I hope I am right, 
is simply to double the present written down value of 
the assets and begin, to charge depreciation on that 
basis. Have you thought out which you prefer? — To be 
frank we did not come today, or we did not regard your 
invitation to come today, as one which suggested to us 
that we should not only complain of what we thought 
was erroneous but that we should also provide the solu- 
tion, because we do recognise that in any solution on 
matters of this kind there probably must be broad com- 
promises. There is the interest of the Revenue, the 
interest of the taxpayer, the interest of the administration 
and the whole complex of circumstances which need to 
be considered in relation and inter-relation to one another. 
We did not presume to regard ourselves as being as 
qualified to do that ; it is a matter for the experts of the 
Inland Revenue once the principle had been admitted, 
the principle of correction. 

1591. I will not bother you with too much detail, but I 
will just ask you to consider this. In considering what 
profit a man has made during the course of the year, 
because that is what we have to ascertain, you agree that 
allowance should be made, in addition to ordinary 
expenses and outgoings, for the difference between the 
value of his capital assets at the end of the year and their 
value at the beginning of the year, the difference repre- 
senting wastage in the course of carrying on the business 
for that year. — In respect of these physical assets. 

1592. Yes, in respect of these physical assets. Every- 
body seems to be agreed, about that. — Yes, Sir, because 
you use the word “ value ”. 

1593. Value, yes. Now then if there has been a drop 
in purchasing power of the £ you say that that increases 
the value in terms of £’s of a particular capital asset.— 
Subject to the measurement of the weight of tax. 

1594. Yes, subject to that.— The relevant measurement 
of the two factors. 

1595. It increases the value of that asset both at the 
beginning of the year and at the end of the year. — And 
the price. 

1596. I use the word “ value ” in terms of £’s. — May 
I suggest that that cannot be done correctly in a matter of 
this kind. The value remains approximately constant, 
while price is going to rack and ruin, which again is the 
difference between real and nominal. 

1597. Let us try to talk the same language. I will use 
any term you like to mean whatever you wish it to mean. 
I was using the word “ value ” in terms of current £’s.~ 
Again therefore the value at the moment. 

1598. The value at the moment in terms of current £’s. 
—Yes. 

1599. If the £ has remained stable all through the year 
in purchasing power and subject to any wastage by 
effluxion of time or other usage the value in terms of 
current £’s of a particular asset will be the same at the end 
of the year as at the beginning,— That is so, 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MINUTES OF EVIDENCE 



139 



22 November, 1951) Sir William Coates, Mr. A. H. Ensor and [ Continued 

Mr. W. Manning Dacey 



1600. And what you have to take care of is the depre- 
ciation that has taken place during the year.— Yes. 

1601. And that you say should equally be measured in 
depreciated £’s?— Finally yes. 

1602. If that has happened, of course, if you re-value 
the man’s whole business in terms of depreciated £’s the 
whole business, capital assets and all other assets, he would 
have suffered no loss, would he, by reason of inflating? 
—Not unless you change the rates of depreciation. 

1603. Is it right to say that where the £ depreciates and 
the purchasing power depreciates a man with physical 
assets in terms of current £’s becomes richer? — Yes any 
system should work both ways. 

1604. In giving him credit for any depreciated £’s at 
present in bis account you think we ought to take account 
of the fact that the value has appreciated of the asset 
itself in terms of £’s?— In times of inflation? 

1605. If there is inflation if we give him a bigger charge 
against revenue for depreciation in terms of current £’s 
you think we ought to offset that by taking into account 
the increase in value of the capital asset itself in terms 
of depreciated £’s? — No, that account is confusing I think 
the real with the nominal. 

1606. For example, some of us who were fortunate 
enough to buy cars just before the war found that the 
value of that car secondhand a few years ago was more 
than the price which was paid for it in 1939. If I were 
a business man on your footing I would be claiming a 
depreciation allowance on that car this year on that in- 
flated value, would I not? — If you were using it for the 
purpose of the business, ye$. 

1607. And according to you I ought to claim deprecia- 
tion allowance say of 10 per cent, not oh the original 
cost but on this present inflated value? — I am assuming 
it was a business asset which you were using in your busi- 
ness and therefore contributed I would not say to your 
inflated earnings but to your earnings in inflated pounds. 

1608. I am assuming it is a business asset otherwise it 
would not come into the picture at all. I am assuming it 
is a business asset and I am asked to deduct from my 
profits for the year a depreciation charge of 10 per cent, 
not on the cost which was, say, only £500 but on £1,200, 
the present day inflated value, that is what I am asked 
to charge, 10 per cent, of the £1,200.-1 think in the 
case of the car it is drawing a difference between what 
a man would pay for a new car and what he might have 
to pay for a secondhand car. One has a certain scarcity 
value and the other perhaps has more real value at the 
moment but at any rate cars are special cases which make 
it a rather difficult illustration. 

1609. I know, I only used the car as a sort of firm illus- 
tration, but let us get away from complications and take 
any form of asset that would be worth today more than 
it originally cost because of the inflation of the £. — Yes, 
that little bit which is being exhausted, taken off the 
value by reason of the wear and tear during the year, 
is equivalent to my seed corn. 

1610. Yes, and although he charges in his account as 
though he has lost 10 per cent, of the present inflated 
value you say we do not allow any credit to be taken for 
the increase in value of the car expressed in depreciated 
£’s. I find that very difficult to follow. 

1611. Perhaps I am not making it clear. — He has still 
got the car at the end of the year. 

1612. It is on present day market value, say £1,200. 

At the end of the year, let us say £1,000 at the beginning 
of the year. 

1613. Yes. — I would attempt to arrive at the mean cur- 
rent value during the year and to allow him depreciation 



1614. On £1,100?— On £1,100, Sir. 

1615. On the footing that he lost 10 per cent, of £1,100 
that year? — Yes, and the’ car will be worn out in 10 years. 

J-616. But, in fact, the value of his car has gone up 
£200. — In terms of money, not in terms of the new car 
problem. It is just the case of the house all over again. 



1617. It is no good our speaking of these things without 
some plan in. our minds about it. Supposing you have 
plant, and there are many cases of thi s t0 own 



knowledge, that will not require replacing for 15 years 
and in the meantime the plant is kept in a high state of 
repair all the cost of repairs being charged to revenue. 
What would you do with that by way of depreciation 
charge? Would you give the man an increased deprecia- 
tion charge based upon replacement cost on present day 
figures? — During the 15 years, do you mean? 

1618. Yes. — I think perhaps there are many methods of 
dealing with this particular problem. There is one that I 
myself as an individual favour but I cannot say that I am 
speaking for the Bankers in mentioning it, because we 
have not put to our colleagues in the Association the 
details or suggestions forremedies, and perhaps you would 
not think it proper for me to express any personal views. 
That is the difficulty I am in as representing the British 
Bankers’ Association, Mr. Ohairman. We did not put to 
our members suggestions, or requests that they should 
put forward suggestions, for solving these difficulties and 
working them out in detail. 

1619. What is the man’s difficulty in the instance I have 
just put, a man who has got his plant and it will not 
require renewing for 15 years ; he is allowed to charge 
the actual cost of repairs during the whole of the life of 
that plant against his profits and as well ihe is treated as 
losing every year, say, 7 per cent, of the original cost of 
that plant. What is his complaint, if there is a com- 
plaint?— I think his complaint, of course, is a general 
complaint and is not founded on exceptional cases. There 
may be particular plants in which it is possible to be 
absolutely certain that nothing will require doing except 
maintenance and repairs. 

1620. And renewals of small parts. — And renewals of 
small parts. 

1621. All that is allowed as a deduction. — Nothing of 
a major nature and there will be no factors whatsoever of 
obsolescence, change of processes, but nevertheless he is 
allowed annually a sum in respect of wear and tear? 

1622. Yes. — As I say I have not consulted our Asso- 
ciation on this, but it does seem to me the problem is 
to take each of these annual amounts expressed first of 
all in the original £ and say the cost multiplied by the 
rate of percentage would be wear and tear, and then turn 
that amount for each particular year into the currency 
of the year by reference to some measurement of inflation 
in that year, attempting to make the measure of your 
inflation correspond as nearly as possible to the measure 
of inflation which has affected your profit. 

1623. I think perhaps your answer amounts to this, 
that you treat everybody alike by a sort of arithmetical 
process with regard to their plant, do you? You say, 
whatever it cost you, if it cost you in terms of £’s some- 
thing less than it would cost you to-day if you were doing 
the same thing and paying depreciated £’s, the amount 
that we consider you are losing each year is a percentage 
of that second amount. — I am afraid I have lost myself 
in your question again. 

1624. Supposing a machine actually cost you in 1939 
£1,000?— Yes. 

1625. It is a kind of machine or plant like a brick kiln 
or something long lasting of that sort, and to-day it would 
cost you £3,000? — Yes. 

1626. Assuming that there is a 5 per cent, depreciation 
allowance on brick kilns, we are going to treat you as 
losing every year 5 per cent, of £3,000 not 5 per cent, 
of £1,000, is that your proposition?— No, Sir, I think each 
year may have to be dealt with by itself as it comes. 
After all . . . 

1627. I am talking about this year. We are looking 
only at this year, and the proposition is that the brick 
kiln which cost £1,000 in 1939 would cost £3,000 this 
year. Your brick kiln depreciates at the rate of 5 per 
cent, per annum. Now do you say we will treat you 
as losing 5 per cent, of £3,000 or 5 per cent, of £1,000? — 
Of the £3,000. That is the real value you have lost in 
wear and tear during the year in terms of to-day’s prices 
in which you have earned the profits which are going to 
be taxed. 

1628. That is what I want to get clear. That is your 
view, is it?— It is extraordinarily difficult, of course, and 
it is impossible administratively to deal with each separate 
asset and you have to find some broad method of 
approach to this problem for administrative purposes, 
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that he will have two. He will retain twice the amount 
of seed corn for that purpose. — Yes, if he is starting a 
new business in the sense that he has another field. 

1563. It is an extension of his activities. — That is a 
new activity, a new business to some extent. 

1564. The seed corn attributable to the second field 
you would treat as a profit, would you? — He has taken 
some of the proceeds of that first year to be the seed 
corn for the second. I say he has invested more capital 
because he now has two lots of seed- corn instead of one. 

1565. He has taken part of his profits of the first field 
and applied them as capital in the second business? — 
That is right. 

1566. Would he be relieved from liability to tax on that 
profit he so applies? — I am not quite clear which profit 
you are talking of. 

1567. The second lot of seed corn. Take it in your 
illustration, follow your first one, that seed corn is a 
base stock which goes all the way through his life, is it 
not? That is your view there? — Yes. 

1568. I am taking the one where there is an extension, 
where he requires a bigger amount of corn to be kept in 
hand. Is that a profit on his first? — -Take the first year, 
he retains his seed corn and he will pay tax on the balance 
which is the profit. 

1569. Yes. — And he will pay it on corn less so much 
and then out of his taxed profit he will take the second 
batch for seed corn. 

1570. That is what I thought. — Then the process starts 
again, but there is no essential difference between that and 
the first instance. He will have paid his tax, he will have 
invested his money like all of us do out of our taxed 
monies. We are not allowed to invest with untaxed. 

1571. No, then is this really coming down to a sugges- 
tion that in all cases where stocks have to be maintained 
whether for manufacturing businesses or merchanting 
businesses there should always be a base stock? — Any 
addition to base stock may only be made out of taxied 
profits. 

1572. That is the same thing. — I want to be quite clear 
with you, Mr. Chairman. 

1573. Take the first year, you say, “ I am going to elect 
to keep bigger base stock because I am extending my 
activities ”. — Yes. 

1574. You agree that the first addition to that new base 
stock must come out of taxed profits? — Yes. 

1575. So far that is agreed. Thereafter it should be, 
if he does not extend base stock, on the footing of twice 
the amount of seed corn that he first required? — I am 
sorry. . . . 

1576. He started with one lot of seed corn. — I have 
said if he did not extend. 

1577. If he did not extend after the first extension. — 
Yes. 

1578. After the first extension if he remained constant 
for the remainder of his business life twice the amount 
of seed corn would become his base stock? — Yes. 

1579. What would happen when he ceased to carry on 
business and sold his stock? Has all that profit, as it 
were, come into one year? — When he sells his stock? 

1580. Yes. — Are you suggesting that at that time he 
has made a profit in respect of his stock? 

1581. Yes. — He has in money terms, but not in real 
terms, as in the case of the house. 

1582. When he ceases to carry on his business? — When 
he ceases to carry on his business. 

1583. He will not want to buy any more stock, will he? 
— No, but in terms of reality it is only the same real value 
of purchasing power as it was in the beginning, so where 
is his profit? 

1584. Is the suggestion that we ought to express a 
man’s terms of profits in money first and then convert 
the money into some standard figure representing the 
purchasing power of the £ at some given date? — Yes, to 
endeavour to get at real values. 

1585. What date would you choose as the date to fix 
the standard of the purchasing power of the £?— I think 
that carries me a long way away from niy capacity here 
today as a banker. 



1586. This is involved in your proposition it seems to 
me, is it not? You cannot stop short. — Not the choice 
of a particular date. We come to lay before you an 
argument in principle. 

1587. I know, but what wants testing is the practic- 
ability of the principle among other things. — I should 
leave that to my economist and taxation friends as to 
what that date is, but, of course, one could see that one 
would not go back to the days when one paid a penny 
an hour for labour in building Salisbury Cathedral or 
even earlier. It would have to be governed by what was 
reasonable, I think. 

1588. I think so far as I am concerned you have helped 
me a lot by stating your views in a little more detail 
instead of quite so generally as you have done. I wanted 
if possible to get the detailed reasons underlying it. Will 
you let me ask you one thing about the ordinary depre- 
ciation allowances on capital assets and the replacement 
cost point?: — Yes, the physical assets? 

1589. Yes, the physical assets. There seem to be two 
views about this now, one is that this assets should be, 
as it were, written up to their present day value in terms 
of £’s, should then be written down by the amount of their 
past life on a proper depreciation basis, and then from 
now on the depreciation allowance should be given on 
that revised written down value. Is that your view as 
to what should be done? — You said there were two views, 

1590. The other one if I am right, I hope I am right, 
is simply to double the present written down value of 
the assets and begin, to charge depreciation on that 
basis. Have you thought out which you prefer? — To be 
frank we did not come today, or we did not regard your 
invitation to come today, as one which suggested to us 
that we should not only complain of what we thought 
was erroneous 'but that we should also provide the solu- 
tion, because we do recognise that in any solution on 
matters of this kind there probably must be broad com- 
promises. There is the interest of the Revenue, file 
interest of the taxpayer, the interest of the administration 
and the whole complex of circumstances which need to 
be considered in relation and inter-relation to one another. 
We did not presume to regard ourselves as being as 
qualified to do that ; it is a matter for the experts of the 
Inland Revenue once the principle had been admitted, 
the principle of correction. 

1591. I will not bother you with too much detail, but I 
will just ask you to consider this. In considering what 
profit a man has made during the course of the year, 
because that is what we have to ascertain, you agree that 
allowance should be made, in addition to ordinary 
expenses and outgoings, for the difference between the 
value of his capital assets at the end of the year and their 
value at the beginning of the year, the difference repre- 
senting wastage in the course of carrying on the business 
for that year. — In respect of these physical assets. 

1592. Yes, in respect of these physical assets. Every- 
body seems to be agreed, about that. — Yes, Sir, because 
you use the word “ value ”. 

1593. Value, yes. Now then if there has been a drop 
in purchasing power of the £ you say that that increases 
the value in terms of £’s of a particular capital asset.— 
Subject to the measurement of the weight of tax. 

1594. Yes, subject to that. — The relevant measurement 
of the two factors. 

1595. It increases the value of that asset both at the 
beginning of the year and at the end of the year.— And 
the price. 

1596. I use the word “value” in terms of £’s. — May 
I suggest that that cannot be done correctly in a matter of 
this kind. The value remains approximately constant, 
while price is going to rack and ruin, which again is the 
difference between real and nominal. 

1597. Let us try to talk the same language. I will use 
any term you like to mean whatever you wish it to mean. 
I was using the word “ value ” in terms of current £’s.— 
Again therefore the value at the moment. 

1598. The value at the moment in terms of current £’s. 
— Yes. 

1599. If the £ has remained stable all through the year 
in purchasing power and subject to any wastage by 
effluxion of time or other usage the value in terms of 
current £’s of a particular asset will be the same at the end 
of the year as at the beginning,— That is so, 
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1600. And what you have to take care of is the depre- 
ciation that has taken place during the year.— Yes. 

1601. And that you say should equally be measured in 
depreciated £’s? — Finally yes. 

1602. If that has happened, of course, if you re-value 
the man’s whole business in terms of depreciated £’s, the 
whole business, capital assets and all other assets, he would 
have suffered no loss, would he, by reason of inflation? 
— Not unless you change the rates of depreciation. 

1603. Is it right to say that where the £ depreciates and 
the purchasing power depreciates a man with physical 
assets in terms of current £’s becomes richer? — Yes, any 
system should work both ways. 

1604. In giving him credit for any depreciated £’s at 
present in his account you think we ought to take account 
of the fact that the value has appreciated of the asset 
itself in terms of £’s? — In times of inflation? 

1605. If there is inflation if we give him a bigger charge 
against revenue for depreciation in terms of current £’s 
you think we ought to offset that by taking into account 
the increase in value of the capital asset itself in terms 
of depreciated £’s? — No, that account is confusing I think 
the real with the nominal. 

1606. For example, some of us who were fortunate 
enough to buy cars just before the war found that the 
value of that car secondhand a few years ago was more 
than the price which was paid for it in 1939. If I were 
a business man on your footing I would be claiming a 
depreciation allowance on that car this year on that in- 
flated value, would I not? — If you were using it for the 
purpose of the business, ye$. 

1607. And according to you I ought to claim deprecia- 
tion allowance say of 10 per cent, not on the original 
cost but on this present inflated value? — I am assuming 
it was a business asset which you were using in your busi- 
ness and therefore contributed I would not say to your 
inflated earnings but to your earnings in inflated pounds. 

1608. I am assuming it is a business asset otherwise it 
would not come into the picture at all. I am assuming it 
is a business asset and I am asked to deduct from my 
profits for the year a depreciation charge of 10 per cent, 
not on the cost which was, say, only £500 but on £1,200, 
the present day inflated value, that is what I am asked 
to charge, 10 per cent, of the £1,200.-1 think in the 
case of the car it is drawing a difference between what 
a man would pay for a new car and what he might have 
to pay for a secondhand car. One has a certain scarcity 
value and the other perhaps has more real value at the 
moment but at any rate cars are special cases which make 
it a rather difficult illustration. 

1609. I know, I only used the car as a sort of firm illus- 
tration, but let us get away from complications and take 
any form of asset that would be worth today more than 
it originally cost because of the inflation of the £. — Yes, 
that little bit which is being exhausted, taken off the 
value by reason of the wear and tear during the year, 
is equivalent to my seed com. 

1610. Yes, and although he charges in his account as 
though he has lost 10 per cent, of the present inflated 
value you say we do not allow any credit to be taken for 
the increase in value of the car expressed in depreciated 
£s.— I find that very difficult to follow. 

1611. Perhaps I am not making it clear. — He has still 
got the car at the end of the year. 

1612. It is on present day market value, say £1,200. — 
At ffie end of the year, let us say £1,000 at the beginning 
of the year. 

1613. Yes. — I would attempt to arrive at the mean cur- 
rent value during the year and to allow him depreciation 
on that. 

1614. On £1,100?— On £1,100, Sir. 

1615. On the footing that he lost 10 per cent, of £1,100 

i £ y ear ^ — Yes, and the- car will be worn out in 10 years. 

.1616. But, in fact, the value of his car has gone up 
* ki * n * er f ns . money, not in terms of the new car 
problem. It is just the case of the house all over again. 

1617._ It is no good our speaking of these things without 
some plan in. our minds about it. Supposing you have 
plant, and there are many cases of this to my own 



knowledge, that will not require replacing for 15 years 
and in the meantime the plant is kept in a high state of 
repair all the cost of repairs being charged to revenue. 
What would you do with that by way of depreciation 
charge? Would you give the man an increased deprecia- 
tion charge based upon replacement cost on present day 
figures? — During the 15 years, do you mean? 

1618. Yes. — I think perhaps there are many methods of 
dealing with this particular problem. There is one that I 
myself as an individual favour but I cannot say that I am 
speaking for the Bankers in mentioning it, because we 
have not put to our colleagues in the Association the 
details or suggestions forremedies, and perhaps you would 
not think it proper for me to express any personal views. 
That is the difficulty I am in as representing the British 
Bankers’ Association, Mr. Chairman. We did not put to 
our members suggestions, or requests that they should 
put forward suggestions, for solving these difficulties and 
working them out in detail. 

1619. What is the man’s difficulty in the instance I have 
just put, a man who has got his plant and it will not 
require renewing for 15 years ; he is allowed to charge 
the actual cost of repairs during the whole of the life of 
that plant against his profits and as well he is treated as 
losing every year, say, 7 per cent, of the original cost of 
that plant. What is his complaint, if there is a com- 
plaint?— I .think his complaint, of course, is a general 
complaint and is not founded on exceptional cases. There 
may be particular plants in which it js possible to be 
absolutely certain that nothing will require doing except 
maintenance and repairs. 

1620. And renewals of small parts. — And renewals of 
small parts. 

1621. All that is allowed as a deduction. — -Nothing of 
a major nature and there will be no factors whatsoever of 
obsolescence, change of processes, but nevertheless he is 
allowed annually a sum in respect of wear and tear? 

1622. Yes. — As I say I have not consulted our Asso- 
ciation on this, but it does seem to me the problem is 
to take each of these annual amounts expressed first of 
all in the original £ and say the cost multiplied by the 
rate of percentage would be wear and tear, and then turn 
that amount for each particular year into the currency 
of the year by reference to some measurement of inflation 
in that year, attempting to make the measure of your 
inflation correspond as nearly as possible to the measure 
of inflation which has affected your profit. 

1623. I think perhaps your answer amounts to this, 
that you treat everybody alike by a sort of arithmetical 
process with regard to their plant, do you? You say, 
whatever it cost you, if it cost you in terms of £'s some- 
thing less than it would cost you to-day if you were doing 
the same thing and paying depreciated £’s, the amount 
that we consider you are losing each year is a percentage 
of that second amount.— I am afraid I have lost myself 
in your question again. 

1624. Supposing a machine actually cost you in 1939 
£1,000? — Yes. 

1625. It is a kind of machine or plant like a brick kiln 
or something long lasting of that sort, and to-day it would 
cost you £3,000? — Yes. 

1626. Assuming that there is a 5 per cent, depreciation 
allowance on brick kilns, -we are going to treat you as 
losing every year 5 per cent, of £3,000 not 5 per cent, 
of £1,000, is that your proposition? — No, Sir, I think each 
year may have to be dealt with by itself as it comes. 
After all . . . 

1627. I am talking about this year. We are looking 
only at this year, and the proposition is that the brick 
kiln which cost £1,000 in 1939 would cost £3,000 this 
year. Your brick kiln depreciates at the rate of 5 per 
cent, per annum. Now do you say we will treat you 
as losing 5 per cent, of £3,000 or 5 per cent, of £1,000? — 
Of the £3,000. That is the real value you have lost in 
wear and tear during the year in terms of to-day’s prices 
in which you have earned the profits which are going to 
be taxed. 

1628. That is what I want to get clear. That is your 
view, is it?— It is extraordinarily difficult, of course, and 
it is impossible administratively to deal with eaoh separate 
asset and you have to find some broad method of 
approach to this problem for administrative purposes. 
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1629. The trouble is it is no good asking us to make 
a broad method of approach to this. Tell us what you 
think we ought to do. That is where we are trying to 
get assistance. — I happen to be familiar, of course, with 
what Imperial Chemical Industries did in revaluing their 
assets, which you have no doubt heard about through the 
medium of the manufacturers’ associations and so forth. 
There they endeavoured to have their plants revalued on 
the basis that we gave them the remaining life value in 
current monies and then provided depreciation on that, 
but that did not go perhaps the whole way because it 
did not take the replacement value to-day but it certainly 
went quite a definite way. 

1630. May I just switch to one other point upon which 
I want to ask you something. You have mentioned it 
yourselves and it comes under the head of paragraph 16. 
—Yes, Sir. 

1631. What you say in the opening of that paragraph 
is: — 

“ The most serious effect of the overstatement of com- 
pany profits in assessing liability to taxation is the 
restriction which it imposes on the ability of companies 
to accumulate sufficient resources for modernisation 
and expansion, or adequate financial reserves.” 

Inherent in that, Sir William, is the complaint I suppose 
that taxation is in any event too high? — Yes, I think 
that is inherent in that. 

1632. And are you suggesting that the allowance of these 
depreciation allowances on the higher scale would wholly 
cure that? — I personally do not think it would. 

1633. No, I thought you would say no. Is that not 
really the complaint of industry to-day, that the dormant 
partner, the State, the dormant partner who takes all the 
profits and shares in none of the losses, is taking too much 
out of industry in the form of tax? — Yes, Sir, as evi- 
denced by our balance of payments, and the fact that 
somehow or other we cannot get our productivity to the 
right figure because we believe there is a repression of 
the real incentive through taxation. 

1634. That is the last question I wanted to ask you 
about company taxation. Regarding your reference to 
incentives, I gather there is not a great deal of evidence 
about this, that this high taxation does restrict enterprise? 
— No, Sir, I do not think there is. 

1635. It is the sort of thing where very often it really 
depends on the individual’s own personal circumstances, 
do you not think? — Yes, in the second part of the ques- 
tionnaire which we shall consider presently we hope 
perhaps to provide you with some answers we are talking 
about there. I see no reason why I should not say that 
bankers do come across cases within their knowledge 
where Mr. A. works regularly in trade X, but if he is 
doing any overtime he selects some other occupation in 
which to do it in the expectation that while his first 
earnings on the weekly basis are in the schedule his odd 
ones do not . . . 

1636. You mean that if there are, say, two farmers em- 
ploying farm labourers, the farm labourers of Mr. A. will 
not work overtime with Mr. A. but will go and work 
in the evening with Mr. B. and vice versa, is that it? — 
That is. right. 

1637. That is just pure evasion of tax liability, is it not? 
— Yes, it is; but in a sense so is any refusal of an 
ordinary worker to work overtime at all. 

1638. That may be avoidance but not evasion. — These 
are niceties of language, they yield the same coin on the 
counter. If it is true technically they are . . . 

1639. If labourer X. works for Mr. A. for pay and 
iworks for Mr. B. for pay in the evenings technically 
he is liable to tax on the remuneration he receives from 
both A. and B. — It does not require me to tell you in the 
legal profession what practical evidence you need to prove 
your case in law before he has evaded. 

1640. I say he is liable to tax on all his remuneration 
earned like that, but he does not pay tax on the amount 
foe earns from iMr. B. because he. is not on Mr. B.‘s 
regular payroll. — That is so. He will enter it on his 
personal return if he is asked for one, but it may be 
that he is not asked for one. It may be that his personal 
allowance is presumed to be the same as for the pre- 
ceding year, and in. that case there is no technical evasion. 



1641. No, there is no technical evasion if you do not 
make a return and you are not asked to make one.— 
An evasion which is not technical is only avoidance. 

1642. I have read what you said about the effect of 
risk bearing. Do you think that really is a serious matter? 

— You are referring to paragraph . . . 

1643. Paragraph 22. — Yes, we think that is a serious 
matter. 

1644. And the banks have definite evidence in their 
possession that would lead them to suppose that many 
men refrain from embarking on trading or professional 
adventures because of the tax results? — We believe we 
see evidence of a reduction in the supply of this capital, 

1645. It would not be because they have not the capital 
to invest, would it? — No, it very often is that, of course, 
but we think also the other factor may enter into it, that 
they have to bear all the loss but only receive a portion 
of the profits. 

1646. It is right, Sir William, is it not, that owing to 
the high rate of taxation on personal incomes individuals 
have not the money to spare to invest to-day that they 
had in the past? — No, that is quite true. 

1647. Is that a contributory factor to the absence of 
investment on risk capital? — I would say undoubtedly 
yes. In the second sentence iwe say : — 

“It is considered that the weight and incidence of 

taxation place insuperable obstacles in the way of the 

accumulation of capital for the financing of new enter- 
prises and expansion.” 

1648. That is what I mean. We must not put it all down 
to the fact that taxation on the man who is going to carry 
on the projected business prevents him from carrying on 
that business, it is not entirely that.— I quite agree. I 
should say there is the potential shareholder wjio is also 
very much afraid. 

1649. It is the other aspect of it, you say, that he is not 
left enough money for investment? — Yes. 

1650. In other words t.he rate of taxation is too high | 
again? — The rate of taxation is too high. 

1651. Mr. {Millard Tucker : Thank you. Sir William. 
Now my colleagues want to ask a few questions and it 
might be convenient if we started with Mr. Kaldor. 

1652. Mr. Kaldor-. I want to ask a few questions 
arising out of this paper. First of all you produced some 
figures at the beginning concerning the movement of liquid 
assets of companies between 1946 and 1950. — Yes, or 
1949. 

1653. Would you say 1946 is a very significant date to i 
choose from this point of view? — It was of course the first 
post-war year and we chose that because clearly any 
earlier year would produce very artificial results by reason I 
of the war circumstances, and the war taxation and so I 
•forth. We would have liked to have taken 1946 to 1956, 
or 1951 at any rate, but we were doing the best we could j 
with the bricks we seemed to have available. We certainly • 
would not claim they were entirely satisfactory. 

1654. You 'would agree that during the war firms, ex- 
cept those working on war orders, of course, would not 
be in a position actually to re-invest their reserves and 
that stocks on the whole would be running down as com- 
pared with the normal? — Stocks would be? 

1655. Run down during the war.— To some extent, quite 
definitely. 

1656. You would expect over the period of the war as a 
whole the balance sheets of companies would show a 
movement from real assets to liquid assets. — Yes, there 
would be a tendency that way quite definitely. 

1657. And a reversal after the war from liquid assets 
to real assets as shown by your figures. That may not be 
indicative of an abnormal situation ; it may merely imply 
that as normal conditions are re-established the firms j 
are able to re-equip themselves again and to build up 
their stocks which have run down during the war so their 
liquid position would naturally deteriorate. — There would 
be changes of that nature. I think Mr. Manning Dacey J 
who scrutinises figures in more detail than I do would 
agree with that. — Mr. Manning Dacey : One would ex- 
pect a switch between stock and more liquid assets. 

1658. You would expect the movement one way during , 

the war and a reverse movement after the war.— Yes, we : 
ihave taken it for granted that in 1946 stocks were ab- , 
normally low. . ! 
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1659. My point is if you had available some pre-war 
year, 1938 for example, which I take it you just have 
not got the figures for, it may even be the case that 
firms are more liquid now than they were before the war. 
—We have no evidence of that. 

1660. We have no evidence that they are less liquid 
than they were before the war. — No. 

1661. Therefore I suggest movements since 1946 are 
not specially indicative of anything because as firms have 
opportunities to rebuild stocks and have opportunities to 
renew their capital assets it would be normal that they 
should use their cash for that purpose. It would be a 
wrong thing if they did not. That is one point. The other 
point, Sir William, if I may return to the general issues 
that we have under discussion, I suppose it would be 
correct to sum up your position by saying profits should 
be calculated after full provision is made to maintain 
real capital intact? — Yes. 

1662. In other words, any profits that arise if provision 
is merely made to maintain money capital intact are 
excessive and should not be taxed. You heard the Chair- 
man give the example of a man buying a house for 
£1,000, selling it for £5,000, but since that is the value 
now of a house of that size there is no profit. Supposing 
a man had borrowed £1,000 in order to buy a house; 
actually it would have been difficult for him to take out a 
mortgage for the whole of the £1,000, but he might have 
taken one out for 80 per cent, of it. Say he had borrowed 
£800 in 1914, and bought a house for £1,000 and he sold 
his house for £5,000, and out of the proceeds he has 
repaid the mortgage of £800, would 'you then say there was 
no real profit there?— Sir William Coates: There is a 
profit to the man and an equivalent loss to the mortgagee. 

1663. You would agree?— Yes, but there is no real 
total addition of profit. 

1664. Would you say that the present system of taxa- 
tion discriminates unfairly against the business man in 
comparison with other classes of the community owing 
to the fall in the value of the £? — I do not think I would 
necessarily say that. I take the view the business man is 
especially important because it is, I think, rather more 
his function immediately than any others to maintain the 
earning power of the United Kingdom in this competitive 
world, and that anything which interferes with his capacity 
to do so, or even with his, I hope, general inclination 
to increase productivity is to be deplored. 

1665. But there are two issues here, firstly the general 
question which the Chairman mentioned to you, that 
taxation is too high. If taxation is high, the British 
business man may be put at a disadvantage as compared 
with business men of other countries where taxation is 
not so high. That is one issue. — Yes. 

1666. There is the other issue, whether the result of 
the inflation that has occurred in this country is such as 
to put the business man at a special disadvantage. That 
is really the issue with which we are concerned, the second 
one.— I do not put it myself on those grounds. I put 
it on the grounds that he is being deprived of what, I 
think myself, the law originally intended to give him. 

1667. You would agree that so far the law of this 
country has nowhere recognised the existence of deprecia- 
tion in the value of money? — This .particular factor, if I 
recollect rightly, was recognised in 1878 in the Act which 
gives you a wear and tear allowance, and that was in- 
corporated in the Act of 1918 ; there the allowance, was 
to be such allowance as the Commissioners having juris- 
diction thought fair and reasonable in respect of the 
diminution in the value by reason of wear and tear. 
If the Legislature really meant what it wrote at that 
time, it was value. 

1668. Money value or real value? — Value by itself, and 
you would agree as an economist that value by itself is 
its ratio in exchange with other articles and has nothing 
to do with money necessarily. Had that been continued 
then the value would have had to 'be translated into the 
.money of to-day as the profits were. 

1669. But is there any basic difference between 
recognising the depreciation of the £ for the purposes 
of calculating depreciation of assets and recognising the 
depreciation of the £ in all other things, from the point of 
view of contracts? I do not see any difference. Is there 



any difference by which you can say “ We do not wish in 
general to recognise the depreciation of the £ and to 
re-value contracts. We do wish it to be recognised in the 
one special respect that reduces the tax liability of business 
men, but not in the respects in which it increases their 
general liabilities as against their creditors ”? — This de- 
preciation of the £, not in the particular contract of any 
particular person, usually works two ways. It may have 
a counter-balancing point, but in this matter of wear and 
tear the gain is to the revenue, the tax is taken away, but 
most important of all from the business point of view 
is that the continuous earning power of the nation is being 
slowly, I think, damaged by this denial of what in our 
view the Act originally provided. 

1670. Would, there not be exactly the same case for 
saying the real value of personal allowances in income 
tax have diminished as the result of the rise in prices? — 
Yes. 

1671. And the tax eats into that essential tax free 
medium the Legislature intended to provide? — We shall 
be saying that when we come to your second section. 

1672. Apart from these effects, if I may come back 
to the economic effects. Would you say now after th.e 
many years of inflation that we have had since the war, 
industry finds it difficult to replace capital in any real 
sense? The point I would like to ask you about is this : 
from the one side inflation causes an increase in the real 
burden of taxation as compared to what it would have 
been if there had been no inflation because of the cal- 
culation of depreciation. Is there not on the other side 
not one but many offsetting factors which put industry 
in a financially stronger position than it would have been 
if there had been no inflation. If you strike a balance 
between the positive and negative factors . . .—Would 
you particularise those many factors? 

1673. A time of inflation is generally known to be a 
time of high profits. — In terms of money, but if you get 
no more apples for your money, are you any better off? 
If the revenue by the provisions of the tax takes away a 
large percentage of your money, then the apples diminish 
as well. 

1674. Would you say the undistributed profits of in- 
dustry had risen since the war less by reason of the 
rising prices or more? — I should have to look at the statis- 
tics that were available before I could answer that. 

1675. Would you accept this as evidence if you were to 
find that they had risen quite a lot? — I am sure they 
had risen quite a lot. 

1676. Supposing you were to find they had risen much 
more than the rise in prices, would you accept that as 
evidence that the financial position of industry was not 
too bad? — What is happening in that respect, if you make 
provision for stock replacement too, which the White 
Paper does . . ? 

1677. Yes. — Did we not mention that the figures were 
close together? You will see from paragraph 14, in the 
five years, 1946 to 1950 according to the National Income 
White Paper* sums totalling £652 million were required 
for the purpose of replacing stocks. I have the White 
Paper here. In 1951, the Economic Surveyf estimates, 
£700 million will be required to finance stock replace- 
ment but the total of undistributed profits is placed at 
only £690 million and you have not dealt with the wear 
and tear so the evidence seems to 'be all the other way. 

1678. Mr. Millard Tucker : What page are you looking 
at? — Paragraph 14 of our memorandum and the Econo- 
mic Survey for 1951, t page 44. 

1679. Mr. Kaldor : You mention a figure of £700 million 
here as a provisional estimate for 1951. — Yes. 

1680. And a figure of £690 million, but that does not 
relate to 1951, it relates to 1950. — Mr. Manning Dacey 
points out that just above you have a figure for 1951 
of £780 million as against £700 million required for 
replacement of stock at higher prices and he tells me by 
reason of the budget that £780 million was reduced to 
£690. million. 



* Cmd. 8203, National Income and Expenditure 1946' to 1950 
t Cmd. 8195, Economic Survey 1951, 
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1681. If you look at what is actually allowed for depre- 
ciation, or was allowed until recently, together with initial 
allowances you would find that the amounts so allowed 
have risen by about two and a half times since the war. — 
Allowed for income tax purposes? 

1682. Yes. — If you turn to Table 26 giving the 1948- 
1949 figures in the Report of the Inland Revenue Com- 
missioners* you will find depreciation allowances are 
£330 millions. If on the other hand you contrast that 
with the National Income White Paper in Table 29 on 
page 42, item 8, you will find in the year 1948 they are 
shown as £750 millions so the official publication shows 
a deficiency after you are equating the other two matters 
of something like £370 millions. 

1683. Table 29 on page 42 of the National Income White 
Paper under the heading “Provision for depreciation by 
Enterprises ” gives the figure of £1,022 millions for 1950? 
— If you look at the Inland Revenue White Paper, for 
1948 you will find, if I read it rightly, the allowance was 
£330 millions, yet when you tum to the White Paper you 
have just quoted for the same year 1948 the figure is £750 
millions. I think the White Paper recognised the official 
allowance was not right ; I do not mean it was incorrect 
but it was not adequate. 

1684. The official figures may be right or they may be 
wrong? — They are both right I assume. 

1685. They are both right? — Yes, one is officially 
allowed, the other is officially required. That is how I 
interpret it. 

1686. I do not wish to hold up the meeting now by 
going through this point but I do suggest to you if you 
take the figure allowed for depreciation, add to it initial 
allowances, add to it the undistributed profits of enter- 
prise and compare these items for 1938 and 1950 you will 
find an increase in the money side that far exceeds any 
possible allowance for the rise in prices. That is true 
even if you make special allowances for the increased cost 
of replacement of stocks, at any rate up to 1950. — I am 
sure one has to take account of the expansion of enterprise. 
After all there are two and a half millions more, if not 
three millions more people engaged in earning their living 
today than there were in 1938. Is no allowance to be 
•made for that in your figures? On the face of it, the 
figures for 1948 do not in my view support your propo- 
sition. 

1687. Your point is that business at the moment is not 
setting aside enough after taxation?— It is setting aside, 
I think, generally more than is allowed for income tax 
purposes, but I would still concur in the view that it is 
not setting aside enough. We need other factors too to 
meet the increase in productive capacity ; that means coal, 
steel and real things, you will not get all the way merely 
by providing the money, but you take one step at any 
rate. 

1688. May I just ask one last question. If a proposal 
for this special concession about replacement costs were 
linked with a proposal for re-valuing debts, debenture 
interest and other obligations in accordance with the rise 
in prices, would you say from a business point of view 
it would still be an advantage to adopt a principle of re- 
valuation or re-valorization?— That again, I am afraid, 
is a question on which I would find it difficult to speak 
as 9 representative of the bankers. We did not put that 
hypothetical question to them. It was not indicated by 
the questionnaire, but I think we said something on the 
subject in paragraph 12 : 

“We would submit that the position of a trader is 
fundamentally different from that of a person who has 
chosen to invest his capital in claims to money, thereby 
accepting the risk of a depreciation in the value of 
money.” 

That is our standard. There is a different element involved 
in investing money only in gilt edged or fixed interest 
securities on the one hand, and entering into the risks of 
enterprise. The one, while it is necessary no doubt, does 
not facilitate the growth of industry and productivity in 
any real sense like the second one, not in the same 
measure as the second does, and the fixed interest investor 
chooses the path of security, as many factors of security 
as he can secure, but I think having made that choice 
he should abide by it. 

* Cmd. 8103, 93rd Report of the Commissioners of Inland 
Revenue. 



1689. Your point is that those who put their money in 
the bank or put their money in Government securities or 
in industrial debentures do so in full knowledge of a 
risk of depreciation in money and therefore it is a risk 
they ought to bear. — I think that is a risk which they 
have weighed and accepted. 

1690. Could you not equally say that those who put 
their money in ordinary shares or in real capital accept 
the risk of an appreciation in the value of money. I 
know money lately has been depreciating rather than 
appreciating. — Not as a necessary expense of the business. 
Whenever a manufacturer sells he is selling an appropriate 
tiny section of his plant and machinery. Unless it is to 
come to an end he must have it back as an expense, 
an item which represents something he has sold to the 
buyer. 

1691. He may get it back out of taxed profits just as 
much as out of tax free depreciation. Provided he puts 
aside enough to replace it or provided he can borrow 
money for it, if it appears profitable it will be replaced.— 
This provision for wear and tear was originally made in 
1878, the beginning of a period of slowly falling prices, 
or after they had started, from 1873 to 1893, so that 
these problems did not positively enter their heads ; never- 
theless they did provide that the expense should be a 
deduction in respect of value lost, not money. Maybe 
they were conscious that prices were f allin g and this 
wear and tear allowance instead of rising each year from 
inflation should diminish each year because of deflation 
that was going on. I was not on the scene at that time. 

1692. Mr. Hicks: Before stepping into the ring, may I 
be allowed to ask that the Secretary should enlighten the 
Commission at some time about the discrepancy men- 
tioned by Sir William a minute or two ago, in order that 
the matter may be looked into? 

1693. Might I begin by going back to the figures in 
paragraph 6 of the memorandum? You have told us that 
it was not possible to go back further than 1946 but I 
think it was really implied that 1946 must be regarded as 
a very abnormal year. That would surely not be denied.— 
Yes, the first year after the war. 

1694. I was really wondering whether .you or your 
colleagues would go so far as to hazard an impression 
whether in the light of their experience of banking con- 
ditions and the rest of it, they would be inclined to say 
whether the general situation disclosed in column (i) is 
really any less abnormal than that disclosed in column (ii), 
I should have thought it was the other way round. 
Column (ii) was nearer to what one might expect in the 
normal year than column (i). — Unfortunately we have no 
national or other statistics giving us any broad picture 
of an analysis of this kind in a normal year, say in 1925, 
not 1938 that was not normal, or 1935. Mr. Manning 
Dacey can give you the figure of some analyses of these 
two columns in terms of the position of firms having oven 
drafts and those not having overdrafts. — Mr. Manning 
Dacey : We did put these figures in with some reservations. 
We recognised the sample was small. We pointed out 
the abnormal features of 1946 and we pointed out that 
the bank would have the balance sheet of the borrowing 
customer rather than the non-borrowing customer. I 
have some supplementary figures which show the broad 
position ; in the earlier year about one-half of the com- 
panies in this sample had overdrafts and in the latter year 
rather less than three-quarters. 

1695. Then for my next question might I go back to 
the White Paper which you have been referring to? I 
have been looking at it to see whether one could gain 
some kind of impression of the proportion of national 
resources which are being used for consumption purposes, 
Government purposes and for the maintenance and 
increase of capita respectively. There are various ways 
in which one can get that division. One way which is as 
satisfactory as any other is I think in Table 33 where 
you see sales divided up into sales to persons, public 
authorities and capital accounts ; sales to capital accounts 
being effectively, I think it is right, really replacement of 
capital assets and new capital assets produced. If you 
divide those up as a proportion of the total, I may be 
wrong in detail about the figures, but I think I am right 
in saying in 1938 the proportions gome gut at about 73 on 
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consumption, 12 on public expenditure, 15 on capital re- 
placement and reconstruction, whereas in 1949 I get 67, 
15 and 18. 1950 is very similar, slightly more to consump- 
tion. Generally speaking, whichever way you work it 
out, I do not think there can be any question, taking the 
thing gross, on replacement and reconstruction together 
there has been a swing over of the national resources from 
consumption towards both Government and private in- 
vestment since before the war. Therefore although it is 
very probable in any reasonable sense we were investing 
too little before the war and though the needs for invest- 
ment are undoubtedly very great now, it does remain 
the case we are investing rather a lot in real terms. — Sir 
William Coates : That is total investment 



the disproportion has grown there. Similarly, would you 
not agree that industry having got into that position in 
which capital resources were strained in relation to its 
turnover, if you had a very serious recession, there 
would be very serious difficulties? 

1703. I see the difficulties you have in mind are essen- 
tially of quite a different character. If the inflation con- 
tinues the difficulty is that industry will not be able to 
invest. That is not so much the inflation continuing but 
the amount of Government expenditure continuing, the 
inflation may continue if Government expenditure is re- 
duced. — Sir William Coates: It might, but it is not so 
likely, 



1696. That is total investment. — Taking everything. 

1697. The whole lot altogether including both replace- 
ment and interest. — Industry is concealed in it, but industry 
is a comparatively small proportion of the total. 

1698. It is a largish proportion of the total. — I do not 
know what it is today on the Economic Survey, I think 
it used to be roughly about one-seventh. Perhaps they 
do not even give it today. The analysis of it is what we 
want. It gives the national investment and so on but 
I do not think the Economic Survey today publishes the 
analysis of that expenditure. 

1699. I do not think the question I am leading up to 
depends on a detailed figure. It is rather this. If, as a 
result of any of the sort of concessions you are suggesting, 
more money is left with business and less is taken by the 
Government, that must mean either that the reserves 
of business which it does not spend are increased, or that 
the amount of expenditure on capital equipment is 
increased. From the point of view of the effects on the 
economic system which of those' two things is it you 
want to happen? Is it to spend more on your equipment 
allowing for the fact that will be inflation, or do you 
want them to have larger reserves trusting that they will 
not spend them? — I think we want them to have larger 
equipment from the point of view of productivity. 

1700. It will be inflationary if they try to do too much? 
— It depends what other measures you take. There are 
other methods of countering that. You must not neces- 
sarily assume they all go one way. The urgent necessity 
I should have thought for this country to expand its pro- 
ductivity stands out so prominently whatever economic 
figures you look at, as to be one of our most urgent 
problems. 

1701. Then the implications of the proposal are effec- 
tively that taxation on business should be reduced in 
order that business may expand its equipment, it being 
recognised that must mean either somebody has to con- 
sume less, or the Government has to spend less either 
on its ordinary Government services or on its own capital 
projects? — Yes, we think the daily bread and butter comes 
first before going to the cinema, you might say, in broad 
terms. It is difficult to say. The reserves would probably 
be spent on capital equipment with extensions of some kind 
or other, but at the moment they should be increased by 
reducing the taxation because of what we feel is the 
injustice of it and the depreciation of something which 
industry previously had. 

1702. May I now go to paragraph 9 where you say: 
“Up to the present the financial position of com- 
panies as a whole may not show such acute stringency 
as is sometimes supposed to prevail, but the danger of 
serious difficulties is clearly suggested if the inflation of 
recent years should continue or, alternatively, in the 
event of any considerable trade recession.” 

It is a little curious at first' sight why there should be 
difficulties if things go either way. Would you be pre- 
pared to enlarge upon that?— Mr. Manning Dacey : I 
think we had in mind that if both inflation and higher 
taxation continue, this would accentuate the disparity 
we thought we could detect in the figures between the 
growth of the capital resources of the private companies 
and their turnover. If one looks at the position, the 
increase in the capital of these companies, which are 
private ones and are not in a position to have access 
to the capital market, has been comparatively small and 
as their turnover in money terms has grown, so we feel 



1704. Whereas in the case of the trade recession the 
danger is that business expenditure might contract more 
rapidly than it would otherwise. — Contract at once I 
think. — Mr. Manning Dacey : The value of stocks will fall 
rapidly and if the reserves are inadequate one might 
expect bankruptcies. 

1705. If you go over on to a replacement cost basis 
and the value of stocks starts falling rapidly it is going 
to go the wrong way. — Sir William Coates: Yes. 

1706. Might I go on to the next sentence where you 
say : — 

“ either ?f these contingencies, it seems probable 
that large sections of industry would be able to main- 
tain their activities only by looking to the banks for 
support on a scale which, in many instances, might 
not be justified in relation to the trader’s own capital 
resources.” 

That sentence seems to me to have certain implications 
in regard to banking policy on which one would particu- 
larly like to hear you enlarge. As has been pointed out 
previously it does appear from your table that the firms 
on *>aak overdrafts to an increasing 
extent, though it has also been observed in the previous 
discussion that that is perhaps not so surprising when cur- 
rent assets and stock and so on have been increasing in 
value so much. In the light of that I should like to hear 
that sentence enlarged on.— In the one case of course 
the present position would get worse and the weakness 
through retying on bank support would be greater if 
the inflation continues, but in a trade recession then you 
may rapidly run into trade loss and the losses on your 
profit and loss account can so eat into your capital account 
and provide much more doubtful security for whatever 
advances you have got. You might get pressure to push a 
trade recession at a more rapid rate than in the absence 
ot those loans. 

3° 1 a | k a further question arising out of that? 
Ibis question of replacement cost and estimating depre- 
ciation allowances in real terms is important from the 
P,° mt ° f yi ™ of tax which immediately concerns us, but 
the other thing which concerns us at one remove, is the 
general profitability of the business. Is it the case that 
banks find when considering the profitability of business 
at present that they do have to pay a great deal of atten- 
tion to the question, as one might say, of the time struc- 
ture of a firm s capital assets in order to see whether its 
apparent profitability as indicated purely in money terms 
is different from its real profitability, and what do they 
pay attention to in that connection?— Mr. Ensor: 
Normally it is not the banks’ habit to lend against 
capital assets but against liquid assets. On the other hand 
being prudent bankers we would look at the capital struc- 
ture of the company in the way of equipment and 
machinery, not relying on that however unduly as a 
security for an advance. 

„. 170 . 8 ' ^ does enter into it?— It would enter into it 
^„“° u d n ° £ ™ ake a Particularly strong point about it 
though we should not avoid it entirely. 

, f 7 ° 9 ' fi May V 80 °? t( ? P ara eraph 16? You are speaking 
about financial institutions and you say: y s 

“ The public interest would obviously suffer if the 
weight of taxation should make it difficult to maintain 
reserves of sufficient strength.” 

I think that applies to financial institutions more par- 
ticularly.— 5zr William Coates : Yes. P 
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1710. Is it supposed that any concession that could be 
asked for along these lines of adjusting for the deprecia- 
tion of physical capital could make any difference to 
financial institutions? — Not in respect of the physical 
capital, that is not analogous at all, but I think it is 
rather the general principle of taxation being too high 
and therefore the reserves being too low that we had 
in mind here. We were not specifically asking for con- 
cessions in this but if it should be found possible by you 
and other authorities concerned at a later date to give 
some relief in respect of reserves the position of financial 
institutions which must maintain fairly substantial re- 
serves should be .borne in mind. We do not put it higher 
than that. 

1711. The problem is a difficult one which cuts both 
ways. From the point of view of proper protection 
against a slump you want to ensure that financial institu- 
tions have large and adequate reserves? — That is so. 

1712. From the point of view of controlling inflation 
on the other hand it is important that they should not 
have excessive reserves. I am thinking not only of banks 
but of financial institutions generally. — They may have 
an element of inflation, but they also have an element in 
them of reality. Though there may be more inflation 
there would be also more reality. That which is left 
after inflation has been expressed, pressed out) is what 
you are saying would count. I still think that leaves the 
proposition that reserves should be adequate in relation 
to the risks being carried. 

1713. Is it maintained that the weight of taxation on 
banks and other financial institutions such as insurance 
companies is such that in itself it makes it difficult for 
them? — We are not putting forward that proposition. 
What we say is if there are any concessions they should 
not be related exclusively to the physical capital because 
financial institutions are important in our national trade. 

1714. Mr. Kaldor : You said that the interesting thing 
in these figures was the fact that the turnover had in- 
creased in relation to capital and reserves. — Mr. Manning 
Dacey : But more in relation to capital. You will see 
that in these three years these companies increased their 
capital by 17 per cent, though they added 75 per cent, 
to their reserves. It seemed to us significant that capital 
seemed to be lagging very much behind all the other 
elements in their business. 

1715. What is the difference between increasing their 
capital and increasing their reserves? They increase their 
capital by making a bonus issue. There is no difference 
from the point of view of whether their capital or their 
reserves are increased. — Surely the growth of capital is 
related to the bank overdraft. Had they been able to 
obtain more capital from outside the business they would 
not have bad to borrow so much from the banks. 

1716. I thought your point was turnover had increased 
faster than the capital and the reserves taken together, in 
other words, that the capital employed in the business ihad 
risen less than the turnover? — Yes, Ratio XI in para- 
graph 6 does show a certain rise there. 

1717. The point I really want to put is this ; to what 
extent do you think this is really a reflection of the fact 
that fixed assets have not been re-valued in the balance 
sheet? If fixed assets were re-valued in terms of current 
values, new reserves naturally would have to be created, 
reserves out of the re-valuation of assets which I take it 
must have happened in the case of I.C.I. — Sir William 
Coates: It is a factor. One of the assets in the balance 
Sheet is on an incorrect basis, I agree. 

1718. If you look at the figures, would it be possible 
this whole appearance would be changed if you re-valued 
assets in terms of current values? — Yes, I quite agree. 
That is the worst of having things in two different 
measures. 

1719. Mr. Crick : There are one dr two things arising 
from paragraph 4 which I should like to take the oppor- 
tunity of putting to Sir William. I am quoting here and 
asking you a question : why was it felt that it is the small 
and medium sized private companies which are likely to 
be most adversely affected by taxation? Just why did 
you feel that? — One of the things we mainly had in mind 
was the difficulty of access to the new issue market for 
private businesses and companies in which the raising of 
capital is often a matter of the greatest difficulty. 



1720. You would regard that factor as being more im- 
portant perhaps than the tax factor? — It is very difficult 
to make comparisons of that nature, very difficult indeed. 

1721. Then in your next paragraph you suggest that 
the pressure of taxation on unincorporated businesses is 
greater. That rather suggests you have three degrees of 
adverse effects to consider. The least adversely affected 
are the large well established companies, next come the 
small and medium sized private companies and most 
unfortunate of all are the unincorporated businesses. 
Would that be a correct statement of your opinion of 
degrees? — I think that was the view the Bankers tended 
to generally. 

1722. You are having in mind all the time these other 
factors, one of which you have just mentioned. Would 
you feel, if you could isolate the tax factor, that would 
be the order of seriousness of the effects of taxation?— 
When you speak of the tax factor, you mean the weight 
of the tax. It depends how much you amended the tax. 

1723. You told me the difficulty with the small medium 
sized private companies is the difficulty of raising capital. 
If one takes away that sort of factor which is not a 
tax factor, then what I am trying to get at is the precise 
incidence of the ill effects of the tax factor on the situa- 
tion, and I am asking you whether it would be right then 
to say the least affected are the big prosperous companies, 
next the smaller companies and worst of all the unincor- 
porated businesses? — 1 do not like to commit myself to an 
opinion on that I am afraid. We have the other factor 
of surtax with the unincorporated business so there is a 
heavy factor in that. 

1724. The final issue I am coming to, and I am wonder- 
ing if you can throw light on this question, is whether 
the more serious drain set up by taxation under the 
present system arises on the side of self finance of busi- 
ness undertakings or on the side of the provision of new 
private capital for equity investment? — They are both 
factors. It is very difficult to find means of measuring 
their comparative effect. The only thing I can say is that 
self finance, as the Committee on National Debt and 
Taxation found in 1925, is in many respects the most 
satisfactory form of providing additional capital because 
it is applied at the spot where it is most useful and applied 
at least expense. 

1725. So you would rather welcome what I might call 
the by-product of present taxation, namely that a much 
higher proportion of total new capital is found by way 
of self finance. May I switch to a question on para- 
graph 2. I confess I was not very clear as to the rele- 
vance to your subject of the statistics mentioned in para- 
graph 2, but perhaps you could throw light on that. If 
we turn back to the Table I in the annexe I want to refer 
you to column 5. You make the point there that what 
you might call the proportion between liquid money and 
national income was very much higher in 1945 than in 
1938, and indeed was still higher in 1946 and 1947. It 
then falls away as you know but in 1950 it remains very 
substantially higher than in 1938. Now you suggest that 
for some reason or other that figure of 60.7 represented 
stringency as compared with the figure of 51.8 in 1938. 
Were there some circumstances to account for the differ- 
ence? You are still more liquid on those figures than 
you were in 1938? — Table II does show there is a shift 
between personal and other deposits. — Mr. Manning 
Dacey : The Commission might like to have the later 
figure, the figure for June 1951 is now available. Would 
you like the figures to add to that? June 1951 gross 
deposits £6,167 million and then gross deposits less 
advances £4,285 million, personal £1,676 million, other 
accounts £2,609 million. 

1726. So it has moved a little in the same direction? 
— Yes. In the year to June 1951 the personal fell by 
£17 million but the other accounts fell by £50 million 
and the. ratio of net personal accounts has further risen 
to 39.1, that is against 38.9 in June 1950. 

1727. Mr. Kaldor : Have you the figure for 19387- 
No, returns were not collected until the National Income 
White Papers began. 

1728. Mr. Crick: So the reconciliation is to be found 
in Table II. In. other words, you are saying persons are 
more liquid and businesses are less liquid than in 1938? 
— We cannot make a comparison with 1938. We are 
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merely saying that at any rate over the' period covered 
by these returns there has been a shift in deposits in 
favour of persons. 

1729. Your Table II figures go from 1942 so Ike pre- 

sumption is the trend should foe carried back to 1938 I 
suppose. You have a position in which there is an overall 
increase in liquidity compared with 1938 on Table I You 
also suggest that industry has been becoming more illiquid 
at any rate in the post-war period. Does not that suggest 
there is some barrier to the transference of risk bearing 
between private persons and business undertakings?— Sir 
William Coates: To some extent it is the risk bearing on 
new issues. 6 

1730. So you have another factor that tends to reduce 
the tax element in this problem? — Does it? The tax 
element enters into this problem. — Mr. Manning Dacey • 
May I go back and remind you, I expect everybody 
realises it, that non-personal accounts are not wholly 
business accounts. There are various categories includ- 
ing presumably deposits owned abroad, so that the figures 
we give for “ other ” deposits are not necessarily those 
for domestic industry. 



1731. Will you kindly divest yourself, Sir William, of 
your capacity as banker and speak as an economist with 
very wide experience and observation of industry and 
finance. You will have noted, as everyone has in these 
later years, that taxation has come to be used as an instru- 
ment of economic policy, which I suppose it never was 
until the time of the war, as distinct from a mere method 
of raising enough revenue to cover a certain amount of 
Government expenditure?— Sir William Coates: I think 
that is so. 



1732. Is that a development you regard as something 
to be welcomed or something that you deplore as an 
economist?— Welcomed in principle I think, deplored in 
its application. 



1733. Would you go a jlittle further?— No, I think I 
Ihave gone far enough. I have already denied publicly 
tnat l am an economist. 



1734. Mr. Millard Tucker: Sir William, have you also 
been a diplomat? 

1735. Mr. Carrington : Just one or two questions on this 
very difficult problem of value as distinct from monetary 
price. Taking first of all the question of profits on stock 
inflation, the profits that arise when the price of stocks is 
inflated, would you regard the method which is available 
to the taxpayers in the U.S.A. as something which would 
be helpful if made available here? — I have only read a 
little about the American method, not sufficient to con- 
vince me at any rate that I truly understood how it works. 

1736. It is essentially a base stock method with certain 
refinements for what they call involuntary liquidation. 
— It is more than F.I.F.O.? 

1737. It is very much different from F.I.F.O., that is 
the one to which you objected. It is a combination of 
L.I.F.O. and base stock. — There were instances in the 
first World War and the first excess profits duty which 
had some concessions by arrangement with the Revenue 
in regard to base stock, that is to say in some non-ferrous 
metal industries it was not governed by the movements in 
the market price. To have levied a tax on the inflationary 
movement in the value of it would have been too wicked 
for words. 



1738. In the cotton trade there was for many years a 
practice of working on base stocks and then I think you 
will find on enquiry a substantial section of the industry 
went to the Inland Revenue after the 1914-18 war and 
asked to .be taken off? — Asked to revert to the old 
method? 

1739. They asked for the old method back again. — They 
were not properly advised by the economists. 

1740. That is a point I want to put to you. Assuming 
0ne , adopted something on those lines of 'L.I.F.O. or base 
stock, something that was aimed at taking out of the 
tax gatherer’s clutches the inflationary profit, what would 
your view be as to the method of tax computation and 
accounting when commodity prices fell either generally 
or m a particular industry? In other words, should the 
taxpayer be entitled to take stock at the old original 
cost, base stock figure and then if prices drop below that 



should he be entitled to an allowance for the further fall 
of market value .below his base, or would you say “ I 
will hold to my principle of value and give him no allow- 
ance” though in terms of money his stock value has 
dropped? — I should hold by the terms in value, I should 
say it is neutralising the effect on stock if you can get 
to the position of agreeing what I call the volume of that 
stock. I think the base stock in principle is correct. It 
is like something you have in your hands and if you can 
ignore the perishable nature of things you turn it over 
and over and it remains in effect the same fundamental 
economic factor. 

1741. In other words you look on stock in a con- 
tinuing business rather as a fixed asset, something you 
must hold in order to make a profit? — Yes. 

1742. You would not take any notice of a fall in the 
monetary value? — No. 

1743. As a banker would you subscribe to the view 
that a balance sheet presented to you in those circum- 
stances would be a true and fair one?— You may read 
many accounts today which contain those words where 
you might have grave doubts of the economic, at any 
rate, correctness of that statement. 






circumstances is again 



J. aJll dOJVlllg yULl IXf 

What bankers would do in nev 
a hypothetical question. 

1745. I do not agree that it is.— Personally in so far 
as I am a banker which is to a very limited extent I 
would say yes. Given that that was the official policy 
and that all balance sheets were being drawn up on those 
lines then I think the banker would rapidly adjust his 
judgment accordingly. 

• 1746- are sayin 2 ifc is hypothetical. I suggest it 
is not. We have had the experience of wool prices over 
the last 18 months and they have not been on the up- 
grade but on the downward run. — Yes, to some extent. 

1747. To a rather large extent I suggest. Does this 
theory of yours apply irrespective of whether the stocks 
have been financed out of the trader’s own resources or 
out of money borrowed from the bank?— You mean in 
regard to the stock question. 

y?’ look | tlg at ™ Iue “ tons Of your concep- 
tion of value and not monetary price.— Yes, I think I 
would say yies to that. 

Jlf- Even though if the price drops and the com- 
} s , at a lower monetary figure than the 
individual paid for it in terms of money the banker 
T ld . wanE re-paying in full in the f’s current at the 
“* d5aIing wi,h *»° 

B J7JJ* The relationship between creditor and borrower 
and the relationship between trader and tax gatherer, you 
see a difference between the trwo.— Inflation is a factor 
on the one hand which you cannot ignore. A banker is 
a dealer in debts and that is the footing upon which his 
credit rests When it comes to the tax gatherer and stocks, 
then you have a different set of circumstances, a wider 
set of circumstances I would submit to you. 

d7 ^; This point does rather worry me, whether we 
can take one basis for accounting as between the tax 
gatherer and the trader and another basis of accounting 
as between the trader and his creditors. That is a point 
upon which I should like a little elaboration if I can 
trouble you.— It is one of those difficulties in which I am 
laced with the conclusion that both of them are true. 

1752. Which basis of accounting would you use when 
presenting accounts to the shareholders?— I think vou 
would have to present accounts to shareholders in you? 
own inflated money. You might have to indicate by notes 
on your accounts what you have done, as is often the 
case today, but the question of correcting what I think 
is an injustice in regard to taxation can be set out and 
explained, and no doubt would all be explained, argued 
and discussed before it came into force so that people 
would know what had happened. It is more ir leS 
impossible to inform the stock holder today of all the 
details of how you calculate profits tax or the balancing 
charges and that sort of thing. You do not find it neces 
sary to do so. There may be some relief that is given 



Printed image digitised by the University of Southampton Library Digitisation Unit 



146 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



22 November, 1951] 



Sir William Coates, Mr. A. H. Ensor and 
Mr. W. Manning Dacey 



[Continued 



in this respect from the national aspect and justifiably 
so, but do you need to put it all out in the detailed calcu- 
lations of the accounts? 

1753. If you refer to the American law on the subject 
and the American regulations I think you will find that 
if a taxpayer chooses to work on this L.I.F.O. or base 
stock method of accounting for tax purposes, he is required 
to adopt the same accounting method in accounts to 
shareholders and in any accounts submitted for the pur- 
pose of claiming credit, and I was wondering what your 
view would be on whether this Commission, in the 
event of it accepting your proposition in principle, would 
be justified in laying down the same requirement or sug- 
gesting that the same requirement be laid down here as 
in the United States?— I have not had an opportunity 
of pondering on this. It is another question not included 
in your questionnaire, but looking at it broadly, I should 
be inclined to agree the American rule was correct when 
you put it to me like that. 



1754. I will not trouble you further on this, but might 
I ask when the Association is putting in the neplies under 
head B that they might arrange for someone to look at 
the American system and let us know whether they 
think it appropriate for adoption here, and secondly, what 
their views are one way or the other on the point as to 
making it obligatory for accounting purposes vis-h-vis 
credit and shareholders if it is permitted for tax?— We 
shall be very glad to do so. I am conscious in this last 
exchange of having contradicted myself, but when 
I see the record and read your questions in a fuller sense 
than I understood them, I shall be able to think it over 
and reply at leisure. 

1755. Mr. Carrington : Would your colleagues consider 
it and put a note in under Head B. I think we shall 
find it helpful. I do not think I have any more questions. 

Mr. Millard Tucker: Thank you, Sir William, Mr 
Ensor and Mr. Manning Dacey for coming. 



The witnesses withdrew. 
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TERMS OF REFERENCE 



“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages : to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer : to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community : and to make recommendations consistent with main- 
taining the same total yield of the existing duties in relation to the national income.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, of could it be improved, in relation to : — 
(a) incentives, 

ip) risk bearing, 

(c) encouraging savings, 

id) the control of inflationary or deflationary tendencies, 

(<?) the balance of payments, including the inflow and outflow to and from this country of 
capital for investment, 

( j ) its effect on the distribution of personal incomes, 

{g) other economic and social objectives? 

These questions can be considered in relation to the taxation of : — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 

altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to : — 

(а) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

(б) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. ( a ) Are there any kinds of profits or income which are not charged but should be ; or which 

are charged but should not be? In particular — 

(6) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Ts the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allow- 

ances, reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggrega- 

tion ; ( b ) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MINUTES OF EVIDENCE TAKEN BEFORE 

the royal commission on the taxation of 

PROFITS AND INCOME 
SEVENTH DAY 

Friday, 23rd November, 1951 

PRESENT: 

Mr. J. Millard Tucker. K.C. (in the Chair ) 



Mrs. Vera Anstey, D.Sc. 

Mr. H. L. Bullock 

Mr. W. S. Carrington, F.C.A. 

Mr. W. F. Crick 

Sir Harry Gill, J.P. 

Mr. J. E. Greenwood 

Sir Geoffrey Heyworth 

Mr. H. N. Hume, C.B.E., M.C. accompanied by 

MEMORANDUM SUBMITTED BY 

1. I have been invited to give evidence on the contention 
of Industry’s spokesmen that current rates of taxation 
result, in current conditions, in the withdrawal through 
taxation of capital resources, with a resulting diminution 
of industry’s capacity for production. 

2. My qualifications to speak on this matter are largely 
bound up with my experience as Chairman of the 
Charterhouse group of companies. In this connexion it 
may be recorded that since 1946 The Charterhouse Finance 
Corporation has sponsored 65 share and loan capital 
transactions involving a total of £28,356,256, of which 
£11,315,914 represents the provision of new capital for 
industry ; and that since 1935 Charterhouse Industrial 
Development Company has, as a principal, invested 
£4,839,671 in 64 companies which appeared to merit new 
capital not available to them through normal market 
channels. We maintain our association with the com- 
panies which we have sponsored and keep in intimate 
touch with those in which we are interested as principals. 

In addition, we carry out many investigations which do 
not lead to business. From all of this, we have built up 
a considerable knowledge of the financial problems facing 
industry. 

3. I am convinced that industry is being deprived 
through taxation of part of its essential capital. I do not, 
however, subscribe to the view that this is the result solely 
of high rates of taxation. I consider that monetary infla- 
tion is the basic factor involved ; and that the difficulties 
to which it alone would in any event give rise are greatly 
intensified by the taxation at high rates of “ profits ” 
arrived' at without regard to the effect of inflation on the 
accounting principles normally employed in assessing them. 

The effect of monetary inflation on net current assets 

4. In a manufacturing company, the minimum re- 
quired working capital bears a reasonably constant rela- 
tion to rate of monetary turnover. Inflationary increases 
in costs and prices therefore require that additional 
working capital be provided even in the absence of any 
increase in the physical volume of production. 

The only internal source of such additional capital 
is retained profits — failing a sufficiency of which (or 
of previous free cash reserves), either new capital must 
be introduced from external sources or the physical 
volume of production must diminish. 

The effect of monetary inflation on fixed assets 

5. Wear and tear and allied allowances are intended 
to enable companies, before being assessed to tax, to 
provide for the replacement of plant. The allowances 
are m the majority of cases limited to the historical cost 
oi the items concerned. 



Mr. J. R. Hicks, F.B.A. 

Mr. N. Kaldor 

Mr. W. J. Keswick 

Miss L. S. Sutherland, C.B.E. 

Mr. G. Woodcock 

Mr. E. R. Brookes ( Secretary ) 

Mr. D. G. Daymond. ( Assistant Secretary ) 

Mr. W. R. L. Warnock; called and examined. 
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In a period of inflation, actual replacement cost ex- 
ceeds historical cost. The excess represents an increase 
in the amount of money which must be invested in 
the fixed assets required merely to maintain the existing 
physical volume of production. Again, it can only come 
from retained profits or from new capital. 

Taxation rates and accounting principles 

6. In the economic sense, a company cannot be said 
to have made a profit out of its operations unless full 
provision has been made for maintaining, and, in due 
course, replacing the fixed assets which it requires to 
sustain an undiminished physical volume of production. 

Fixed assets cannot be employed without their attend- 
ant clothing of stocks, work in progress, debtors and 
creditors. As in the case of fixed assets therefore, it 
is necessary to provide for the replacement of current 
assets before a figure, of economic profit is arrived at. 

In a period of inflation such maintenance and re- 
placement requires, as we have seen, increased 
monetary investment under both heads. This is now 
fully appreciated by the leaders of industry and by 
their professional advisers. No generally acceptable 
accounting method has yet been evolved to meet this 
requirement. It is in the majority of instances provided 
as far as possible by the retention of a high proportion 
of “ distributable ” profits. 

The calculation of profits for tax assessment purposes 
takes no account, however, of inflation’s effects. As a 
result, taxation is levied on “profits” which cari only 
'be translated into cash during a subsequent deflation 
— or by a reduction in physical output. 

7. The inherent factors involved are not new. But the 
current combination of sharp inflation and of company 
taxation involving upwards of 50 per cent. . of assessed 
profits is new. And it is obvious that failure to admit 
the validity of the . economic definition of profit becomes 
progressively more serious as inflation and rates of taxa- 
tion mount. The first increases the gap to be bridged ; 
the second reduces the amount of available retainable 
taxed “ profits ” out of which companies can, from their 
internal resources, contribute towards bridging it. 

8. I have prepared and attach as Appendix A to this 
letter a five year history of a hypothetical manufacturing 
company illustrating the effects of the above factors in 
current conditions. The assumptions on which the illustra- 
tion is based are set out at its head and are, I think, 
entirely reasonable. It will be seen that the following 
points arise : — 

(a) An aggregate “ profit ” of £146,522 is made subject 
to depreciation of fixed assets. 

The comparable figure in the absence of inflation 
would have been £120,000. 
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(by After providing for annual dividends equivalent 
•to 6$ per cent, per annum gross on the employed capital 
at the commencement of the five years, for depreciation 
and for taxation, the amount retainable out of this 
£146,522 is £27,154. 

In the absence of inflation it would have been £14,025. 

(c) Of the total taxation charged (£66,868) £24,664 
arises from the inflationary increase (from £80,000 to 
£128,841) in the cost of an unchanged physical volume 
of stock. 

( d) The net amount employed in financing stocks 
and net debtors is increased, in step with the monetarily 
inflated turnover, from £100,000 at commencement to 
£161,051 at the end. 

In the absence of inflation, no increase would have 
been necessary. 

(e) This increase of £61,051 is financed as to £8,897 
by way of net increase in future tax liability over cash 
available to meet it ; as to £27,154 out of retained 
profits ; and as to £25,000 by the application as working 
capital of the depreciation allowances which should be 
held available in cash for replenishing worn-out plant. 

(/) It is apparent that as and when the depreciation 
of the fixed assets reflected in the assumed depreciation 
charges of £25,000 requires to be made good by replace- 
ment, fresh capital will have to be raised for the purpose. 
As the £25,000 is a proportion of a money cost in- 
curred prior to the inflationary period postulated, 
replacement will clearly call for the investment of a 
greater sum. 

In the absence of inflation, the depreciation charges of 
£25,000 would have resulted in an equal increase in 
cash resources, as would have the £14,025 of retained 
profits. Inflation has therefore worsened the company’s 
immediate cash position by £39,025 plus the excess over 
£25,000 of the cost of replacement of the depreciated 
fixed assets. 

9. I cannot see that any un-biased consideration of this 
whole problem can fail to conclude that the factors which 
I have outlined and illustrated operate to a greater or 
lesser extent in every capital-employing company today. 
I am aware that my arguments would carry more imme- 
diate conviction if they could be supported by a composite 
table of the figures of a number of actual companies. But 
the impact of inflation and all that goes with it varies 
so greatly even between companies in the same trade 
(because for example of differing dates of purchase of 
basic plant or differing “ gearing ” of loan and share 
capital) that such composite figures could only be put 
forward as the result of accountancy and statistical 
analysis far beyond the resources available to me. Even 
then, the attempt to eliminate for purposes of comparison 
the elements of increased production and productivity 
per se could only be theoretical ; and these elements are 
inherent in the majority of the companies with which we 
have been or are associated. I do, however, attach as 
Appendices B-E the figures of 4 actual companies for 
representative periods. These have been selected for 
absence of extraneous obscuring factors and they are to 
that extent un-representative ; but they do throw up the 
trends discussed. 

10. As I have stated, it appears to me inescapable: — 

I. That inflation of itself requires the provision of 
increased fixed and net current asset investment if 
physical productivity is to 'he maintained, and 

II. That current taxation practice causes tax to be 
levied on “ profits ” which include unrealisable inflation- 
ary stock and net debtors increments and which are 
struck before providing for maintenance of fixed asset 
productive capacity. 



[Continued 



11. The extent to which individual companies can 
increase investment under I from within must vary widely • 
but current high rates of taxation levied as in II clearly 
restrict their ability to do so. 

12. In the hypothetical example the assumptions barely 
permit the necessary increase in working capital from year 
to year at the expense of plant replacement reserves. In 
the Economic Survey for 1951,* Table 23, Profits, Depre- 
ciation and Other Income are apparently taken at between 
£m.5,000-6,000 of which some £2,000 m. will, by com- 
parison with 1950, apparently arise in the form of com- 
pany and public corporation profits. Table 26 estimates 
Stock Appreciation in companies and public authorities in 
1951 at £700 m., giving a ratio to profits of about 3:1. 

The comparable aggregate figures in the hypothetical 
example are £146,522 and £48,841 respectively— a similar 
ratio. It would thus appear probable that my example 
is in this respect representative of overall national 
experience. If reference is made to paragraph 8 of this 
memorandum, it will be seen that the taxation arising 
on stock appreciation, £24,664, is approximately equal to 
that part of the inflationary increase in working capital 
not capable of being provided out of retained profits or i 
deferred taxation payments. It seems not unreasonable 

to assume that this is substantially the recent experience 
of British industry as a whole. 

13. No comparable calculation is to my knowledge 
possible in connection with fixed asset replacement. j 
According to Table 24 of the Survey, however, gross fixed 
investment has run at about £2,000 m. per annum for I 
some years compared with depreciation allowances of 
about £1,000 m. per annum. It is difficult to avoid the 
conclusion that the bulk of the difference represents 
excess replacement cost. 

14. If the conclusions arrived at in these last two para- 
graphs are even approximately accurate, and failing alle- 
viation of the position by effective reduction of the overall 
weight of company taxation, I am driven to the further 
conclusion that the full cost of replacement of industry’s 
fixed assets will require sooner or later to be financed by 
the introduction from outside sources of fresh capital. 
This I consider to be objectionable in that each injection 

of fresh capital increases the absolute amount required I 
to be paid away in interest or in dividends and, owing 
to the incidence of Profits Tax, in taxation — whereas the 
whole of my evidence is to the effect that while retainable 
“profits” in the accepted sense rise with inflation, they 
do not and cannot rise fast enough to provide for the 
maintenance of the fixed and current assets which together 
constitute the first of the three factors — capital, manage- 
ment and labour — which in themselves constitute physical 
productive capacity. 

15. I stated in the first place that I did not subscribe 
to the view that high tax rates were the source of the 
trouble — which I have endeavoured to show as originating 
from monetary inflation aggravated by an un-economic 
form of taxation accounting and high taxation rates. I 
would now qualify this to the extent that high company 
taxation is itself clearly inflationary. Profits are, where 
possible, increased to provide the resources to combat 
inflation. Taxation takes the bulk of the profit increment. 

The balance is insufficient and new capital must be raised. 
Higher interest or dividends and profits tax charges have 
to be paid away, inflation’s effects continue, profits must 
again be increased — and so on, all from an un-increased 
volume of production. With that one proviso, however, 

I assume that the responsible authorities are containing 
inflation to the best of their political and technical ability. 

I think it extremely unlikely that professional accountants 
will in the immediate future evolve a fresh technique 
applicable to inflationary conditions and acceptable to the 
taxation departments. Believing as I do that the problem 
is vital and urgent, I therefore see no alternative but to 
tackle it immediately by reducing in appropriate cases the 
effective weight of company taxation. 

*Cmd. 8195. 
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1756. Mr. i Millard Tucker: Mr. Hume, the Com- 
mission are very much obliged to you for all the trouble 
you have taken in preparing this paper, particularly be- 
cause you have given us actual figures. There are just 
•one or two points I would like (to go over with you. 
Have you got your own figures before you? — Mr. Hume : 
Yes Sir. 

1757. Before we look at the figures, I have just picked 
out of your paper two sentences which seem to me to sum 
up your point of view. You are dealing of course in this 
paper mainly with this troublesome question about re- 
placement cost and allowances for replacement cost, are 
you not? — Yes. 

1758. And you have read the conclusions of our first 
Committee* on this point? — Yes. 

1759. You may remember that what we suggested was 
that the real trouble was that the rate of tax was much too 
high, that is to say, too much is being taken out of the 
'business in the form of tax to enable the business to have 
enough left to finance its own development in a period of 
inflation. — That is so ; that is my own view too. 

1760. You say here, in the third paragraph, “ I do not, 
however, subscribe to the view that this is the result 
solely of high rates of taxation ”. The emphasis there 
is I think on the word “ solely ”, is it? — It is. 

1761. Because at the end of the paper you come back to 
the point and say that you did not subscribe to the view 
that high tax rates were the source of the trouble but you 
endeavoured to show that it was originating from 
monetary inflation aggravated by an uneconomic form of 
taxation accounting. — Yes. 

1762. And the uneconomic form of taxation accounting 
is purely this question of depreciation allowances on 
historical cost as against depreciation allowances on re- 
placement cost, is it not? — That is the case as far as 
fixed assets are concerned. Then of course there is the 
other question of current assets, stock, which might have 
to be subjected to a slightly different treatment. 

1763. Yes, I gather that. Youthen refer us to your first 
illustration in actual figures which is your Appendix 
“ A ”. You begin with a number of assumptions to which 
I will refer in a moment and your conclusion upon that 
is in (/) of paragraph 8. It is the second paragraph of (f) 
I want to take up_ with you. You say that in the absence 
of inflation in this hypothetical business, the depreciation 
charges of £25,000, that is over the five years, would have 
resulted in an equal increase in cash resources, as would 
have the £14,025 of retained profits. Inflation has there- 
fore worsened the company’s immediate cash position by 
£39,025 plus the excess over £25,000 of the cost of re- 
placement of the depreciated fixed asset’s. What I under- 
stand you to say is that you have demonstrated by this 
example that, as a result of inflation plus the uneconomic 
form of tax accounting, this business should have had at 
the end of this five year period £25,000 more in cash plus 
an extra amount of cash to cover the increased cost of 
replacing the fixed assets.' — No, if I understand it rightly, 
this is the position : but for inflation this company which, 
as you will see, begins with £6,000 cash would at the end 
of the period have been able to retain £25,000 plus 
£14,000, £39,000. In other words, that cash item at the 
end of the line but for inflation would be £39,000 plus 
£6,000, say £45,000. The point that I am trying to make is 
that it has not got £45,000 ; it is unable to finance the 
replacement of fixed assets in this example, it is merely 
able to keep going with its existing assets. 

1764. Yes. You are looking now at the beginning of 
the year 6 which is the same thing as the end of year 5, 
are you not? — Yes. 

1765. And you say the cash figure there should have 
been £27,409 instead of £2,409. — ‘Perhaps Mr. Warnock 
who is an accountant, Mr. Chairman, might explain the 
figures better than I. I, as you already know, am no 
accountant, I have even less knowledge of taxation and I 
am certainly not an economist. I feel very diffident at 
appearing before you at all. Mr. Warnock is a chartered 
accountant and I hope he will be able to explain the 
figures. In fact he was responsible for preparing this table. 
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1 766. Perhaps I had better address my questions to 
him.— Mr. Wtarnock: Shall I continue, Mr. Chairman? 

• L 76 7’- Y “-T h e P°, int we were trying to illustrate here 
IS , . ^ * n “ u ?. example under the hypothetical conditions 
which head it, this company starts off with £6,000 cash 
which is, as you will see, exactly equal to its future tax 
fitll ? hes up under these hypothetical conditions 
with £2,400 cash and a future tax liability of £11,000 odd. 
There is an obvious loss of cash there. Separately both 
at the end of this Appendix “ A ” and in the second part 
of paragraph 8 (f), we tried to state what would have 
happened had the hypothetical conditions not existed in 
so far as they are brought about by inflation, and we have 
worked out that the company in these non-inflationary 
conditions would, in fact, have finished up with cash to 
the amount of £45,025 made up of the £6,000 with which 
it started, the depreciation allowances of £25,000 retained 
for 'the sake of the hypothetical example in cash, and the 
retained profits of £14,025, which last is built up of five 
years equivalent to the first year shown in the example. 

1768. I follow. — So that in non-inflationary conditions 
it would, at the end of this five year period, have had 
£45,000 in Cash compared with the position shown under 
the inflationary conditions which you have in the ex- 
ample. In addition, under the inflationary conditions, 
it has at some time to replace this plant ; the replace- 
ment cost equivalent to the depreciation allowances of 
£25,000 will not be £25,000 but something vastly greater 
because of inflation. That is the point we are trying to 
draw out here. 



1769. I see. The accuracy of that conclusion depends 
to some extent, does it not, upon whether the cash figure 
of £2,409 is the right figure in this calculation? — 
Certainly. — Mr. Hume : But it is the right figure in this 
calculation. 



1770. In this calculation it is the right figure?— Yes. 

1771. I am just wondering whether it is. I just want 
you to help us if you would. The first part of this 
hypothetical company’s affairs is set out in its balance 
sheets. Mr. Warnock, I think probably you will have 
to answer these questions rather than Mr. Hume because 
you prepared the table. You give the balance sheet at 
the commencement of each of the five years. In the 
beginning of year 1 we start with fixed assets £50,000, 
stocks, trade debtors, cash, and we deduct the trade 
creditors, giving the net liquid assets or current assets 
£106,000. Then there is future income tax ; on what 
profits is that future income tax payable? — The first 
figure of future income tax of £6,000 is presumed to be 
payable as the result of the previous year’s profits which 
are not shown here. 



1772. It is really the future income tax payable on 
profits of the year minus 1? — Mr. Warnock: Correct. — • 
Mr. Hume : This is not an illustration of a new business 
formed in the year 1, it is five years out of the life of a 
business. 



1773. Quite, I just wanted to get that clear. Now we 
look underneath at the actual results of the year. Your 
turnover is £240,000 and you earn, before you charge 
depreciation on that turnover, £24,000; I follow that. 
Now wear and tear means that the company has made 
a reserve for depreciation out of these profits of £5,000. 
— 10 per cent, on the fixed assets. 

1774. Yes, and then there is taxation on the year’s 
profits, which is profits tax.— Mr. Warnock: Profits tax 
and income tax. 

1775. Yes, and the net dividend which you pay out in 
cash of £5,500, and that reduces your retained profit to 
£2,805. Now, that is what happened during year 1. — 
Yes. 

1776. So that you begin year 2, looking again at the 
balance sheet figures, with an increase in your net assets, 
or your employed capital as you describe it there, of 
£2,805, which is the amount of the retained profit from 
the previous year; that is right, is it. not? Correct, yes. 

1777. That is how all these figures year by year are 
made up? — Yes. 

177.8. Taking your hypothesis of year 2 you have to 
treat your stocks as being £88,000, your trade debtors 
as £44,000, your cash then goes down to some extent, your 
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trade creditors go up by their 10 per cent, too, and so 
really that cash of £4,600 is a balancing figure?— It is 
the figure with which you would be left, Sir, if you were 
running this business under the hypothetical conditions 
stated. 

1779. What puzzles me is that if in the year 1 you have 
made a profit of £24,000, before anything happens to the 
profit you will have assets representing that profit, will 
you not? — And certain liabilities, Mr. Chairman, accruing 
tax ... . 

1780. Yes, but before dealing with any question of 
payment out of the profits anywhere you will have had 
£24,000 increase in yoqr assets? — Yes. 

1781. Now £10,695 of that goes in tax?— Yes, taking 
the future tax as “ going ” in your sense. 

1782. Your reserve for tax. £5,500 is actually outgoing 
as dividends. — Yes. 

1783. What happened to the £5,000 worth of assets 
represented by the reserve for wear and tear?' — If I can 
go back just one stage you will see that as between years 
1 and 2 the amounts sunk in the same physical volume 
of stock as before ex-hypothesis, trade debtors represent- 
ing the same physical volume of turnover as before 
ex-hypothesis, and conversely the creditors which are 
deducted, the net increase as between the two periods is 
£10,000. That is cash drawn out of this business in one 
case in the form of stock and in another case in the form 
of debtors less book creditors. It is drawn out by the 
process of inflation, and it is drawn out of cash. So that 
the cash which as you stated is available by making a 
profit, before wear and tear, of £24,000 has had removed 
from it the sum of £5,500 for dividend ; £10,000 which 
we have just discussed as being the net increase in stocks 
and debtors less creditors, that makes £15,500. The 
profits tax which, in theory at any rate, is payable on 
the day after the last day of the period and is treated 
here as payable on the last day of the period, must come 
to some £2,000: that I think adds up to £17,500. We 
have a retained profit of £2,805 which brings it to some 
£20,000. Off-hand, I cannot tell you what the remainder 
is, but it is not in the form of cash. 

1784. This £5,000 that you have reserved out of profit 
will be represented by some assets or other ; it does not 
matter what the assets may be, cash or otherwise. — The 
wear and tear of £5,000, certainly, yes. 

1785. Comparing year 2 with year 1 where has that 
£5,000 disappeared to? — It has been sunk in the current 
assets. 

1786. But surely not.— Mr. Hume: The £80,000 has 
glone up to £88,000 and the £40,00 has gone up to 
£44,000, that is a £12,000 increase in itself. 

1787. But look at the net position at the beginning of 
year 1 and at the end of year 1. You began with 
£150,000, you end up with £152,805, the increase being 
a retained profit, but the £5,000 is also a retained profit. 
— Mr. Warnock: It is certainly retained, but not in the 
form of cash.— Mr. Hume : We have dealt with that by 
taking it from the fixed assets. We could have left 
the fixed assets as a constant and put in that £5,000 
elsewhere; it still would have been £5,000 non-cash. 
— Mr. Warnock: If you would care for me to take the 
time, I can assure you the cash positions between each 
successive year in this example have been worked out 
exactly in accordance with the cash transactions that took 
place. You will find that each year you are paying the 
previous year’s income tax apart from anything else. 
It is a. lengthy process, but it has been done, and I am 
sure if you submit it to the same process you will arrive 
at the same result as we have arrived at here. 

1788. I quite agree, but you have made that £5,000 
disappear merely by altering the book figure of the fixed 
assets. — I am sorry, but I do not follow what you are 
getting at. 

1789. I am checking this cash figure because my own 
experience has been the contrary to this in a practical 
case which is very nearly like it in which the cash has 
gone up. If, starting at the year 1, you earn £24,000 
worth Of profits in that year your assets will go up by 
that amount, will they not?— Yes, until you take some 
other action. 



1790. Until you take some other action. £24,000, 
taking it by stages, represents at that stage an increase 
in the net assets of that company, does it not? Yes. 

1791. Making them £174,000?— Yes. 

1792. Now, what actually goes out in the form of cash 
is only £16,195.-1 presume, in arriving at that figure, 
you are adding the taxation on the year’s profit to the 
net dividend? 

1793. I am taking your own figures, Mr. Warnock, that 
the taxation £10,695 and the net dividend absorbed 
together £16,195— That is so, but I would point out that 
only part of taxation disappears in that year in cash. 

1794. Yes, all right, I do not mind that, but you have 
assumed in this illustration that you have paid it out. 
You may say you will not in fact have done so, but it 
is one of your assumptions. — I do not wish to contradict 
you directly, but we have not assumed we have paid 
out in the year 1 the income tax arising on that year. 

1795. No, that is not what I am saying. You began 
that year with a liability of £6,000, being the income 
tax payable on the profits of the year minus 1. — Yes. 

1796. You have profits tax to pay on the profit of the 
year 1 and together I gather they come to £10,695. — 
The £10,695 is profits tax and income tax on a profit of 
£19,000, that is to say £24,000 earned before depreciation, 
less £5,000 depreciation. 

1797. I follow. All right then, in that event we ought 
to start off with showing part of that taxation as a 
liability and the amount to meet it in the company’s 
coffers. — I think we have done so in the year 1 here. 
You will find we start off with the assumption that the 
future tax liability, to use an accounting term, is £6,000 
and there is exactly that amount of cash available in the 
company to meet it. That was intentional. 

1798. What I am checking is the actual asset position 
at the beginning of the year 2, the end of the year 1. 
Unless you have actually paid your income tax on the 
profit of the year 1 during that year, and unless you 
paid your profits tax during that year, you would have 
the cash in hand to meet it? — Yes. 

1799. So what I say you have assumed in the bottom 
half of this illustration of the year 1 is that you have 
paid your income tax on the profits of the year 1. — 
Mr. Hume: No, that is where you are wrong. You have 
paid the £6,000 which is up above. 

1800. It seems to me that makes your illustration worse, 
if that is right. — Mr. Warnock: Mr. Hume is correct. 
We have tried to follow through in this broadly what 
happens, and what happens is that you pay in year 2 
the income tax arising from the profit of year 1. That 
is the basis on which this illustration is drawn up. While 
we have been talking, Mr. Chairman, I have very quickly 
jotted down a few figures ; they may help. We start off 
in .year 1 with £6,000 cash, and we make profits during 
that year of £24,000, as you stated. You are seeking, 
as I understand it, to find out where that £24,000, which 
is presumably in cash at one stage, but not continuously, 
has gone. I would like to suggest in the first place that 
a net amount of £10,000 has been sunk in increased stocks 
and debtors less increased creditors. Secondly £5,500 
has been paid out in dividend. Thirdly, £6,000 has been 
paid out in respect of last year’s income tax, and fourthly, 
we agreed that £2,805 is retained. In addition to that 
there is profits tax to the tune of £1,900 I think on these 
figures. 



1801. Mr. Carrington: Are you right on that point? 
I think that is where you have gone wrong. — Mr. Hume : 
Extra profits tax on the £5,500 has been added. — Mr. 
Warnock: I think Mr. Carrington has 'been kind enough 
to work out these figures, but the first four 1 mentioned, 
increase in net stocks and debtors, the dividend, the pay- 
ment of last year’s income tax and the retained profits 
together come to £24,305 either paid out or sunk out of 
cash. 



1802. Mr. Kaldor: May I ask a question on this .point? 
I think I see where the trouble is, if I am right about 
this net amount of £10,000 sunk in stocks, etc., in your 
illustration. The £24,000' is earnings in the sense that it is 
excess of receipts from the sale of goods during the year 
over purchases. Is that right?— No, it is not right. It is 
the excess of receipt? from the §ale of goods over the year 
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over the cost of these .goods based on historical cost 
figures, not based on what has been paid for the replace- 
ment of these goods in the year. That is one of the 
difficulties. 

1803. May I just ask one or two more questions. You 
mean that £24,000 is not the difference between what the 
firm actually received and what the firm actually spent 
on the purchase of goods during the year? — It would be 
most unusual for the circumstance which you have postu- 
lated to occur. If a company carries stocks, as all manu- 
facturing companies must, then in a period of rising prices 
it will pay out in any year, for the replacement of these 
stocks which are sold, more than the “ cost ” of the stocks 
which are sold. The profit is calculated in present condi- 
tions on .the excess of receipts in the year over the cost 
of goods in a previous period. In an inflationary period 
that cost is clearly less than -what has to be paid out 
now. 

1804. Then that example assumes that the margin of 
profit on turnover is decreasing with inflation ; yet you 
say it is always assumed to be 10 per cent. Either you 
must assume that this £24,000 is receipts minus sales 
during the year and then, in order to get the profit, 
iyou have to add to it the increase in the value of the 
stocks, or this £24,000 represents both items taken together, 
receipts minus sales during the year plus an increment 
in the value of stocks over the year. Then the reason 
why this calculation is wrong is because profit as a per- 
centage of turnover is continually falling. Otherwise, with 
the rise in stocks, the amount earned before depreciation 
has to rise more than in proportion to the rise in turn- 
over. That is I think why this cash problem arises. 

1805. Mr. Millard Tucker'. Take your first line of the 
balance sheet. You have assumed in this that every 
year your fixed assets are £5,000 a year less than they 
were in the .preceding year. In fact you know there is 
no outgoing of £5,000 at all in respect of fixed assets. — 
We did not mean to suggest that there was, if by outgoing 
you mean an outgoing in cash. It is stated I think several 
times through .the memorandum, particularly in para- 
graph 8 if) which we were looking at, that the effect 
of depreciation charges or wear and tear, or whatever 
you like to call them, should be in normal circumstances 
to allow the business to accumulate cash equivalent to 
their exact amount. That is a normal accounting concept. 

1806. But Mr. Warnock, what I am suggesting is that 
■in the second year, if your figures of the first year 
are what you assume them to be, your cash instead of 
being only £4,600 will be £9,600. — That is not the case. 
The extra £5,000 which you are talking about will, among 
a multitude of other transactions, have been sunk in 
the extra current assets required to keep this business 
going at the same physical level in each year. 

1807. You have set out all those assets here, there 
are no other assets you have in mind, are there? — Mr. 
Hume: May I mention this. Supposing we kept that 
first item £50,000 throughout. There is then on the 
liability side to make the balance sheet balance £5,000 
to be injected, and it is, is it not, depreciation reserves? 

1808. But it must be represented by an asset. — But 
you still have a balance ; if you add £5,000 to one side 
you have only to add £5,000 to the other and you are 
balanced. 

1809. Mr. 'Hume, are you not confusing the credit 
balance on the profit and loss account with the assets 
which represent it? If, instead of putting your figures of 
£50,000, £45,000, £40,000 and so on you cross those out 
and put the word “ plant ” and then look at your actual 
assets, I suggest you will find that your cash increases 
at the rate of £5,000 per annum and you will end up 
with £27,409 instead of £2,409. — Mr. Warnock : Mr. 
Chairman, having had an opportunity of doing a quick 
calculation while Mr. Hume was replying, I think we 
can now settle this cash point for you. Referring to 
year 1, we start, by hypothesis, with £6,000 . . . 

1810. That immediately goes away.— 'Might I just run 
through this to show how I see it? We start off with 
£6,000 in cash. During the year the net cash trans- 
actions on debtors, stock and creditors increase the amount 
sunk out of cash into those assets by £10,000 ; that is 
to say, in the first year we have £80,000 of stocks plus 
£40,000 of debtors less £20,000 of creditors, in the second 



year we Have £88,000 £44,000 and £22,000 respectively, 
and the net difference there is £10,000. That has to be 
found from somewhere this relates to Mr. Kaldor’s point 
ls , ca , Sh “verted into assets of anMher 
form, so that in effect, we have to spend that £10,000, 
*.? ?‘ art , off J? 1 . th :, Secondly we say we pay out £5,500 net 
dividend. Thirdly we have to pay last year’s income tax 
which we take at £6,000. Fourthly we^ave to pfy this 
years profits tax, and Mr. Carrington has put me on the 
right line there ; it is not only £1,900 undistributed profits 
tax, there is also £2,000 worth of distributed profits tax 
™g the dividend ; those two together coming to 
£3,900. If you add up the figures which I have just given 
you you will find they come to £25,400, as against which 
behave made a profit on a normal accounting concept of 
£24,000, so that somewhere, on your own statement 
! ha l. t hn P . rofit J Ca 1 me in P cash at one sta 2 e and amounts 
to £24,000, and that we have paid out in cash in one form 
or another £25,400, I think you will agree that £1,400 
net goes out in the form of cash. 



1811. Yes. That happily corresponds to the difference 
between our opening and closing cash balance, £6,000 
and £4,600. I must apologise for taking so long to get 
at it, but we did not expect to be pinned down to the 
detailed figures making up this Table. 

1812. Is it not rather odd that each year your net assets 
increase 'by the amount of retained profit exactly, but in 
addition to that retained profit of £2,805 in the first year 
you have also retained £5,000 worth of profit to become 
a depreciation reserve? Both the £2,805 and £5,000 will 
be represented somewhere in the assets ; I do not care 
where it is, but they will be there somewhere will they 
not? — Undoubtedly. They are in fact sunk in stocks and 
debtors. 



1813. Therefore I suggest that comparing the year 1 
balance sheet with year 2 the increase should not be 
£2,805, but it should be £7,805. — Mr. Hume : No, Sir, 
I think we should have made this illustration clearer 
if we had kept that top line at £50,000 throughout and 
■had gradually injected immediately underneath it “less 
|depreciation reserve” which had built up £5,000 each 
•year until of course in the year 6 it would be £50,000 
in line 1 less £25,000 in line 2, and throw out £25,000. 
That would have illustrated rather more vividly what we 
are trying to put. 



1814. Mr. Hicks: I have been worried about these 
figures because we are not really shown in this table any 
basis of comparison. The first year as shown is already 
a year apparently where the inflation has started. The 
balance sheet shows the position at the beginning of the 
year followed by the position at the end of the year or, 
I think it is the same, the beginning of the second year 
and there is already inflation in that state of affairs. 
Would it be possible for Mr. Hume or Mr. Warnock to 
go back, let us say, to the year 0, assuming there is no 
inflation in year 0 at the beginning of the series so that, 
apart from the normal course of business, there should 
be no changes between the position at the beginning and 
at the end of the year. Could we be told what is im- 
plied in these figures about the trading accounts in par- 
ticular of that year 0?— The year 0 you call the year 
before the year 1? 

1815. The year when there was no inflation.— The 
figures would be the same as in year 1. — Mr. Warnock: 
Yes, they would. The inflation point is quite immaterial 
as regards the hypothetical profit and loss account which 
is shown here as being that of year 1. The assumptions, 
Mr. Kaldor is shaking 'his head, but the assumptions are 
that we make a net profit subject to wear and tear of 
10 per cent. 

1816. You do so whether or not there were . . .— 
We assume that that is what this company does on its 
turnover. 

1817. Mr. Kaldor: There is something wrong here 
If a company holds stock and prices are rising it must 
make a profit on its stock-holding.— Yon might think so^ . 
but we do not.— Mr. Hume : Perhaps yon would like 
to look at illustration “ B ’ which is a real live com- 
nanv trading from dav to day. The stock and debtors 
has gone up from £116,000 to £395,000, and the profit 
has gone down. 

1818. May I clear up these assumptions before we 
come to another example? What » the assumpti on under- 
lying your hypothetical example? You take me profit 
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always at 10 per cent, of the turnover of the year in 
each year, that is your basic assumption? — Mr. Warnoek : 
Correct. 

1819. Either you assume that the profit is 10 per cent, 
of the sales, which means that not only is a profit made 
on the sales but that you also have to add the profit 
made on stocks, the increase of value of the stocks for 
the year, to get the profit for the year; or else, if you 
assume that the profit shown there is the joint result 
of profits made from sales and profits made from the 
increase of values of stocks, then you are assuming, are 
you not, that this particular company makes a smaller and 
smaller profit on its sales each year, and that is the whole 
point. If you say it makes a constant per cent, profit on its 
sales then when prices rise its profits must rise more 
than in proportion to its turnover because there is also 
an increase in the value of stocks. If you take cash as 
the residue, this method is illegitimate because you can- 
not derive from your method how much the cash will 
be until you know what the profit will be, but you do 
not know what the profit will be until you know the 
difference in value of the assets between the beginning 
and end of the year. You are trying the derive the cash 
position as a residue which you cannot do by this method 
because you cannot tell what the profit is. 

1820. Mr. Hicks: I think Mr. Kaldor is not speaking 
the same language as Mr. Hume and Mr. Wamock, but 
might I ask substantially the same point in another way. 
Would you consider in the year 0 when, by 'hypothesis, 
there was no inflation, the turnover would be the same 
as in year 1?— Mr. Warnoek: Yes. 

1821. With prices rising during the year, and you do 
not .get any larger volume of sales?— Mr. Hume : There 
was no inflation in that period.— Mr. Warnoek: The 
overriding hypothesis is that we make a 10 per cent, 
profit on turnover. I will grant you that in so far as 
£240,000 is, as it were, the average which occurred during 
year 1, that being a year of inflation, one would expect 
in the previous year to have a lower turnover ; that is 
your point, is if? 

1822. Yes, that is my point. — It depends of course on 
the rate of inflation. If the inflation takes place on the 
last day, it would be better ; if it takes place evenly we 
meet halfway, if it all takes place on the first day of the 
year. ... 

1823. Agreed— I grant you if we had gone back to 
a year before this it is probable that the turnover would 
have been less, but I think the figures will stand so 
long as we take the assumption always that there would 
have been a profit of 10 per cent. I think you are coming 
down to the fact that the retained profit figure, £2,805, 
would in fact have been smaller in the year 0 as you 
describe it, but not much smaller, £2,600 or something 
like that. It does not alter the argument, Mr. Hicks. 

1824. Mr. Kaldor: But you must take credit for the 
fact that the value of the stocks increases and that is 
part of the year’s profits? — Mr. Hume : I am not sure. 
You are working on the assumption that the price of 
stocks rises during the comparatively short period they 
are in ar trader’s hands, and he makes a fortuitous profit 
that way, that is your assumption? 

1825. He must. — I submit to you he does not always. 
The rate of net profit to turnover, despite the inflationary 
tendencies in real life if I may say so, and illustration “ B ” 
might be put forward as confirmation of it, does not rise 
in that way. The incidence of competition and other 
things makes it, in our judgment, unreal to assume a profit 
on turnover during the current conditions at much more 
than 10 per cent. This is a net trading profit subject to 
depreciation only. It depends on various factors ; if you 
have a very slow moving stock and a rapidly rising price 
level in that particular commodity, your argument is 
justified. If you have a fast moving stock in commodities 
which are not changing much in value the contrary is the 
case. This man is turning his stock roughly three times 
a year, so his average period of holding stock is four 
months. 

1826. But still if you assume that prices are rising con- 
tinuously throughout the year and on the average he is 
buying stock four months before he sells it, his profit must 
be augmented by the fact that the value of his stock 
rises?— That is a possibility. A man selling goods at 



fixed prices who does not alter his fixed prices is not 
able to take advantage of that We have submitted 
some real life examples to you because we hope that 
they will help you as to the determination of the validity 
of these theoretical arguments. Take illustration “C”, 
that Company’s net profit earned before depreciation ex- 
pressed as a percentage of turnover is in fact going down. 
The illustration in Appendix “ B ” shows the same thing. 
I do most seriously submit that in real life, if I may 
use that expression without giving offence, these theories 
do not hold good to the extent 'to which you gentlemen, 
who are theorists, believe. 

1827. I just wish to find out what the assumptions in 
your hypothetical case are. The profit margin is such 
that. . . .?— . . . he cannot jack his prices up more than 
10 per cent, each year. The profit margin is falling each 
year. 

1828. He jacks it up less and less each year. This 
10 per cent, is not a profit margin on the turnover, it 
also conceals stock appreciation in arriving at the profit 
figure? — I am prepared to say that that academically is 
the case. — Mr. Warnoek: I see the point Mr. Kaldor is 
getting at. I think he is misguided in getting at it because 
the reduction in what he calls net profit is before allowing 
for stock increment, or whatever you care to call it. The 
assumption that that net profit must be dropping in a 
hypothetical example is only true if the rate of inflation 
is itself increasing as a rate. If it remains steady at 10 
per cent, throughout the period concerned I do not think 
•there is any validity in the point at all. The increase in 
stock values to which you refer is taken into account in 
the hypothetical figures shown here. We have stated 
already that the stock shown at £80,000 in the first 
year is shown at £88,000 in the second for the same 
physical volume of stock. That reflects your rise in prices 
owing to holding it, and it does in fact give rise to this 
profit of £24,000. That is assuming a steady rate of 
inflation of 10 per cent, per annum. If that rate suddenly 
increased to a higher figure, let us say 20 per cent, per 
annum, in the course of the period we are considering 
I agree you have a point. We have postulated that it 
does not so increase, so I do not think your point is 
valid. 



it as your point that as a result of the inflation 
that company is in a worse cash position after five years 
than it would have been under exactly identical trading 
conditions if the inflation had not taken place. What I 
wish to say is that I think that result of yours false 
because you have assumed, not that the rate of inflation 
increases progressively, but that while prices are rising 
the margin of profit as a percentage of the selling price 
is smaller all the time than when prices are constant ; 
in other words, that the manufacturer not only does not 
pass on rising costs but he lowers his selling price while 
inflation lasts m relation to his costs. If you did make 
that assumption then the profit in the second year would 
be £26,400 plus £8,000 being an increase in the value of 
stocks, and when you say £10,000 cash had been sunk 
in the increase in value of stock, no cash would have been 
sunk because the profit would have been that much 
. That is the point I want to make, not that the 
rate of inflation is progressive.— Mr. Hume: I take it that 
you are not assuming that stocks are written up to market 
, 0ne “ ust f tiU maintain a valuation on the basis 
of the lower of cost or market price. 

1830 ' I ? ie . re a f e different years and prices have 
risen, that is what is reflected in your figures.— With 
great respect we must dissent from that view, and we 
put forward other appendices taken from real life which 
lend colour to our view. 

1831. Mr. Keswick: May I suggest we return to the 

dtW y ° U Were tryin « to establish, 

PcShiilw t X? ? i gures are correct or not correct. Having 
established that they are correct perhaps we could then 
deal with these theoretical points later on. I would prefer 
it if you would go on. piCier 

1832. Mr. Millard Tucker: I think we ought to make 

quite sure that we are first of all talking about the Tame 
things. Mr. Warnoek, would you just help me to T! 
the matter, perhaps it turns out that you are right but 
■I want to be satisfied about this, that k T~Mr 
Warnoek : Certainly, Mr, Chairman, ■’ 
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1833. I am taking your first year, that is the position at 
the beginning of the year?— Correct. 

1834. The figures in column 2 are the position at the 
end of the year?— Correct. 

1835. We have to assume, according to your hypothesis, 
that during the year a profit of £24,000 was earned. — 
Correct. 

1836. Taking it in stages, if a profit of £24,000 is earned 
during the year, prima facie the assets should be £24,000 
greater at the end of the year than they were at the 
beginning? — Mr. Hume : Mr. Chairman, I feel I ought 
to say this. You have two or three times said that 
columns 1 and 2 are one at the beginning of the year 
and one at the end of the year. They are in fact both 
at the beginning of a year and we are here making an 
assumption which I think you and I had to make the 
other day in another place that someone prepared his 
trading and profit and loss account, balance sheet and 
so on overnight, paid his dividend, paid his taxes and 
generally adjusted his situation at a speed, of course, 
which does not really happen. I think if you will take 
that into account then you will find that your £24,000, 
having accrued, is also paid out in considerable measure 
during that magic night when all these things happen. 

1837. But, Mr. Hume, you are anticipating my next 
question. I am taking it in a simple series of stages in 
this miraculous evening. We did begin by assuming that 
during that year £24,000 worth of profits was made and 
if nothing was paid out of them and nothing had to be 
paid out of them you would expect to find £24,000 worth 
of assets more than there were when you began the year, 
that is right, is it not? — Entirely correct, Mr. Chairman. 

1838. Now we cannot proceed on the footing that 
nothing is payable out of them. What is payable out of 
the profits, the assets representing the profits? As I 
understand it there is the taxation amounting to £10,695, 
is that right?— Mr. Warnock: No, Sir, with all respect 
it is not. 

1839. Is that where we differ? — It is one of the places. 
—Mr. Hume : It is less actually, £9,900.— Mr. Warnock : 
The tax paid out is £9,900 made up of the previous year’s 
income tax and the current year’s profits tax. 

1840. Income tax on last year’s profit and profits tax 
on the current year’s profits? — Correct. 

1841. £9,900. Will you put that down on a piece of 
paper? — I have it, Sir. 

1842. That means that your assets of £24,000 have been 
depleted and have now become £14,100, is that right?— 
I think we are going to get a little involved in a moment 
in a difference between assets and cash. 

1843. I am going to talk about cash separately.— Mr. 
Hume : That is correct as a mathematical calculation. 

1844. I am taking the whole of your assets together.— 
Mr. Warnock: May I make a point, Sir. In paying out 
last year’s income tax you have not in any way depleted 
your assets because you had a reserve for it at the end 
of last year, so that you have not depleted your assets by 
£9 900 There is this difference which one cannot get 
over. You I think are dealing in terms of cash rather 

terms of net assets whether they happen to be fixed 



than in .Lciuio ui/i. ^ 

or current. The two cannot be taken one as the other — 
Mr. Hume : It is perfectly true that out of the £24,000 
earned as profits somebody has had to draw cheques for 
£9,900 to pay tax, that is correct as a mathematical state- 
ment. 

1845. That leaves a net increase in assets of only 
£14 100, does it not, at that stage?— No, because or the 
£9,900, £6,000 was provided as a liability at the beginning 
of the period. 

1846 All right, you provided £6,000 in cash for that 
lialmSr at the beginning of the year?-Tha t » 
During the year you burnt up your whole cash balance 
in paying tax, that is correct. 

1847. In addition to having £6,000 in the bank you 
made then an extra £ 24 , 000 ?— Yes. 

1848. So we will start with £30,000, shall we. Mr. 
Warnock : That is better. 

1849. Now you have paid £9.900 odd in tax?-Correct. 



1850. That reduces you to £20,100. Now you are going 
to pay out a dividend, £5,500? — Right. 

1851. That leaves you with £14,600? — Correct, Sir. 

1852. Increase in net assets? — Yes. — Mr. Hume: No. — 

Mr. Warnock: Increase in cash. 

1853. All right, increase in cash ; you may have put 
that into stock? — Yes. 

1854. Call it cash if you like. — Mr. Hume: It is cash 
not net assets with great respect, that is fundamental. — 
Mr. Warnock: It is not net assets; it might be cash 
but it probably is not. — Mr. Hume: It is in this example ; 
it is cash, and where has it gone? 

1855. I want to know where it has gone, that is what 

I am after. — £8,000 has been paid away to the man who 
supplied you with your stock, £4,000 is being lent to the 
people who owe you money and have not yet paid, 
£2,000 of it is being lent to you by those who give you 
credit, so that you are £10,000 down in cash, and if you 
take that from the figure you have now reached, I am not 
sure whether it comes to £4,600 or not 

1856. Yes, it comes to £4,600.— That is your cash 
balance. 

1857. Now, I can agree with that, that that comes to 
that result ; but I am still asking on these calculations 
where have the assets gone which represent the £5,000 out 
of that £24,000. 

1858. Sir Geoffrey Heyworth: You started with 

£24,000 instead of £19,000?— Mr. Warnock: There is a 
slight misapprehension. I think the Chairman is omitting 
the fact that the fixed assets have in fact decreased in 
value. It is not just a book £5,000 which moves from one 
side to another. You in fact finish up with machines or 
buildings, whatever it may be, which are worth £5,000 
less than they were at the beginning of the year. 

1859. Yes, but that is what I am speaking about. You 
are treating the annual drops in the value of the plant 
as if it were an actual cash outgoing.— Mr. Hume : With 
great respect, Sir, that is not the case. We have used 
up our £30,000 of cash, and we have agreed between the 
lot of us, have we not, that only £4,600 is left. 

1860. Yes, so far.— That is the position of your bank- 
ing account in the submission we have put before you. I 
honestly do not think that for the purpose of this argu- 
ment it is particularly relevant what your balance sheet 
looks like. Your fixed assets you can maintain at the 
original £50,000 and set up a reserve against them, or I 
suppose you can disregard depreciation and put up your 
employed capital by £5,000 per annum if you can persuade 
anybody to sign that balance sheet. 

1861. Just answer this one further question then per- 

haps I can satisfy myself about it. Will you assume that 
this company did not reserve for any depreciation. Now, 
what would be the figure of retained profit for the first 
year in such a case?— £7,805.— Mr. Warnock: With con- 
sequential amendments in the tax position. There would 
be a little difficulty with the auditors— Mr. Hume: It 
would have an effect 

1862. How would it have an effect?— If it is not allowed 
as a business expense your profit would be higher 

1863. You are allowed a wear and tear allowance 
whether you write it off or not.— The so-called retained 
profit would be £7,805 instead of : £2,805, . The employed 
capital would be £157,805 mstead of £152,805. 

1864. That is what I mean.— That is correct. 

1865 Where would that £7,805 appear? By writing up 
the first line from £45,000 to £50,000 ; that gives you your 
balance. 

1866. Mr. Millard Tucker: And the other would remain 
the same? 

1867. Mr. Hicks: But you would not change your cash. 

1868. Mr. Millard Tucjcer:^ Yes, I_see. t I „,* in J c ^ 



satisfies me more,' Vt” for the moment I was a little 
puzzled. It may be the way m which I understood the 
illustration ; I did not quite understand it properly. That 
wasreahy the only thing that was troubling me because 
what this^sets out to prove was that the effect of both of 
rnfiation and of the high tax. together was * .reduce your 
cash balance. That is what it shows, does it not. What 
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I want you to tell me is that your cash could only be 
improved by reducing your tax liability, could it not, on 
this hypothesis? — Mr. Warnock: Other things being 
equal, yes. 

1869. They are equal because you have assumed it. 
That is the only thing. — Or reduced dividends. 

1870. No, taking your own hypothesis. — Mr. Hume: 
I think the only two alternatives, are, of course, to assume 
that there is no or less inflation, and/or that as you say 
the tax liability is less or, taking Mr. Kaldor’s point, 
that because of the inflation you make more profit ; that 
is a view which I do not personally share. 

1871. I gather what you want to show is that a great 
proportion of the reduction in your cash is due to a wrong 
system of taxation which takes too much tax altogether. 
That is what you are trying to show, is it? — I do not 
think it would be entirely fair to say that. The two 
forces at work together are the evil. If this company 
had received in year 1 precisely the same, or, in other 
words, if you take the inflationary aspect out of this, it 
would gradually have added £2,800 of cash in each year 
to its free net resources, and therefore it would be in- 
correct to say that tax alone seeps away more cash than 
the company earns. 

1872. It is inflation as well? — Tax is a very high per- 
centage of it, but it is inflation as well. I think in my 
memorandum I have made that quite clear at the start. 

1873. Yes, I know. What I think you want to estab- 
lish, and what I am tiring to help you to do if I can, 
is that it is this excessive taxation which is also helping 
in that it is depleting the business of assets which it really 
requires. — That is the case, Sir. 

1874. Now, how do you show in the end, then, that 
it is entirely due, or is due to a large extent, to the wrong 
system of charging depreciation allowances for tax pur- 
poses? — Because, Sir, under column <5 there should be 
£25,000 available to bridge the gap in the depreciation of 
the fixed assets. 

1875. Yes? — And that, as I have emphasised, takes no 
account of the fact that during all this period the cost 
of the assets needed to replace those which have depre- 
ciated has likewise gone up. If you assume they have 
doubled, of course you need £50,000 for that purpose 
and I submit to you that that illustrates in the simplest 
possible form the evil and the difficulty with which British 
industry has to contend today. If at the expense of tax 
the industrialist had in fact been allowed to accumulate 
£25,000 in cash over that period, he could only then say 
that £25,000 is inadequate bearing in mind the change 
of values that has taken place in the meantime. But 
today he is not only faced with that problem but the 
cash which the Revenue allows him to accumulate is, in 
fact, not there. 

1876. That is right, Mr. Hume. In our first committee 
we said the reason for that is because too much tax is 
being taken out of business ; in other words the dormant 
partner is claiming too large a share of the profits and 
taking it out in the form of cash and spending it. — Nobody 
'agrees with that more than I do. 

1877. That was the conclusion, you remember, at which 
the first committee arrived. Now that conclusion is being 
assailed on the ground that that is not the real com- 
plaint. The real complaint is that the tax is too high 
not because the rate is too high but because you have 
calculated the profits on a wrong basis.— I think that 
is a valid argument, but am I not right in saying, I am 
no economist, that that argument would not in fact arise 
if there were no inflation? It is true that nobody would 
be able to retain enough profits to meet the contingencies 
for which wear and tear do not provide but, on the 
assumption that wear and tear is in fact adequate provi- 
sion for replacement of assets, there is no gainsaying the 
fact that if you eliminate the inflationary trend out of this 
or any other set of figures there would in fact be enough 
cash to keep the business on a level keel. 

1878. Do you say that in ascertaining a year’s profits 
you must allow for the wastage of capital that has taken 
place during that year?— Yes. 

1879. I think everybody is agreed with that as a prin- 
ciple. Now, what is the capital which is wasted? Is it 
what you paid for the asset originally or is it the current 
value basis?— The current value, I think, on that simple 



question. If a man bought a machine for £100 and has 
to replace it with a precisely similar machine which costs 
him £200, it is the current value which he must be able 
to recover. 

1 880. Mr. Hicks : Might I be allowed to ask a question 
which I think might help to elucidate the position? Mr. 
Hume has been telling us that there are two factors 
making for this lack of cash in conditions of inflation, 
one being the taxation factor and the other being what 
he calls the inflation itself. Now we have heard a good 
deal about the taxation factor from other witnesses and 
it is obviously that which is our main concern, but the 
emphasis which Mr. Hume had been laying on the 
effect of the inflation itself is, I think, a thing which we 
want to clear up and get quite clearly in our minds this 
morning. I would like to suggest We can understand 
that very clearly if we take an example, not a hypothetical 
one but a perfectly real one which happens to be very 
clear of all the other complications, something not liable 
to taxation and which is not even affected by dividend 
policy or anything of that sort, and that is a case which 
is real to us on the academic side, but not in our academic 
capacity, namely the business of looking after supplies 
of wine to a college. This is a thing which is very com- 
monly experienced. A college sets up a wine fund, a 
non-profit making concern. So much money is advanced 
by the college to the wine fund and effectively the wine 
is sold by the fund to the college at a price which is just 
supposed to cover cost. When conditions of inflation 
develop in fact it is extremely difficult to put up the 
prices at which the wine is sold to the college fast enough 
to prevent a shortage of cash of precisely this kind de- 
veloping in the fund. In fact the prices ought to be put 
up so as to provide a sufficient amount of money to re- 
place the stocks at once which are being exhausted, but 
in actual fact that does not get done, at least it very 
rarely gets done. Economists in colleges sometimes try 
and persuade their colleagues to put up prices more 
rapidly in order to meet this situation. We find it very 
difficult to persuade our colleagues to do so. I think 
economists are always a little inclined to think business 
men are very wise people, not so stupid as we find our 
colleagues to be. I am afraid that what Mr. Hume and 
Mr. Warnock are telling us is that business men do in 
fact behave as we notice our colleagues behave. 

1881. Mr. Greenwood: But your assets are increasing 
all the time if you do not drink them. They are not 
quite the same, are they? If you did not drink your 
assets the value would be going up all the time. You 
really ought to be taxed on your perquisites. You really 
are getting something not in your salary. 

1882. Mr. Hicks: We are paying for what we get. — 
The increased capital sunk in your wine cellar would 
not come about if it were not a fact that it was turning 
over and selling all the time. I agree with you as a 
business man that it looks as if your colleagues have 
not put the price up quickly enough or calculated the 
continuing rise in the cost. If we do get a setback in 
prices, a devaluation, the money which you have borrowed 
to finance your more expensive stock will come free 
again, that is a natural corollary. Let us examine one 
turther detail. I do not know what is the reason why 
you do not put up the price to the students. Is it that 
you have a thought for their pockets or you are not 
clever enough to see the rise coming? In the example 
we lay before you it is the incidence of competition. 
We cannot put prices up because the stuff will not sell 

d °- of course, is now beginning to manifest 

itself in the textile trade pretty clearly and . 

1883 . Mr. Hicks: It causes inflation if there is too 
much demand for goods. 

1884. Mr. Woodcock: None of these things is in your 
statement ; you cannot assume on the one hand that the 
prices you pay are going up and on the other that the 
prices you receive are not.— With respect, Mr. Woodcock, 
our prices are going up. Our turnover rises from £240,000 
to £351,000 for. the same volume of goods. The margin 
of profit remains constant. As a percentage the actual 
amount of cash profit rises likewise. I do not think 

“ a / ault m °ur calculation. You cannot make 
more than 10 per cent, margin of profit on your turnover. 

1885. Mr. Woodcock: Not more than 10 per cent.?— 

That is our assumption. That is the point where competi- 
tion begins to bear. * 
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1886. Mr. Kaldor : If you say you have a 10 per cent, 
margin of profit on turnover, would not the amount of 
profit actually earned during a year of rising prices 
be more than 10 per cent, of the turnover? If you charge 
a .profit of 10 per cent on everything that you sell your 
actual pro-fit over the year would -be more than 10 per 
cent, of the turnover? — We have tried to give the answer. 
We could agree with you if the inflationary rise was not 
even .throughout the period, if in certain years it advanced 
rapidly and others less rapidly, then I think your point has 
much more validity than in our example where we have 
taken a level movement right through, and I think the 
statistical figures lend us some support. — Mr. Warnock : 

I would like to add a word on that. I think that Mr. 
Kaldor might see it more clearly if he differentiated in 
his .mind between the normal accounting form of profit 
and loss account of which we have tried to prepare 
examples, and the manufacturer’s cost estimate, whatever 
you like to call it. I think I am right in saying that 
many, if not most, industrial managers now prepare their 
estimates of the figures at which they can afford to sell 
their products incorporating materials at replacement cost ; 
on the grounds that they have, when they sell the produot, 
immediately to replace the materials concerned at the price 
then ruling. But these cost estimates which you are 
thinking of all the .time do not correspond to the figures 
used in preparing a normal profit and loss account such 
as will be signed by an auditor. We are saying -there 
should -be a closer relationship between these two. We 
agree with you there, but this does not happen at the 
moment. 

1887. Mr. Carrington : Mr. Hume, I want to ascertain 
or .get you to agree, if possible, how much of this deficiency, 
cash deficiency, in your hypothetical case arises from infla- 
tion and how much from taxation. I make it that the 
stocks over the period covered by your example have gone 
up by £48,841 in -terms of money, whereas the volume has 
remained constant. The debtors have gone up by £24,420, 
so those -two figures together come -to £73,261. The 
creditors have increased by £12,210 and deducting that 
from the £73,261 we get a figure of £61,051. Would 
you agree that that is the amount of cash resources 
required to finance ..the inflationary position so far as 
concerns current assets? — Yes. I think there is no doubt 
about that. — Mr. Warnock-. I think it is stated in the 
memorandum. 

1888. Whereas over this period this company on your 
hypothesis has paid or is due to pay in respect of taxes 
referable to this period £66,000? — Agreed. 

1889. Even if there had been no taxation. — Mr. Hume : 
No inflation? 

1890. No, no taxation at all. If there had been no 
taxation this company would only have had something 
slightly over £5,000 towards the cost of replacing its fixed 
assets. 

1891. Mr. Greenwood: You are presuming you are 
making a bigger profit each year? 

1892. Mr. Carrington: No. Will you let me continue, 
if you do not mind. — That is, I think, mathematically 
correct. 

1893. Your inflation has sucked away £61,000 so far 
as floating assets are concerned. Taxation has taken 
£66,000?— Agreed. 

1894. If you had had no taxation you would have had 
£5,000 more cash in the business? — All the other figures 
being equal. 

1895. All the other things being equal, and you have 
paid by way of dividends £27,500? — Right. 

1896. So that even if you had paid no dividend and 
if you had paid no taxation you would still have been in 
a difficulty. — Yes. You would not have had the £25,000 
of wear and tear in cash except to the extent of the £5,000 
you mention. Beg pardon, the dividend as well. 

1897. Assume you had paid no dividend. — Very well. 
By paying no tax you save up very nearly £6,000. By 
paying no dividend you do not pay away another £27,500. 
That is £33,500 you would have had at that point of time. 

1898. And that is less -than the depreciation calculated 
on replacement cost assuming the replacement cost would 
be double? — Precisely. — Mr. Warnock: Might I ask a 
question? Did you postulate that inflation continued and 
no tax was payable? 



Y *?: 1 “? assuming for the purpose of getting 
at tins position the inflationary position is as reflected here! 
—May I just clear one point. I understood you to say 
that under these conditions you would have sunk £61,000 
m floating assets, but that you would not have paid 
out £66,868, subject to a small adjustment, in cash? 



1901. If you paid no tax. Is that not just about the 
figure required .to. . . . Yes, agreed. 

1902. What I am trying to get at is that there are two 
factors here which on this example are relatively the 
same. Let us look at this question of the effect of infla- 
tion m regard to the stock and the profit arising. If these 
stocks throughout had been valued on a base stock basis, 
the closing stock figure would have been not £128,000 but - 
£80,000, would it not?— Mr. Hume : £80,000, yes. 

1903. And the tax -would have been less by tax on 
£48,000, in other words £24,000? — Yes. 

1904. So is it fair for us to assume from your example 
that £24,000 of this £66,000 tax represents tax on the 
inflationary profit on your stock?— Mr. Warnock : That is 
so, and I think we state it in so many -words, do we not, 
in the memorandum. I think it is paragraph 8, item c:— 

“ Of the total taxation charged (£66,868) £24,664 rises 

from the inflationary increase (from £80,000 to £128,841) 

in the cost of an unchanged physical volume of stock.” 

1905. My point is really this : if stocks had been valued 
on a base stock basis, this company would have been 
better off to the extent of £24,000?— Yes, certainly. 

1906. And that would have been possible under the 
basis which is available to taxpayers in the United States? 
— We can only say “so we understand.” I personally 
am not conversant with United States procedure. 



1907. Turning right to the end of your memorandum, 
Mr. Hume, the very last sentence, would you elaborate 
the phrase “ appropriate cases ”? It is a nice round 
phrase but it is difficult to get a meaning from it. You 
say: — 



“ Believing as I do that the problem is vital and 
urgent, I therefore see no alternative but to tackle it 
immediately by reducing in appropriate cases the effec- 
tive weight of company taxation.” 

Had you in mind some differential -basis as between one 
type of company and another? — Mr. Hume: There are, 
of course, companies which hold little or no stock, a bank 
or an insurance company. I think we might have made 
the memorandum just as effective by leaving that out. 
There is no deep significance in those words, Mr. 
Carrington. 

1908. I was wondering whether there was any signifi- 
cance? — No. 



1909. Or any thought of what was said in the Report 

of the first Tucker Committee about a differential rate of 
initial allowance according to the . — No. 

1910. Sir Geoffrey Heyworth : I have just one general 
point. From your experience at the present time would 
you say that in what has actually occurred in the history 
of companies with which you have contact, the main 
trouble so far has arisen through higher prices for current 
assets rather than fixed assets? — The main trouble? I 
think the answer would be yes, but of course the financing 
of fixed assets in cases where people have been able to 
buy or build is just as strong and just as aggravating as 
financing the current assets. By and large I should have 
thought that in the last five years the additions to fixed 
assets in the generality of companies was comparatively 
small by reason of the difficulty of obtaining those fixed 
assets or building licences or whatever it may be. I can 
cite a company of which I am chairman where we have 
had to -build fixed assets, a question of putting in storage to 
meet changing conditions in agriculture in this country, 
and there the cost of these additional fixed assets has been 
just as embarrassing as financing the additional cost of 
current assets. 

1911. When it comes to the financing of the shortages 
as they occur so to speak in cash resources, would you 
expect that if the fixed asset problem gradually emerges 
it would be much more difficult by reason of the fact 
that the bank would be much less willing to increase an 
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overdraft if the need for it arises out of fixed capital? — 
It is supposed to be a basic conception of banking that 
their resources are not available to finance fixed assets, 
and if at the moment you try to persuade your bank to 
finance fixed assets you have to get Capital Issues Com- 
mittee’s consent because it comes into that category ; and 
there is in my opinion the far stronger psychological 
argument that the average Englishman does not like to 
be in an over-borrowed position without being able to 
see quite how he is going to get out of it, with all the 
inhibitions that go with it in freedom to trade and taking 
risks and so forth. 

1912. You would therefore expect that as the replace- 
ment of fixed capital becomes necessary there will be 
real difficulties in finding the money to get it done? — I 
go so far as to say, I think the trouble has hardly begun 
yet. 

1913. Sir Geoffrey Hey worth : I think that is all I 
want to ask, thank you. 

1914. Mr. Crick: I wonder if I might take you out 
of the field of accountancy and past the field of economics 
and, heaven help us, into the field of law? I want to 
refer you to paragraph 5 of your memorandum where 
you make a statement of intent — “ Wear and Tear allow- 
ances are intended to provide for the replacement of 
plant”. Now the context suggests that that intention is 
alleged to have been held by the authorities responsible 
for making the allowances. Interpreted in that way would 
you be prepared to sustain that sentence or would you 
rather not say that they are intended to recover the cost 
of the fixed assets? — I suppose they are intended to re- 
cover the cost of the fixed assets and the negotiations with 
the Revenue which have fixed the rates for depreciation 
and wear and tear were, I think, carried on, certainly 
before the war, without any price rise in mind, so that 
the original cost and the cost of replacement were the 
same thing at that time. It is only today that this point 
has arisen. 

1915. I wanted the distinction clear because we heard 
some very interesting remarks yesterday from Sir William 
Coates in his interpretation of the intent of Parliament 
when it introduced this wear and tear allowance as long 
ago as 1878. Now I do not want to take vou unawares 
in any way, but I want to read, if I may, what the law 
said in 1878, and then I want to ask you whether you 
would feel that, if that provision had been carried out 
reasonably, faithfully and in the spirit of the legislature 
right through these years since 1878, the difficulties of 
which you speak would have been largely avoided. That 
will be my question but I should like to read the passage. 
It provides that: — 

“ The Commissioners when assessing the profits under 
Schedule D shall allow such deductions as they may 
think just and reasonable as representing the diminished 
value by reason of wear and tear during the year of any 
plant and machinery used for the purposes of the 
concern.” 

Now would you feel on a first hearing that a liberal, 
shall we say, application of that rule and interpretation 
of the spirit of Parliamentary intent would get over 
your difficulties?— “ Diminished value” I think are the 
material words there. 

1916. The diminished value?— I think it is fair to 
interpret the spirit behind those words as meaning that 
in fact you are accumulating enough money to replace 
the asset in toto at the appropriate time. I would agree 
with you, Mr. Crick, as far as I understand the English 
language that that is a very fair interpretation of what 
those words mean. 



1917. I wanted to get your view on whether you fel 
that really the original intent had been something tha 
would have met your difficulty to some extent, at am 
rate so far as the difficulty arises with taxation. In para 
graph 14, Mr. Hume, you speak about one consequenc 
of all this as being the necessity for the introduction fron 
outside sources of fresh capital, which you consider to b 
objectionable. Now would you say that there has als< 
been a trend within that movement towards larger institu 
tional investment in recent years?— Yes, there is no doub 
about that The reason may not be precisely the om 
we have been discussing up to date, but the privati 
capitalist is gradually disappearing as a force in the invest 
ment field. In fact the only substantial sources of nev 



investment today are, I think, those organisations and 
institutions which collect the savings of small people in 
small amounts, aggregate them up into large amounts and 
feel themselves free to use a proportion of this aggregated 
amount in industrial capital and even, to a lesser extent 
of course, in venture capital. The reason is that personal 
taxation is wiping out the private investor. 

1918. So that you have the squeeze from both sides; 
on the one side profits taxation, on the other side personal 
taxation? — That is what we, as a house of issue, view 
as a very grave difficulty ahead. 

1919. Would you regard the increasing reliance on 
institutional investment as something to be deplored on 
the whole? — To the extent that the institutions are pre- 
pared to provide venture capital, I have no reason to 
suggest that is any less desirable capital than capital 
flowing from a large number of private individuals ; 
but to the extent that the institutions by their very charter 
and basis of trade normally have to place a high propor- 
tion of their capital in safe investments, the flow of venture 
capital is, pro tanto, dried up to the great disadvantage 
of British industry. 

1920. So far as your last sentence is concerned, Mr. 
Hume, are there any very definite and specific suggestions 
you would offer? — I think that the tax which bears most 
heavily on industry today, and is regarded as seeping 
away resources which they ought to be allowed to keep, 
is the profits tax. It is a counsel of perfection to say 
lower the rate of income tax too, but I do not think that 
is really so practicable as reducing profits tax which is a 
discriminatory tax levelled against people who are taking 
the risk and making the running in the trade of this 
country. It is objectionable and a severe brake on growth 
and development. 

1921. So that you would put in as priority number 1 
the removal of profits tax?— That is so. 

1922. Supposing that were impossible, would you see 
any advantage in applying the profits tax at a level rate 
rather than the differential rates? — I see no particular 
advantage and certainly a disadvantage if it meant that 
the tax on retained profits went up. If the tax on distri- 
buted profits could be brought down to or nearer to the 
existing retained profits, one would of course welcome 
it. It would facilitate this very difficulty of raising venture 
capital ; but I should deplore any re-arrangement of profits 
tax which bore more severely on retained profits than 
the present one. 



1923. Supposing you could get rid of profits tax at the 
cost of increasing the personal income tax, would that 

n°t dry up still further the flow of available capital? 

I think it might, from private individuals you are meaning? 



.r " -uugu-i, uui. oi course mere are 

other taxes, surtax, death duties, which play a considerable 
individual™ 8 availability of ca P ital from the private 



♦k- t I/’ A T W - 1 am sorry 10 nave to hark hack on 
this hypothetical example but it is because I find it so 
fascinating. Can I ask Mr. Warnock a few questions on 
the meaning of these figures? The year 1 in your example 
can be taken as the operations in a year, Mr. Warnock 

where no inflation takes place or, in other words . . . ' 

Mr. Warnock : Mr. Hicks does not entirely agree with vou 
there but it is substantially so. 

1926. That was your intention, so if there had been no 
inflation successive years would have been a repetition of 
the same figures, as far as your intention is concerned, as 
are given here for year 1?— Yes. 

—1927. Turnover £240,000 ; that means sales in the year? 



iy28. And that means also that in that year £216 000 was 
spent on the purchase of goods?— No, it does not. We 
are coming back to this point again where you are for- 
get r n }S the difference between replacement cost of the year 
and the usage ” cost, which is based, at least in part on 
an earlier cost represented in opening stocks. If you take 
the simplest example, I find it difficult to follow figures 
; b ™ ugh t m , n l y hea ?> suppose you are a metal merchant and 
that just before the end of one of your financial years 
you buy 100 tons of metal at £1 a ton, you have that in 
stock at the beginning of the next year, £100. Suppose 
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that during the year you sell that 100 tons for £3 a ton 
and that the only other thing you do during that year is 
to replace your stock and that you pay for your replace- 
ment at £3 a ton, which is not unlikely in an inflationary 
period ; it is not impossible, it happens every day as far 
as industry is concerned. When you have drawn up your 
profit and loss account, and it has been signed by your 
auditors, it will show a profit of £200 for the year. You 
do agree that? Let me finish first, sales £300, cost of 
sales £100, stock £300, and you will pay tax at whatever 
-the rate may be on this profit of £200 ; so that if you 
care to think of the difference between your position as a 
metal trader at the beginning and at the end of this year, 
in the first case you had 100 tons of metai and in the 
second case you have 100 tons of metal and a liability for 
tax. It is true the 100 tons of metal with which you finish 
is of more value to you if you can dispose of it and get 
out of business, and that can in the particular case be set 
off against the tax liability we have talked about. Industry 
is not in that happy position. . . . 

1929. I am not talking at all about what happens to 
industry ; I am trying to elucidate your figures and asking 
you some perfectly simple questions . . . . — They may 
sound simple to you. I am having difficulty in under- 
standing them. 

1930. Supposing there were no inflation to your hypo- 
thetical company, you then said that year after year the 
same figures would be valid as those here shown for year 1, 
is that correct? — Yes. 

1931. After all you are comparing here two situations, 
one in which there is inflation and the other in which there 
is no inflation. If you go on to the next stage you then 
show what would have happened if there had been no 
inflation? — Agreed. 

1932. I am asking you, if there is no inflation and these 
figures represent the annual situation of that company, 
assuming no changes, in that case £240,000 represents the 
value of sales? — Yes. 

1933. Am I correct in supposing, there is no figure 
shown here, that in that case £216,000 would represent 
annual purchases of goods? Is that correct? — No, I am 
afraid it is not. 

1934. Can you give me the figure? — No, I cannot. 

1935. Why not? — It will in fact be substantially higher. 

. You keep on coming back to the same point. ... 

1936. The figure annually received from the sale of 
goods is £240,000. What is the amount annually spent by 
the firm on purchasing goods, assuming it maintains a 
constant stock and buys goods at a regular rate? I am 
merely asking what would be the figure in the absence of 
inflation? — In the absence of inflation? 

1937. Yes. It seems to me that from your example the 
figure is £216,000 ; if it is not . . . — Mr. Hume : £240,000 
is a combination of raw materials, direct wages, rents, 
overheads and everything else. Why pick on . . —Mr. 
Warnock : I think Mr. Kaldor is taking the difference 
between £240,000 and £24,000— Mr. Hume: The cost of 
purchases consumed is £216,000, yes. 

The proceedings were 



1938. I was trying to abstract, for the sake of simplicity 
from any other costs, I agree that is a simplification.— 
Something which has no rent? 

1939. The rent and everything else comes out of its 
gross profit. It comes out of this £240,000. Let us mak* 
an assumption, you see? — Go on. 

1940. In that case it would be £216,000, am I right in 
saying?— Mr. Warnock: Subject to all the qualifications 
you have made, yes. 

1941. What is the meaning of all these qualifications, 
otherwise you would say that £216,000 represents the cost 
of production of the goods in question, that is to say the 
amount spent on materials, the amount spent on wages, 
fuel and everything else. One of the two, I do not mind 
which you choose, but it does represent something?— Yes, 
it represents the cost of materials, time, labour, and every- 
thing else, under present accounting concepts which we 
think to be inadequate in an inflationary period. 

1942. I am not talking about inflation for the moment. 
— Right. 

1943. You are saying here in assumption No. 4, mone- 
tary inflation takes place constantly throughout the five 
years at the rate of 10 per cent, per annum. Does that 
mean, Mr. Warnock, that you assume everything increases 
in price by 10 per cent, from one year to the next? — Yes. 

1944. Everything? — Yes, excepting only the intangible 
costs such as depreciation or wear and tear. 

1945. That means that that company after a year of 
inflation will have spent instead of £216,000, £237,600, 
that is exactly 10 per cent, more? Its outlay will have 
gone up by 10 per cent., that is your assumption, so it 
follows that if you start with £216,000 it goes up to 
£237,600? — I accept your figures ; I have not worked them 
out. It obviously must be so. 

1946. And your sales go up also by 10 per cent, from 
£240,000 to £264,000, right? Now, Mr. Warnock, does 
it not follow from this, and this is the crux of the ques- 
tion I am getting at, that if the firm spends 10 per cent, 
more, £237,600 instead of £216,000, it ends up with a 
stock at the end of the year which will be £8,000 more? 
It ends up at the end of the year with a stock valued at 
£88,000 instead of £80,000. — That is so ; it is stated in 
the Table. 

1947. Then does it not follow that that firm will have 
received in that year £26,400, being the difference between 
£264,000 received and £237,600 spent in addition to an 
increase in its stock value of £8,000? — No, I do not think 
it does. 

1948. That is what I would like to get clear, in what 
way it does not and why not? Obviously you are assum- 
ing something else. I am merely trying to get out the 
assumptions behind your hypothetical example. Some- 
thing is wrong because is follows from the figures, if 
you agree with them, that that would be so. 

Mr. Millard Tucker: That would be a very convenient 
time, I think, Mr. Warnock, if you would think over 
that question over lunch. — Thank you. Sir. 
adjourned accordingly. 



1949. Mr. Kaldor: Mr. Chairman, might I repeat again 
the point at which we left off before lunch. In your 
assumptions, Mr. Hume, you assume that the real volume 
of sales is unchanged year after year, and the money 
value of sales increases by 10 per cent, per annum because 
prices increase by 10 per cent, per annum, is that correct? 
— Mr. Hume : Yes. 

1950. I said that it is implicit in your example that 
in the first year' £216,000 was spent on purchases, that 
includes materials, wages, or any other expense That 
must be so because £216,000 plus £24,000 makes £240,000, 
the value of sales, that is correct, is it? — Quite.— Mr. 
Warnock : Except for the word “ spent ".—Mr. Hume : 
Mathematically correct. 

1951. Would it be correct to suggest that in the second 
year it is implicit in your figures that these purchases or 
expenses, if you like to call them that, have gone up 
from £216,000 to £245,000. That is implicit in your 
figures, is that correct?— Mr. [Warnock: I have not 
followed your calculations. 

14666 



1952. Perhaps I could repeat the calculations as to how 
this figure was reached. The value of your sales was 
£264,000 and added up with stocks equal to £96,800. . . 

Mr. Hume : £237,600 is the figure. 

1953. £237,600.— Keep deducting profits from the turn- 
over, that is the figure you are after. 

1954. I want to ask what is implicit in your figures 
of the annual expenditure of this hypothetical company, 
and you say it is £237,600.— To the extent that your turn- 
over is profit you do not spend it on anything else so 
it is line 1 minus line 2. 

1955. I put it to you that your profit in the second year 
is not £26,000 but £35,000, this is where the error occurs. 
—Mr Warnock : I think I see what the difficulty is. 
One of the assumptions that we have made is that on a 
flat rate of physical turnover from year to year, the 
selling prices go up by 10 per cent, from year to year 
that is clear, and there is no difference between US, I 
think. The concept that we are trying to express from 
that is that the industrialist will so fix ills prices that he 
will endeavour to keep his actual net rate of profit, subject 
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perhaps to depreciation, to the same percentage figure 
on his £ s. d. turnover from year to year. In order to do 
that to the best of his ability he will prepare his costings, 
or estimates of costs, or whatever you like to call them, 
taking in materials, that is the easiest item, at their 
replacement price at the moment the costing is prepared ; 
let us presume it is the same moment as the goods go 
into production, and he prepares his selling price to show 
a yield, expressed in normal accounting concepts, of 10 
per cent, net subject to depreciation. However, these goods 
take a certain time to go through his factory, and the time, 
it is the time factor you are leaving out of account, the time 
is some four months. If you care to examine the assump- 
tion closely it is a little over four months, but we stated 
it as four months. In that four months, as I see it, his 
materials and replacement costs rise by another 10 per 
cent, per annum, so that instead of earning a profit of 
10 per cent, without qualification, in fact he earns a 
profit on his turnover of 10 per cent, less 3 per cent, 
which has disappeared, remembering that he is working 
on replacement costs, owing to the rise in replacement 
prices of stock in the intervening four months. Therefore 
his economic profit, I am moving a litle into your field 
which I should not because I am not qualified to do so, 
his “ economic ” profit there is 7 per cent. On the other 
hand, there is this stock appreciation which is an exact 
balance of what is lost by this lapse of time and the 
balance is 3 per cent. ; so that by natural processes of 
arithmetic, as I see it, he comes back to his profit figure 
of 10 per cent, on turnover. But I agree with you that 
7 per cent, of it is the true economic profit which you 
are talking about and 3 per cent, of it is the increased 
value of the same physical stock. I am sorry if I cannot 
get past that point, but that is how I see it. It may be 
that in assumption 5 we have condensed the phrasing 
unduly. I think now that we have to widen the assump- 
tion. It says: — 

That selling prices and all costs except depreciation 
rise hand in hand with monetary inflation, so that the 
ratio of profit before depreciation to turnover remains 
constant — at 10 per cent per annum.” 

One could qualify it up hill and down dale and explain 
it, but I think the word “ so ” would be better replaced 
by the word “ and ”. It is not, I submit, the common 
experience of industry that you can keep on blowing 
up profit percentage figures, on already inflated sales 
figures, as a result of inflation. I think there are better 
judges of that round this room than I, but I think that 
your industrialist is happy to maintain the same net profit 
per cent, on turnover, the calculation being in normal 
accounting concepts. 



1958. I am sorry to disagree with you, but if you do 
increase both your purchases and sales by 10 per cent, 
from the base year your profits increase more than 10 
per cent. — Consumption, not purchases. 

1959. I am thinking of it simply in terms of a firm’s 
accounting. On one side of the balance sheet they have, 
as it were, money received for sales and on the other 
side of the balance sheet for the same period there is 
money laid out on purchases. There is no question of 
prices, it is merely a method of accounting. I suggest 
to you that from an accounting point of view your example 
here is wrong, the figures are wrong unless you make one 
or two assumptions, unless you assume that your pur- 
chases annually increase by more than 10 per cent, or 
your profits increase by more than 10 per cent. It is 
not possible from the hypothesis that you make in this 
example to derive these results if you assume that the 
purchases and sales both increase by 10 per cent. This 
is the point I put to you but, Mr. Chairman, I do not 
want to press this point. This example has already held 
us up for a very long time, and I do not want to spend 
too much time on it.— I would be reluctant, Mr. Chair- 
man, to leave it precisely at that point. I think we are 
getting involved between purchases, using the word strictly, 
and consumption,. It is consumption that is the debit to 
the profit and loss account. If I may just give you one 
very simple case which, as I see it, is exactly what Mr. 
Kaldor is thinking of. Let us forget these large figures^ 
and say that we have a concern that sells in one year £200. 
Consumption, that includes more than purchases, con- 
sumption of goods and services £100, profit £100. Let 
us increase the sales figure by 10 per cent, making it £220, 
and the consumption figure, as I see it, goes up in exactly 
the same way by 10 per. cent, to £110. The profit I think, 
unless my arithmetic is very wrong, also goes up to £110 
which is an increase of 10 per cent. I just cannot get 
past that point. 

1960. Mr. Carrington : May I help to clear this point? 
Would you mind telling me for the second year what is 
your debit for consumption, that is goods used plus wages 
etc.? — Your trading account year 2, £237,600. 

1961. That is the year when the turnover is £264,000. — 
£237,600. 

1962. May I just take up a minute by running through 
the account for that year on the hypothesis. Let us take 
the credit side, sales £264,000, closing stock £88,000. — 
Closing stock £96,800, I should have said. 

1963. All right, take it at £96,800.— That is right, is it 



1956. I am very grateful to you for all this explanation, 
but I have asked you some very simple questions which 
I am afraid you have not answered. The simple question 
was what is the basis of the figures given in this Appen- 
dix A. You referred to all sorts of things, what the 
industrialist can in reality do or not do, and what I am 
attempting to do is to try and understand your figures. 
I am not going into the question of whether they are a 
correct representation of what really happens, that is 
another matter. I am merely trying to understand what 
you put forward, and what I suggest is this. Is it correct 
to say that in the year 1 £240,000 represents the sales 
* 5 “ £2 16,000 the purchases of that firm. In the year ’2 
£264,000 represents the sales and in order that the profit 
earned should be £26,400 the corresponding expense item 
™st be £245 000 odd, that is my point. In order that this 
£26,400 be the profit on the turnover of £264,000 it is 
necessary that in that year the firm should have spent 
on purchases £245,000 instead of £260,000, do you agree? 

r ' : 1 am sorry, I do not get the £245,000. 
£264,000 nunus £26,400 is £237,600, unless my arithmetic 
is at rault. 

1957 If you make the expenses £237,000 then you have 
to credit the difference between your opening stock and 
your closing stock. — Mr. Warnock: We seem to be in 
two different worlds, but the thought that we are trying 
- Very Simp - ly is that in the fet year, takinl 
Mr. Kaldor s supporting point, we have receipts or “ re- 
gJjJSS? ^ outgoings or “ outgoables ” of 

a of , £24 > 000 - 11 see ms inescapable to 
'I a11 c °sts nse by 10 per cent, you increase each 
of these figures by 10 per cent., and therefore the differ- 
thflt 6 ^ et ^! en , them t by 10 P. e [ cent - I do not know whether 
* at . 2® an e'ementary arithmetical error, but it seems 
straightforward and clear to me. m 



J. uu uui uuuu Wjicuier 11 is iOS.UUU or £96,800 

because it is a general reflex on the opening stock. Take 
the closing stock £96,800 and the opening stock is going 
to be £88,000 is it not? — Yes. 

1965. Total credit side is going to be £360,800, is it not? 
—Right. 

1966. Take your debit side, opening stock £88,000? — 
Yes. 

, , 19 , 67 - Y ° u say your profit is £26,400. I am leaving a 
blank for the moment, would you mind filling in that blank 
figure for your purchases? I make it £246,400— Mr 
Hume : So do I. 

1968. What Mr. Kaldor is trying to get at, I think is 
the relation between the figure you gave me as the 
expenses plus purchases for the year, £237,600, and this 
figure that we have arrived at together of £246,400.— Mr. 
Warnock : Could we take the previous year as well or the 
Son Jake year 3, £264,000 becomes 
£290,400, does il not? The £96,800 becomes £106,480 is 

that eight? The opening stock is £96,800 and the profit 
tor the year !S £29,040— Mr. Warnock : I think you will 

Khkim ■*",! L Jear \ figur f ™ talked ab °« was 

£246,400, that is the purchases for year 2, and the pur- 
chases for the second year we are discussing, that is, 
year 3, are £271,040, which is an increase of 10 per cent. 

• 19 1 9 ' Mr - K . aldor • Ma y I have all those figures? What 
is the opening stock, £96,800 ?— Mr. Hume : Mr 

Carrington is seeking to write the trading account. 

Mr ' Carrinston All I am doing is trying to clear 
the difference or reconcile it.— Mr. Hume : We have taken 
wfh 2 / n( V fo / *5® sake of this sample. Year 2 the 
f?s'nnn d Sld t ° f th ® tradlhg acc ount is opening stock 
£88,000, purchases and other expenses £246,400. Profit 
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£26,400 as stated. Totalling £360,800. The credit side of 
the trading account is £264,000 sales, £96,800 closing stock, 
again a total of £360,800. Year 3, opening stock £96,800, 
purchases and other expenses incurred in the year £271,040. 
Final profit as stated in our memorandum £29,040. Total 
debit £396,880. Credit, £290,400 sales as stated, £106,480 
closing stock as stated, total £396,880. Purchases and other 
expenses in year 2 were £246,400 and in year 3 £271,040. 
£246,400 plus 10 per cent, of £246;600 is £271,000 as near 
as can be. 

1971. Mr. Kaldor : I agree with you, but my proposition 
was that in your example this does not work. It works 
between one year of inflation and the next year of inflation, 
but it does not work as between the beginning year when 
there was no inflation and an inflationary year. — We have 
got on to another basis. We postulated before we started 
this 'that the 'inflation was an even percentage right through 
the piece. Now you want to change that hypothesis and 
say it is not. 

1972. Mr. Carrington : I think you will find the trouble 
is in your second year. I am quite satisfied myself that 
your third year figures are right. — All right. What would 
you like to do, put an extra nought on the second year’s 
profit, pay more dividend? It does not alter the basis 
of the whole argument. 

1973. I was trying to help Mr. Kaldor’s difficulty, and it 
seems to arise on that second year. The third year is 
right.— Mr. Warnock : It does not affect the size of the 
figures we are talking about, does it, or the principle? — 
Mr. Hume : I still ask you, Mr. Chairman, to be so kind 
as to allow your fellow members to look at the practical 
examples which go at the back of this theoretical example 
where although, of course, you cannot reduce them to 
Mr. Kaldor’s method of calculation, you can see that the 
rate of profit earned before depreciation, expressed as a 
percentage on turnover, is tending to fall. I can assure 
you from personal knowledge that these businesses are 
well and actively managed. The management are not 
giving away the products at a price lower than that 
which they could get and they are engaged in the ordinary 
rough and tumble of daily trade. 

1974. Mr. Kaldor : Would you say that it is a typical 
effect of inflation that the ratio of profit to turnover 
drops? — We have tried to choose these examples not to 
drive home any particular point but because they happen 
to be among the companies with which we are connected 
and where the figures are less distorted, for instance as 
result of the introduction of additional capital or amal- 
gamation or something of that kind. Therefore they are 
a fair example of what we are trying to illustrate. 

1975. Would it be true to say that if this were true 
generally the share of profit in the national income would 
fall in successive years? If the share of profits in turn- 
over falls then if this is a typical situation it would 
manifest itself in the fall in the share of profit in 
national income.— I cannot answer that, because I do 
not know how these figures are concocted.— Mr. Warnock-. 

I do not see why it should unless the figures other than, 
company profits do in fact .rise or fall exactly pro rata. 
Unless that condition is satisfied I do not see that you 
can draw any conclusion either from variations or prin- 
ciples. I do not see that there is any necessary correlation. 

1976 I just do not know how the one could rise and 
the other could fall, or vice versa. If the share of profit 
in the selling value falls, if you integrate whole industries, 
and double accounting is eliminated, that would mean also 
that the share of profit in the net national production 
falls, does it not? The one is an implication of the other. 
I do not want to hold you up on this or tie you down. 
— Mr Hume : I must ask that we are not pressed on this 
point. We do not know enough about it and I hope 
Mr Kaldor will have economists here in front of him one 
day of whom he can ask those questions. 

1977. Mr. Kaldor : I must apologise, Mr. Chairman, for 
having taken up so much time on this. 

1978. Mr. Woodcock : The two essential points in your 



1979. And at the end of the memorandum as a whole, 
that is at the end of paragraph 15, you say that the 
problem is vital and you see no alternative but to tackle 
it immediately by reducing in appropriate cases the effec- 
tive weight of company taxation. Let us take those state- 
ments as being a suggestion. They do not take us a great 
deal further. Have you any suggestion as to how we 
should deal with this evil and can you be more specific 
about tackling it immediately by reducing the effective 
weight of company taxation? May I put it in another 
way? Have you read the report of the Tucker Com- 
mittee on the Taxation of Trading Profits? - j-I have not 
memorised it. 

1980. You have probably seen in the Report, and of 
course there will be much more in the evidence, that a 
lot of people have put forward suggestions of different 
kinds for dealing with this problem with which you are 
concerned, but you have not put forward any proposals. 

— I accept that as a very valid criticism of the evidence 
which we have given. If you want me to put forward 
a proposal, Mr. Woodcock, I am bound to say it falls 
outside your terms of reference, for it is that the total 
weight of taxation is unbearably heavy. Rather than in 
maintaining the present volume of taxation, it is in 
reducing the things upon which taxation has to be spent ; 
and in that connection I cannot do more than subscribe 
wholeheartedly to what your previous and much more 
knowledgeable witnesses, Mr. Chambers and Mr. Bower, 
have said to you on that subject. I am only concerned 
with this point of view. I cannot believe that you have 
asked me before you for any other reason, than that I 
have had thirty years of practical experience in canalizing 
the savings of the people into productive industry in this 
country to enable it to thrive and grow and compete in 
world markets. With the weight of taxation as it is 
today I am gravely apprehensive that that will not happen 
in, the years to come. The weight of taxation is so high 
that it is a disincentive to use the savings of the people 
in the fertilisation of industry and in the maintenance of 
the standard of life of the 50 million people who live on 
this island. 

1981. For the moment I want to assume that, whether 
we would ultimately agree with it or not, and ask you 
if you have given any consideration to what could be 
done about it. I asked you if you had looked at the 
Report of the Tucker Committee, and I was really 
wondering what you thought of the various schemes that 
have been put forward there. Would you, for example, 
think that it would be right and practicable to allow relief 
of all funds spent on equipment or put to reserve for 
equipment?— I think there is a very strong case for entirely 
recasting the basis of depreciation which is perhaps saymg 
the same thing in another way. 

1982. Not quite, because I want to know the kind of 

recasting you have in mind. — The adoption of replace- 
ment cost against historical cost which has been so much 
argued. . 

1983. What do you think of that?— I think the idea 
is right. The application of it, of course, is fraught with 
a grSt deal of difficulty. The practical problem is very 
great, but unless, and I am bound to be rather negative 
here, unless the industry of this country can, in fact 
replace its plant, can, in fact, go on competing in world 
markets, it seems to me that it is no.good argning abont 
the fine points of taxation. We are lust out as a nation. 

1984. Supposing I were to say to you, could it be 
proved that the statement you have made is not universal y 
true, that indeed some industries or some ^ undertakings 
with industries are quite able to carry on? For the 
time being they appear to be from their public statements 
Eh am appearing now. Sir Geoffrey Hayvvo rth asked 
me a pertinent question. One must not forget the point 
of modernising and replacing their capital assets. 

1985 Let us do what you do, take a hypothesis and 
oJ tf twri. +he case Let us assume that it is the case 
te tee are some industries that are perfectly all right 
and some undertakings within indust. ties that are Perfecfiy 
right. How would you deal with that situation 
... , pm titled to make a general 



memorandum, Mr. Hume, seem to me > to be at the end $ “ ou think that you were entitled to make a general 
of paragraph 14 where you say that the whole of your Woum ^ming all cases?-I think, Mr. Woodcock, it ,s 

evidence is to the effect that * — P* - & SyS&TCT. 

successful business which can make the grade despite the 
difficulties' should have some discriminatory taxation 



you quote the word “profits”, in the accepted sense rise 
with inflation, they do not and cannot rise fast enough to 
provide for the maintenance of the fixed and current assets. 
That is the essence of your memorandum?— Thfit is right. 
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levelled against him as opposed to the man who is unable 
to make the grade. 1 venture to suggest without being 
able to support what I say by statistics, that the majority 
of traders in this country are in the second category, 
unable to make the grade. 

1986. Supposing what you say is right, is there any 
reason in your mind why you should relieve the business 
men of taxation and still maintain it on other people, 
private individuals, when both are affected by influences? 
— You said business men, I would like to say businesses. 

1987. Say company profits then, as distinct from busi- 
ness men. — I protest against the use of the word “ profits ” 
in this context. “ Profits ” have come to carry a meaning 
in the mind of the average man which is not applicable 
to the balance at the bottom left hand corner of the 
ordinary company profit and loss account today. I 
do not think that I could argue that there is any ground 
for increasing distributable profits substantially beyond 
the present level, although it be the fact that the man 
who has ventured his capital and relies upon the dividend 
thereon has had less of a cut out of the cake than the 
man who has employed his capital in the shape of his 
brains or his physical strength. Despite that if Mr. 
Woodcock is trying to get me to say that I favour increased 
company profits for the increased dividends that that will 
bring. . . . 



1988. No. — I am not agreeing. 



1989. No. — But if he says am I in favour of increasing 
company profits because of the necessity in the interests 
of every man, woman and child in this country to maintain 
the productive capacity of the industry of this country 
then I say that, in my opinion, there is a strong argument 
for increasing profits with the qualification that by that 
word “ profits ” I do not mean distributable profits. 

1990. I do not mean that. Let us work on these 
assumptions. I ask you to assume, whatever may be the 
facts, that there is a difficulty in the case of a man 
engaged in manufacture, I do not want to cut across 
you on terms, who in a time of rising prices has to 
maintain a certain stock and a certain plant and equip- 
ment. You say he is taxed on what is really an excessive 
income, that his profits are over estimated in this case, 
pd you want to do something. Let us assume that that 
is where we are. If it were shown, whatever the circum- 
stances, that some industrialists were none the less quite 
capable of maintaining their plant and equipment and 
their stock without being relieved of tax would you say 
there was some difficulty in making a general rule, and 
if so would you agree that you ought to be able to deal 
with these cases in a more ad hoc fashion?— I would 
not agree. What would you have done with De Havil- 
land’s profits when they started? 



1991. While you are here we might as well get the 
benefit of your views. In your memorandum you have 
not given us any help in finding a solution of the diffi- 
culty which, if I may say so, you set out quite clearly — 
I can only apologise, Mr. Chairman, that my memo- 
randum is incomplete in that regard. I will try, if it is 
your wish, to submit a supplementary memorandum of 
positive and constructive suggestions as to how tax might 
be altered or lessened in certain instances to meet Mr 
Woodcock s pomt, but I am afraid that the memorandum 
is bound to come to the conclusion that it is the total 
weight of taxation which is at fault rather than the fact 
that some people should be taxed more or less on some 
kind of discriminatory basis based upon the knowledge 
which we have at this moment of the present position and 
future prospects of that particular trader. 

. I992 - That is, if I may say so, an assertion that there 
is a case for discrimination in the taxation of income from 
business activities and personal activities— At the moment 
am I not right m saying that the discrimination is against 
the business. The individual does not pay profits tax. 

J 993 - . W , r - Millard Tucker : He pays surtax on profits. 

It he is lucky enough to have more than £2,000 a year. 

1994. Mr. Woodcock : Would you say the relief you give 
in w &n me r S , sbould be gi ven to a man starting 
in business? Yes, I think so without any doubt. I am 
a very strong believer in incentives to people to start in 
business. I do not believe in driving some of the inventive 
geniuses out of this country to another where taxation is 
more acceptable to them. 



1995. Is that how it should affect industry, in effect, as 
a relief of capital expenditure? — That might be one form 
of it, Mr. Woodcock. I do not think there is any ground 
for saying that a man starting in business need not prove 
his case to the investor, and secure his capital at arm’s 
length. I see no particular ground for saying that he 
should be spoon fed with his original capital. I do see 
some ground for saying that having acquired land, built 
a building, installed plant, employed labour and perhaps 
persuaded them to move into the neighbourhood he should 
then have every possible incentive to make his business into 
a future Morris Motors, or whatever it may be. 

1996. I am not sure then that I have understood your 
case. I thought it was a case of keeping businesses in 
being, that a man is running a continuous business, and 
that he meets certain difficulties because he is taxed upon 
an assumed profit that is not, in fact, profit at all. That 
applies only to the man who is in business. It does not 
apply to the man starting business. — It applies to year 1 . 

1997. It does not apply to year 1 at the beginning of 
year 1. — Obviously you do not pay income tax or profits 
tax until you have an income. Nobody, of course, goes 
into business, or indeed continues in business, unless he 
can see it being continuously profitable. 

1998. Surely the point was, here is a man who expends 
money in acquiring certain stock which he has to maintain 
and your point is that in times of inflation, that is of rising 
prices, his purchase, shall we say, subsequently for the 
same amount in volume is at the higher cost in money. — 
Yes. 



■uw. Ana mat ne nas to provide ior tne additional cost 
out of income which has been taxed as profit. — Yes. 

2000. Could that apply to a man starting in business? — 
Of course, because it happens in year 1 as much as it 
happens in year 101. 

2001. Mr. Keswick : I would like to ask a general 
question of Mr. Hume, and it has often been asked before, 
whether in his experience with companies when there is 
new capital needed today, owing to the instance of taxation 
is it raised by issue of ordinary shares or by notes and 
debentures as the general rule? — I have no statistics, Mr. 
Keswick. I should say they would probably show that on 
account of taxation more money is being raised by way 
of loan capital at the moment expressed as a percentage 
°f. the whole than would otherwise be the case : but I 
think it relevant to mention that whereas interest is 
chargeable as an expense in arriving at profits tax liability 
the recipient of the interest does not receive it as franked 
investment income. To the extent, therefore, that institu- 
tions are now the main source of capital the liability for 
profits tax is transferred from the borrower to the lender. 
This does not manifest itself up to date very much, but 
I think it may be a feature in the future and one which 
is not to be disregarded. There is a slight tendency I 
notice to say to a prospective borrower, “ I do not want 
a debenture, I would rather have a preference share ” 
Profits tax is unquestionably distorting the whole flow of 
capital into industry and the greatest evil, of course is 
that it is impeding the flow of risk capital or venture 
capital as I called it before lunch. I hope I have answered 
satisfactorily. 

2002. Yes, indeed. Do you think that the reason why 
you cannot issue ordinary capital is because of the 
increased liability for taxation, or do you think it is con- 
nrcted with something you said earlier on about the 
difficulty of raising risk capital today, that the institutions 
want safe investments and possibly are not inclined to go 
n^ nS ^ C B P1 !i aI - ? . Perb ? ps is that the institutions demand 
note and fixed interest investments rather than risk capital 
I wondered what your view on that was?— I think the 
*“" st p l rt of yo “ r question can be properly answered by 
°. n p e y °t Ur M ^ W “ embers w ko has just approached 
If dua bas . ls - There is > 1 th ink, no shadow 

w? tha mstltutl °us, and I speak particularly of 
the banks and the insurance companies, make their invest- 
term? I!? 1 ?? t 5 Cir T n labilities which are in absolute 
SrJf tberef ° r L . e d ? not allow their funds to be 
ventured much. Therefore, taking even, the most advpn 
turous insurance companies, for I do not think banks 

M to b X°SS 1 ?'rt 1 ‘ aIM ’ they are bound 10 be limited 
“ t0 . th e extent they can venture their funds bv cir 

C „Sfr S f W f 1Ch haV i? reIativeIy little bearing o/ their 
particular feeling at the moment as to whether they are 
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a good purchase or not. The other big source of in- 
stitutional investment is the investment trust companies, 
which owing to their being prohibited from raising capital 
in the last few years as the result of the directive the 
Capital Issues Committee has had from the Treasury, are 
themselves generally so constructed capital-wise that they 
have a certain fixed capital in debentures and preference 
shares against which they feel they must match holdings 
of a like type. So that if you take away the ordinary 
investor who has got some pluck and who likes a bit 
of a gamble, you have taken an enormous force out of 
the market when it comes to venture capital. One has 
only to make an issue for a popular concern, which people 
get the idea is going to stand at a small premium, to 
realise what can come out once an investment looks attrac- 
tive for a tax-free capital profit. 

2003. Mr. Millard Tucker : Before we part, may I 
just ask you about one other matter, and it is nothing 
to do with this. You realise that we are a body charged 
with examining the system of taxing income and profits. 
In our present system we have a capital levy, of course, 
but it is not imposed until you are dead. Then, the 
capital levy is imposed. Now there are, of course, profits 
which we describe loosely I suppose as capital profits. 
Some countries tax those capital profits. What is your 
view about adding to the ordinary income tax on ordinary 
income a tax on capital profits?— 1 If it is a question of 
adding, Mr. Chairman, and you used the word “ adding ”, 
I am dead against it, for it would remove the last spark 
of incentive that there is. I think it would give a 
disappointingly low yield. I think it would produce all 
kinds of hardships and inequities, and you have the illus- 
tration Mr. Bower gave you, an excellent one, about the 
man and his house. If you apply it to transactions on 
the Stock Exchange only you run the risk of producing 
distorted markets, tax selling and all kinds of things of 
which there is evidence in America. I say that the trouble 
and difficulty of imposing and administering such a tax 
would in my opinion produce no result comparable with 
the efforts so made. The tax is bad on the ground that 
it would remove practically all of the last spark of incen- 
tive for maintaining the prosperity of this country. 

2004. You say it would remove the last spark of incen- 
tive incentive to what? — Get on and make a profit and 
employ people happily and well, export your goods, 
develop the Colonial Empire, do all those things which 
have enabled us to sit round this room today in comfort, 
wear a white collar and have a decent lunch, that is what 
I am saying, Sir. 

2005. You think the activity of setting out to make 
capital profits when it is not a business, of course, is a 
desirable thing?— You are speaking about a gambler on 
the Stock Exchange? 



2006 Yes. — I would be very glad to have tax assessed 
on my profits and losses in the 30 years that I have had 
anything to do with the Stock Exchange. I would get a 
substantial refund. 

2007 What about those who spend their time, and a 
good deal of their time, every week in going in for foot- 
ball pools?— I do not know, I cannot give you an answer 
to that. 



2008. Mr. Bullock: They are only the little brethren. 
— Some of them get big in the process. 

2009. Mr. Millard Tucker : In a sense I suppose an 
activity to make money is just as much a taxable item 
as any other kind of activity which you undertake in 
order to make money. — The great bulk of activities to 
make money are, in fact, taxed. Trading is an activity to 
make money. 

2010. Yes. — Working is an activity to make money. 

2011. Yes. — The number of people who make fortuitous 
capital gains that might be considered to be anti-social 
is, I submit with very great respect, amazingly smaller 
than the theorists believe. I read in the paper this 
morning, as a result of the recent election, that some- 
body or other has lost £1,500 million, this is supposed 
to be some group of investors. It is wholly and absolutely 
inaccurate. If £1,500 million invested in Government 
securities falls a point nobody has lost in the taxable 
sense £15 million. 

2012. Not unless you are forced to sell. — Quite, and if 
there is one-tenth of 1 per cent, more sellers than buyers 
what happens? The value is nothing or infinity if it 
happens that there are more buyers than sellers. 

2013. Mr. Millard Tucker : Does any other member of 
the Commission want to ask a question on this topic? 
Perhaps we could confine it to this particular topic. 

2014. Mr. Kaldor: Mr. Hume said very few people 
made anti-social capital gains, but I do not think the 
Chairman meant to suggest that capital gains are anti- 
social. Capital gains are one of the consequencev'of 
successful operations, are they not? — Not successful em- 
ployment. If you rise up from office boy to managing 
director there is no capital gain in that. 



2015. No, but if you risk your capital in. a venture, 
and that venture turns out to be successful, the important 
part of the reward is capital gain, is it not?— And that, 
of course, is what causes it to be described as a venture. 



2016. There is nothing anti-social about it. — I said there 
is not, I agree with you. The gain I describe as anti- 
social is that of the man who sits in his club and plays 
the market, but there are very few of them, and they 
do not make much money when they try. Two per cent, 
stamp duty, perhaps I should have mentioned, knocks 
them on the head very hard. 



2017. Mr. Millard Tucker: There is a good deal of 
activity on horse racing, gambling on the racing of horses, 
is there not? — I am ashamed to say I cannot dilate on 
that. All kinds of entertainment tax and so forth are 
levied, are they not? I do not know. That falls on 
winner and loser alike. The bookmaker presumably pays 
taxation on his gains. 

Mr. Millard. Tucker: Yes. Now, Mr Hume, it only 
remains for me to thank both you and Mr. Warnock for 
all the trouble you have taken, and for all the assistance 
vou have given us this afternoon, we would hke you to 
know we appreciate it very much indeed.— Thank you 
very much, Mr. Chairman. 



The witness withdrew. 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) Incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

C e ) the balance of payments, including the inflow and outflow to and from this country of 
capital for investment, 

(f) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of : — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 



B. Particular matters 



6 . 

7. 

8 . 

9. 

10 . 

11 . 

12 . 

13. 

14. 

15. 

16. 

17. 

18. 



Is the taxation net drawn too widely or too narrowly in relation to : 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

(b) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

(a) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular— 

(b) Is the present distinction between profits liable to charge and those not liable to charge 

as being capital profits satisfactory? 

Is the basis of computing income from property under Schedules A and B satisfactory? 

Should the present rules about deductions for outgoings and expenses be altered? 

Are the provisions for relief in respect of double taxation satisfactory? 




^reduced? eXistfaE betwem earned ™ unearned income be extended or 



Are alterations necessary in the rules goyeming personal and other allowances? 

“ W Ltny“lspSt a ? 0n ° f tosb “ d “ d ^ be » « regards aggrega- 

Should P.A.Y.E. be altered or abolished? 

Should the principle of deduction at source be extended or restricted ? 

Sh from salaries^? 01 * aSSeSSmem ‘° S ” rt “ be “ ta “ d - and in P«Mar *ould it be deducted 



Are any alterations desirable in the system of administration and 
statutory bodies or persons connected with taxation? 



the functions of the various 



Are any changes in the provisions against avoidance and evasion desirable? 



Is any alteration necessary in the rules 
taxpayers (e.g., public corporations, 



governing the taxation treatment of special classes of 
co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY MRS. URSULA K. HICKS 



1 In this Memorandum I shall confine myself entirely 
to problems connected with the personal side of income 
tax. These problems have become acute owing to the 
very high rates of tax which it has been found necessary 
to continue into the post-war world, and so long as these 
rates have to be retained the problems are not wholly 
soluble. There are, however, matters calling urgently for 
reform which are only partly related to rates of tax, being 
due primarily to such factors as the grafting of 
the P A.Y.E. system of collection on to the tradi- 
tional method of tax collection without a proper 
integration with that system, and the continuous 
growth of the number of income and surtax 
payers with 'the course of inflation, in addition to the fact 
that nominal exemption limits are still lower than they 
were before the war. 

2 I shall deal first with problems connected with income 
tax ’ as it is now levied, including (i) the possibility of 
simplifying the withholding system so as at the same time 
to reduce the disincentive effects of P.A.Y.E. and the costs 
of administering it, and (ii) the possibility of restoring the 
unity and certainty of income tax as a levy on total income, 
especially in respect of mixed incomes. Secondly, I shall 
discuss the merits of an annual tax assessed on ca Phal 
(or property), but expected to be paid out of income ; and 
thirdly the desirability of including the taxation and relief 
of capital gains and losses within the income /surtax 
structure. 

3 I have had the benefit of seeing a number of the 
relevant documents which have been submitted to the Koyai 
Commission. I have also examined as well as 1 can at a 
distance the parallel systems used in the U.b.A. ana 
Sweden, as the two countries most likely to P r0V1 ^® 
which might be useful in this country. It is noticeable 
in particular that the system of withhoMing as now used 
in the U.S.A. seems to give universal sahsfacUon does 
not call for large refunds to taxpayers and is held not to 
be disincentive. 

I. Weekly Wage Incomes 

4 From the economic point of view the present P.A.Y.E. 

system has two disadvantages .which together ^^ndoubtedly 
have a considerable disincentive effect. In the first place 
where the difference to marginal and to 

and effective) rates of tax is large the additional tax to 
Sfpato on extra effort may be very high indeed. In he 

SfiBSS^gSss 

absenteeism. These are the two evils which it must be the 
object of any reform to remove. 

< On the other hand the great advantages of 
over^y’previons method of »age tocome 

Xn^arM^ W-"o doLver toe 



taxpayer’s lifetime even if wage rates and hours remain 
steady) all danger of having to pay tax proper to a 
higher income than that at present earned is removed. 
Secondly, the current taxation of current earnings con- 
stitutes a better method of economic control than the 
taxation of past earnings, since changes in revenue are 
always in step with changes in the national income. It 
would be a definite loss to sacrifice any of this currentness 
(for instance in an effort to break the close connection 
between marginal effort and marginal tax). Indeed, as I 
shall argue later, there are strong arguments for extending 
the system of collection of current earnings to all incomes. 

6 The disincentive danger inherent in a big gap between 
marginal and average rates can be reduced by making the 
steps in the progression small (as they are in the surtax 
range) ; but this would be administratively complicated if 
extended right down the income scale. The only complete 
cure for the “ gap ” trouble is a proportional tax (so that 
marginal and average rates always coincide). The obvious 
solution therefore seems to be a simple proportional tax 
covering most of the weekly paid taxpayers, or broadly the 
numbers additional to those who were charged to income 
tax before the war. When this idea was first put forward, 
shortly after the end of the war, it would have been 
difficult to introduce without serious loss of revenue from 
the higher wage incomes ; but the extension of the higher 
reduced rate band to 1948 has already sacrificed revenue at 
that point, so that no further serious loss need be 
encountered now. 

7. The critical point is, however, the position of the 
allowances, both in their aspect as part of the social 
welfare Dro gramme and as an integral part (indeed in the 
tower range? of tocome the main part) of toe mechanism 
of progression in the income tax system. The allowances 
at present complicate P. A.Y.E. in three ways . ( 1 ) by 
making necessary a great number of codes to cover their 
JSfoSf possible vartotions, (ii) through the necessity to 
credit them currently under the cumulative system, thus 
necessitating a separate tax table for each week of the 
?ax“e2, and (HO as being the mam cause of reduct, ons 
or repayments of tax when earnings fall. 

8 The only alternative which would break the dts- 

8. ine oniy retaining more or less the present 

Srsystem „Tto o™nSs S would be to abandon the 
Brihsn sysiem week to wee k. I understand 

cumulative prrncip , already use a four-weekly 

some sections although this should be an improve- 

balancmg period , JS considerable disincentive 

ment it would slili leave rouiu j. nnssihle to con- 

template the aban , annual settlement, then the 

pletely, and only i \ QI each week cou i d be 
whoie system of s p danger of the taxpayer 

SSSfSl^«25 equilibrium with the revenue before 
the end of the year. 
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9. The Americans have got round this particular complex 
of problems in a way which is perhaps a little rough ana 
ready on British standards, but which seems to give satis- 
faction. It refers to the income groups up to 55,000, ana 
since the progressive marginal scale is already applied 
in that range the greater simplification of a proportional 
tax is not available. The allowances are given as flat sum 
exemptions fas the personal allowances are given in this 
country), but are simplified to the point at which they 
become a series of " unit ” exemptions, or raising of the 
effective exemption limit to tax. The worker declares in 
advance how many of these exemption units he is entitled 
to, on his family circumstances, and the employer deducts 
the correct multiple fone to ten) from his pay, according 
to very simple tables ; there are thus effectively only ten 
“ codes ”. 



10. Within this income range a flat 10 per cent, is 
allowed for tools and other allowable expenses. Each 
worker has a card recording his exemptions, which he 
presents to his new employer when he changes his job. He 
has a strong sanction to do this, as until he receives 
the card the employer is bound to deduct tax without any 
exemption. As I understand it, tax is deducted non- 
cumulatively week by week on the basis of expected annual 
liability, by means of simple tables supplied by the revenue 
authorities to employers, the worker supplying particulars 
of the exemptions (allowances) due to him, as certified 
by the Bureau of Internal Revenue. The return is made 
by the worker on an extremely simplified form, which is 
only available to the lower income groups. 

11. By the device of the use of expected income as the 
basis for withholding a good deal of the advantage of 
the cumulative system can be retained, and it does not 
appear that the taxpayer gets seriously out of equilibrium 
with the revenue. He is finally brought into equilibrium 
at the end of the year, any overdeduction being made 
good in the form of a bonus bearing 6 per cent, interest. 
Any under-withholding must be paid within 30 days. It 
is obvious that the close tie up between marginal income 
'and marginal effort is completely avoided under this 
system. 



12. If, however, a proportional tax were introduced for 
the lower income range in this country (up to somewhere 
between £450 and £600) and the allowances were also 
brought within the proportional system, enormously 
greater simplification than the American would be pos- 
sible, without sacrificing so much of the cumulative prin- 
ciple. If all the allowances were given in the form of 
percentage deductions from tax liability (as the earned 
income allowance is in fact given), the percentages could 
be as simply aggregated as the American unit exemptions, 
and would provide a far more flexible system. No formal 
exemption limit would be necessary as the allowances 
would provide an effective one, differing as it does today 
according to family circumstances. It would be an obvious 
simplification to include also the present social insurance 
contributions within the system ; substituting for the 
present flat sum payments a flat percentage. Under this 
system it would still be necessary to obtain, and pass on 
to the employer, particulars of the employee’s family 
circumstances, and rudimentary “codes” would still be 
required ; but there would be no weekly tables. 

13. To this great simplification there appear to be two 
minor objections: (i) the element of progression now 
obtained at the lower end of the tax structure by the 
operation of flat sum allowances would be lost, and (ii) 
the miscellaneous other items — allowances for tools, small 
property income not tax deducted, mortgage interest and 
so on — now included in the coding, would have to be 
separately tackled. No doubt some simple, if slightly 
rough and ready, method of fitting them into the 
percentage system could be found. 

14. The first point is more important ; it should, how- 
ever, be borne in mind that although the present system 
of progression in the lower income ranges would be 
sacrificed, on the other hand the present regressive element 
of the flat sum social insurance contributions would be 
abolished. There would also be a much more adequate 

lateral progression ’’ within each income group accord- 
ing to family circumstances. A minor advantage of 
putting both tax and personal allowances on a propor- 
tional basis would be that changes in rates would impinge 
directly on marginal effort (as does the proportional 
earned income relief), instead of only on average liability 
to tax, as the present personal allowances do. 



II. Higher Incomes 

15. Wherever the upper limit of the proportional tax 
were set it would still leave some weekly wage earners 
to be charged under the normal income tax, and the 
difficulty of the gap between marginal and average rates 
of tax would still remain in that range. Disincentive 
would perhaps be less serious than at a lower range 
because of decreased importance of overtime. It would 
be- minimised if progression proceeded in a senes of small 
jumps instead of in one large one. 

16. The real problem of integrating a system of current 
withholding such as P.A.Y.E. with traditional methods 
of tax collection arises, however, in connection with mixed 
incomes, either those which are wholly earned but only 
part of the earnings comes within the withholding system, 
or those which are derived partly from work and partly 
from property. 

17. The basic difficulty for the taxpayer in these circum- 
stances (and it is a very serious one) is that tax is being 
collected simultaneously on the accounts of more than 
one year — at least two years for income tax payers, and 
at least three years for surtax payers. With the system 
now used by the Inland Revenue for “ spreading ” under- 
withholding over a number of years the taxpayer may 
in fact be being charged on the accounts of four or 
five years, and he has no means of knowing when he 
has finished with any particular year. The allowances 
may be set off against tax on property or other income, 
against P.A.Y.E. income or partly against one and partly 
against the other. It is worth noting that if they are set 
off against P.A.Y.E. jinoome, and income from other 
sources has tax deducted at the standard rate at source, 
it is actually possible for the Inland Revenue to assess 
a taxpayer at the appropriate progressive rate on the 
whole of his income, without ever ascertaining the total, 
so long as it is safely below the surtax limit. 

18. The obverse of this system, from the taxpayer’s 
point of view, is that he never receives notice of his total 
liability set against his total income ; and it is only on 
the receipt of such an account that he can check whether 
the liability has been correctly assessed, and how far 
he has discharged it at any moment. The receipt of 
demands for the payment of considerable sums (including 
“ underpayments ” on past years), presented without warn- 
ing and at irregular intervals, is a real hardship for the 
middle income ranges who cannot afford to keep large 
balances idle in the bank to meet liabilities which they 
cannot foresee, either as to date or as to amount. I feel 
very strongly that this additional burden on already highly 
taxed incomes should not be allowed to go on, and I 
believe it could be abolished with negligible loss of 
revenue. I believe we are alone among civilised nations 
in tolerating this uncertainty. 

19. In other countries (for instanoe Canada, U.S.A. and 
Sweden), the confusion due to being charged to tax on 
several years at once is avoided because at the time of 
the change over to their respective withholding systems 
the whole of the tax was changed to a current base. This 
country was afraid to take the full plunge because of an 
eventual loss of revenue, although the difficulty was 
swallowed in the case of weekly wage earners. I would 
strongly urge the advantages of changing over now to 
complete current assessment on all incomes. The supposed 
loss is really a delusion. So far from there being a loss, 
under present circumstances with rising incomes and tax 
rates, the revenue would actually gain by advancing 
liability, while the fact that taxpayers had now to pay 
on present higher instead of last year’s lower incomes 
would facilitate the control of inflation. 

20. The method of taxation of current income (outside 
the withholding system) used in the U.S.A. is very simple 
and appears to work smoothly. On or before 15th March 
(the third month in the tax year) all taxpayers furnish 
two returns; (a) an account of income from all sources 
received during the year recently closed (this corresponds 
to the British income tax return), and (b) an estimate 
of income tax which will be due during the year just 
started. The whole of the estimated tax due (outside 
the withholding system) may accompany the estimate, or 

. alternatively a quarter of the liability, the remainder being 
discharged in equal instalments quarterly. Any balance 
due to the revenue from the previous year must be paid 
on 15th March. For incomes under 55,000 the revenue 
takes the initiative in informing the taxpayer what his 
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tax bill (or alternatively refund) is. Any tax due must 
be paid within 30 days, subject to penalties and a 6 per 
cent, interest charge on overdue accounts. 

21. A change over to the taxation of all kinds of income 
on a current basis would be an immense simplification 
and clarification for the British taxpayer. It brings with 
it the further question whether it would not be possible 
at the same time to rely wholly on progressive rates of 
tax (in the manner of surtax) for the progressive 
mechanism, instead of partly on the remains of the flat 
rate allowance system which otherwise presumably would 
continue to be used in this range. If this were done it 
would in a sense imply bringing down the surtax exemption 
limit to the point where the proportional tax ended. 

22. This change would have two advantages. In the 
first place it would be possible to grade the progressive 
rates more finely than at present, and so in this important 
range (c. £500 to £2,000) keep marginal and average rates 
closer together. In the second place the taxpayers in this 
range would necessarily work on an account of total tax 
set against total income, and thus the remaining 
uncertainty in the present method of collection would be 
removed. The system would presumably be slightly more 
complicated than the present one, but the number of 
taxpayers with mixed incomes in this range is not after 
all so very large. Under such a system there would not 
formally be any “ standard rate ” in the old sense ; but it 
should be simple to select an appropriate rate for the 
deduction at source of property incomes under Schedules 
A and D. It would be an additional advantage that the 
lag in surtax collection would largely be removed, since 
the taxpayer would return and pay his whole tax liability 
in the one year. This would improve the economic 
“ fit ” of income .tax collections to the national income, even 
if in practice full surtax could not always be finally 
determined in the current year. 



III. Annual Taxes on Capital 

23. A percentage discrimination against incomes from 
property (in the form of earned income relief) has been 
the .traditional way of taxing “ capitalist’s advantage ” in 
this country. When it was first introduced the discrimina- 
tion against property incomes was justified mainly on the 
ground of the greater continuity of such incomes relative 
to incomes from work. It would, however, be more 
logical to tax capitalist’s advantage directly, by taxing 
the capital, since much of the advantage accrues (both 
in respeot of its aspect as a re-insurance against sudden 
need and its aspect of a basis for taking advantage of 
sudden opportunities) still remains even if no income is 
received from the capital. 

24. Personal capital is now subject to heavy and pro- 
gressive death duties in this country ; but there is another 
line of argument which leads to another type of capital 

tax one assessed annually, and for the most part expected 

to be paid out of income. This type of tax has two 
possible advantages over high rates of surtax. In the 
first place it should be less disincentive to effort, since 
liability to the tax is unrelated to current effort. (On the 
other hand the current .removal of a portion of capitalist s 
advantage might well have a more deletenous effect on 
the propensity to save than either high surtax or a capital 
tax assessed only at death.) In the second place a capital 
tax can be assessed at rates that exceed 100 per cent, of- 
current incomes and can thus be made to have a greater 
effective progression if that is desired. Naturally the 
more an annual capital tax becomes a real tax on capital 
the more will death duty revenue be correspondingly 
reduced. In the countries which make use of an annual 
capital tax inheritance taxes are not at all so fully de- 
veloped as they are here, so no great problem arises in 
this respect. 

25. Thus there are good theoretical arguments in favour 
of a' capital tax ; its drawbacks are practical rather than 
theoretical, and are mainly related to the very serious 
difficulty of successfully valuing assets. For the capital 
tax to have the same degree of equity as an income tax, 
both in respeot of timing and of the correct assessment of 
relative liabilities, the values put upon property should 
be genuine current market values. Neither conventional 
values on the one hand, nor capital values derived by 
capitalising income should be accepted as adequate. (This 

16263 



was clearly demonstrated in the Inland Revenue Memo- 
randum on a Capital Levy after the 1914-18 war.)* Further, 
the capital values selected should strictly relate to the 
relevant tax period, neither to an arbitrary point within 
it nor to a past period. 

26. These points need only to be mentioned to show 
how extremely difficult is the process of adequate valua- 
tion for a capital tax other than death duties. (Even 
■there a sudden change in stock market values can make 
the valuation considerably arbitrary.) The experience ot 
countries which at present operate capital taxes of this 
nature, for instance the U.S.A., Sweden and Denmark, 
is not very encouraging. In the case of the U.S. the 
(property) tax is used only at the state/local level, which 
fact may be held responsible for some of the shortcomings 
of the valuation process ; but in the Scandinavian countries 
the full powers of the central administration are brought 
to bear on it. 



27. In both Sweden and the U.S.A. the capital tax is 
really a survival from an archaic tax structure, dating 
from the time before an effective income tax was avail- 
able. In Sweden this is fully realised, but it is unlikely 
to be abandoned, partly on the principle that an old tax 
is no tax, and partly because it does bring in a good 
deal of revenue. In a number of states in America the 
property tax has now dwindled into little more than a 
tax on land and buildings, differing little in its long run 
effective incidence from the British local rate, although 
assessed on owners and on capital, not on annual values. 
Some states, however (for instance Illinois), do try to 
work this property tax as a comprehensive tax on capital, 
with results that are widely acknowledged to be deplorable 
from the point of view of equity. 

28. In Sweden great difficulties are acknowledged to 
be encountered in the valuation of all but liquid assets. 
For companies special periodic assessments are made, but 
.these are naturally only correct for the time of assess- 
ment (and in so far as assessment was not simultaneous 
might he very inequitable). Farms and forests are given 
conventional values that are acknowledged to be highly 
favourable. Apart from these special cases there is said 
to be some evidence of more or less deliberate discrimina- 
tion in favour of particular types of property. Personal 
effects, including old masters and objets d’art are exempted 
from the tax. 



29. Although nobody in Sweden seems to be proud of 
the tax, and it does not appear to be considered that it 
could be useful as an instrument of policy, some experts 
support it because they consider that it is a more effective 
way of making small traders contribute to the revenue 
than an income tax. This may be because the revenue 
authorities have more opportunities of going into the 
affairs of firms at the periodic valuations than they would 
have of checking income tax returns. Where the fortunes 
of a firm change seriously between valuations the tax 
must, of course, be correspondingly inequitable. 

30. The most relevant experience of the capital tax is 
probably that of Denmark, which introduced a capital 
tax in 1909, shortly after the establishment of income 
tax and made it progressive from 1912. On the wealthy 
the nominal rate of tax (2* per cent.) may now exceed 
100 per cent, of income ; but at the same time the maxi- 
mum rate of death duties is only 35 per cent. More- 
over an- elaborate system of offsetting payments against 
next’ year’s income tax liability implies that in practice 
Danish direct taxation is both considerably less high and 
less progressive than British. 



31 Roughly half of the property in Denmark is agn- 
■ultural ; and one of the justifications for the capital tax 
s the notorious difficulty of assessing farmers to income 
ax Valuations of agricultural property are carried out 
minquennially for the land value tax and these are used 
or the capital tax also. It should be noted, however, 
hat these land values are not based on market values, 
mt on a conventional value based on an assumed medium 
ertility and average condition of cultivation. After the 
var Denmark had a special assessment of a l classes of 
jroperty in connection with a post-war capital levy. This 
much better data than would normally 



* Appendix XXII to the Report of the Committee on National 
Debt and Taxation. 
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be available, but it is now considerably out of date, 
although liability has not yet been finally determined 
under it. 

32. In general the valuation of capital is acknowledged 
in Denmark to be more difficult than the valuation of 
income. Bearer bonds are widely used to evade tax ; the 
•inventories of small firms can never be satisfactorily 
ascertained. It is held by some authorities that over time 
venture capital is discriminated against because on the 
average the rate of return is lower than for established 
enterprises. The Danish revenue authorities estimate that 
they collect 85 per cent, of the tax due on incomes, but 
only 70 per cent, of that due on capital, so that it would 
appear that collection, as well as assessment, is more 
difficult for a capital than for an income tax 

33. In view of the experience of countries with efficient 
revenue administrations it would seem that nothing would 
be gained by the introduction of an annual capital tax in 
this country ; anything that might be gained directly in 
incentive (if it were a substitute for high surtax rates) 
would certainly be lost in equity. It seems that an earned 
income relief in income tax is still the most practical way 
of allowing for capitalist’s advantage ; while at present 
rates (which after all have not been very long in operation) 
death duties are an effective way of progressively equalising 
the distribution of capital. 

IV. The Treatment of Capital Gains 

34. Capital Gains are not a component of the normal 
income stream, except in the case of professional market 
operators ; but they do add to the individual’s command 
over goods and services in exactly the same way as income 
does. This is obvious in the case of a realised capital 
gain ; but a similar advantage accrues even if the gain is 
not realised through the greater power of borrowing which 
it bestows. 



38. Capital gains which are at all conspicuous and 
general are likely to have some particular cause — too easy 
conditions in short-term markets if not generally inflation- 
ary conditions. They may also come about from a general 
fall in interest rates, implying a general rise in capital 
values, which will give additional opportunities for specula- 
tion. In the past spectacular capital gains have often 
been made in localised booms in particular markets, such 
as real estate or a particular commodity. In very many 
cases the exciting cause has been exceptionally easy credit. 
In all such cases the primary remedy is on the side of 
monetary control. Spectacular booms on the stock 
exchange or in commodity or real estate markets are now 
very unlikely to occur in this country owing to recent 
changes in marketing mechanisms, as well as to the drastic 
rise in stamp duties on sales. 

39. Capital gains made under general inflationary condi- 
tions do not really seem to be an eligible subject for 
special taxation ; it would again be much more appropriate 
to tackle directly the conditions which made them possible. 
In many cases the “gains” are only paper gains, and 
unless prices in the field where they have been made have 
risen more than other prices (including wages) the nominal 
gains are real losses. Further, when the inflationary condi- 
tions pass away there would in equity have to be 
compensation for losses. 

40. The case for taxing capital gains is not improved 
when we turn to look at the types of capital gains taxes 
which other countries have found it practical to impose. 
The correct taxation of capital gains would require the 
imposition of tax in the period in which the gain was made 
(whether realised by .the sale of the assets or not) and 
would similarly call for current relief of losses. This 
would imply a beginning and end of year valuation of 
assets, either by the taxpayer or by the revenue authorities 
and would thus bring in all the difficulties of valuing 
capital, by the back door. 



35. The taxation of capital gains is usually advocated 
for two reasons. Large and sudden increases in command 
over resources are thought to be bad, and somehow unfair, 
leading to an increase in economic (or even political) 
power. This argument was very important in the U.S.A. in 
the days before there was an effective federal income tax. 
Secondly, capital gains may be engineered as a substitute 
for income, if either they are not subject to tax or are 
taxed at lower rates than income. This is a real evil 
which every income tax authority has to fight to some 
degree ; the question is to what extent it can be eliminated 
by any practicable tax on capital gains. 



36 In the absence of general inflationary conditions 
significant capital gams are unlikely to be widely realised ■ 
they may, however, occur for a number of reasons. In 
the first place they will accrue to shareholders in successful 
companies, especially those who got in early in the develop- 
ment of a new product. Such capital appreciation is an 
essential part of the reward for venture capital and its 
special taxation would be quite unjustified ; high rates of 
surtax are already too deterrent to venture capital. 
Secondly spectacular capital gains may sometimes be 
realised by successful amateur but fairly regular market 
operators; the late Lord Keynes is a striking example, 
lhe majority of such speculators are probably not heavy 
™'L e f^ e [ s * n l . he ru n. and little revenue would be 
oniv £ d f ? y the 'f c , a P, ital gains as such, if, as would 

onh be fair and logical, full relief was allowed for losses 
1 W. 1 a m *u re detaiIed return of assets, and changes in 

£ return® ‘™dd ’ b. f “ “ me tirae as *>“ i^ome 
, m ’ would be of assistance in determining in 
mar„ina! cases whether the operations were sufficientlv 
frequent to be considered a p In of the oomnl incS 
stream, and consequently taxable to surtax, or wheS 
they were merely casual and could be neglected S i 
return might also be useful for other purposes h * 

37. Thirdly, in certain circumstances capital aains mav 

pror,rr 

other countries (notably India) have developed a number 
rates it would have borne if SibS. ' 



41. in practice I believe no existing capital gains taxes 
attempt anything beyond the taxation of realised gains- 
and none allows anything like symmetrical relief for losses’ 
This leads to inequity and hardship in several ways. In 
the first place forced sales or liquidations, and unwanted 
bonuses (where a steady income would have been preferred 
by many shareholders), are heavily penalised by qualifying 
for high progressive rates of tax. Secondly, gains are 
likely to be made in one period but realised in a different 
one ; thus any control element in the tax will not be 

rt - is r ® quired - Thi rdly “incomes” which 
capita l gai ° s become much more fluctuating than 
?“ ?? omes ’ ? o t . hat ov ® r a period the progressive taxa- 
hon of mcome « higher than it would have been otherwise 
* heheve that it is the obvious hardship of the creation 
flu £ t “ atm . g incomes which has tended to make 
taxes on capital gams soft relatively to income taxes 

42. In order to reduce these causes of inequity some 
existing capital gains taxes assess at full progressive sur- 
tax rates only those assets which have been held for 
fin^fnr ^ enod ; 9 thers al ’ ow “compassionate” exemp- 

f ° T J°r d sales ’ Usuall y only available by negotia- 
tion with the revenue authorities. The U.SA caoital 
S£L?Y^ Pical ° f the ^comings of the h 
S/ Qd , 18 1° rec L ognised hy tax reformers. Gains 
are taxed only when they are realised. If the asset has 

two limits the taxpayer can choose under which tax he 
will pay. The incentive for higher surtax oavers 
qualify for the capital gains tax is obvious. £ the Seri- 
can tax the relief of capital losses is very limited and 
quite unsymmetrical with the taxation of gains d 

oronosti”;£r m ° ra b“ eeoious clpital mi"* tax has been 
f/° p ° sed f , or , u Japan hy a group of American experts It 
^s IJ ro l?os e d that capital gains and losses should be treated 
symmetrically within a general system of taxing fluctulw 

^ CtUa payment would ta ke place in the yeaf 
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44. If this proposal proves to be administratively 
feasible it will obviously be a considerable improvement 
in equity, and would moreover provide a general method 
of taxing fluctuating incomes fairly. Different balancing 
periods would be appropriate for different types of fluc- 
tuating income (longer than ten years for authors, shorter 
for fishermen). It would seem to require a rather com- 
plicated system of suspense accounting, but with modern 
mechanised methods this is perhaps not too serious. The 
chief weakness of the plan seems to be that it requires 
the annual self-valuation (not merely listing) of assets 
by the taxpayer. Checking these returns again brings 
back the problem of capital valuation, by the back door. 
If the tax is operating in a period of inflation there is 
the further difficulty that gains will differ enormously 
according to the date from which they are reckoned. 
(The impossibility of simultaneous valuation also imparts 
great unfairness into other capital valuations during in- 
flationary periods.) In Japan the process of capital re- 
valuation, designed to establish a firm and more or less 
equitable base from which future gains and losses would 



be reckoned, was caught halfway through by the Korean 
war, which caused a further 40 per cent, rise in values. 

45. High rates of surtax unquestionably stimulate the 
substitution of capital receipts for income (since in one 
way or another the taxation of capital gains tends to be 
softer than the taxation of the normal income stream). 
They similarly stimulate other forms of evasion, such as 
expense accounts, and undeclared transactions ; more- 
over such forms of evasion are the more difficult to check 
because the propensity to evade is by no means confined 
to income receivers. Such increased stimulus to evasion 
must be counted among the increasing costs of high taxa- 
tion. In view, however, of the inequity of taxing many 
of the capital gains which are merely nominal and not 
intended to evade surtax, as well as of the unsatisfactory 
nature of the capital gains taxes which alone seem to 
be practicable, it would seem more desirable to continue 
to tackle the capital gains problem within the frame- 
work of the ordinary income tax as is done at present. 
22.10.1951. 
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2018. Chairman : Mrs. Hicks, the Commission are very 
grateful to you for the memorandum and the ideas that you 
have put in. There are one or two questions which we 
have, and we would like to be quite clear what the sug- 
gestions are that you are making. We have all read 
your memorandum through, of course, and have it in 
mind. It deals with two or three separate subjects, and 
we shall take our questions separately with regard to 
them. Have you anything that you would like to sup- 
plement your memorandum with before we come to our 
questions, because possibly it would shorten the questions? 
— Mrs. Hicks: There are, of course, a number of points 
that I did not touch on in the memorandum, and I could, 
if you wish, expand on any of those points. On the 
points that I have made I would perhaps like to em- 
phasise very strongly one or two. First of all the desir- 
ability of some sort of simple tax which would cover 
the majority of weekly wage earners. Secondly, the 
desirability of exploring all possible administrative methods 
of making the whole of the income tax, including surtax, 
as current as possible, so as to get away from the system 
in which the taxpayer in the middle and higher ranges 
may be paying tax on a number of years at once, and 
in which it is very difficult for him to find what his 
true liability for any year really is, so that he has diffi- 
culty in knowing what to reserve in order to discharge 
it. Part of that, of course, arises out of the method of 
P.A.Y.E. because part of the difficulty is due to under 
withholding (so to speak) of allowances: under with- 
holding due to the operation of the allowances system, 
and that might come out in the wash a bit if the system 
of P.A.Y.E. were amended, but I still think that there 
are very strong arguments for making income tax as 
current as possible, largely arguments on economic 
grounds as well as avoidance of personal hardship. You 
will probably later go into the details of a possible simple 
tax system so I need not mention that. 



2019. I daresay that will emerge from our questions?— 
Quite. 

2020. There are one or two things that I wanted to 
ask, just to follow the thread of your argument. You 
first of all, I think, concentrate your attention on the 
problem of taxing weekly wage incomes, looking at 
P.A.Y.E. as it is today. You say that it has, in your 
view, two main advantages, one is that at fixes current 
taxation on current earnings ; you attach importance to 

• that? — Yes. 

2021. And secondly that by so doing it gives the autho- 
rities a more sensitive economic control than if yon adopt 
a past standard? — Yes. 

2022 Would you elaborate that second point? What 
have yiu in mind particularly with regard to «-I Save 

smaller tan 



liability instead of the higher tax liability from previous 
years as you would if you are taxing in arrear. It is 
just that current payment gives you a better control. 

2023. Would it be true on the other hand that if you 
base yourself on a previous year’s performance you can 
more accurately estimate what the yield from your tax 
in the current year will be? — Of course, that is true, but 
I still think that you can make a first approximation which 
is not so very inaccurate, and then even up at the end 
of the year as is done, for instance, I think very success- 
fully, in the United States. 

2024. Now what you find against the present P.A.Y.E. 
system in the main is, you draw attention to this point, 
that for those people whose extra effort means extra reward 
it throws a spotlight on the burden of the marginal rate? — 
Yes, particularly where there is a large divergence between 
the marginal and the effective rates. 

2025. And P.A.Y.E. has also this consequence, that if, 
in the course of the year, you are not drawing a wage 
owing to being absent or sick or unemployed, then you 
have in many cases a right to get the tax back? — Yes, it 
depends on the operation of the cumulative system, but 
I would still strongly support the basing of liability on 
the expected year’s income rather than week by week 
according to a weekly wage tax, which does come very 
hard on wage earners with fluctuating incomes. I still 
think you could get that by means very largely of a pro- 
portional simple tax. 

2026. Why do you think it is a bad element in P.A.Y.E. 
that in these periods of absence or unemployment or sick- 
ness you should have the right to have your tax readjusted 
and something back?— I think it is disincentive. I think 
it is extremely fair, but I think it is disincentive. 

2027. Have you practical experience of its disincentive 
effect, or is it what strikes you from looking at the thing 
as a theorist?— Yes, mainly the latter, but one has had 
conversations with people who sa y , h i ve 
enough now and, “We can very well take the time off 
now ” and so on. 

2028. Then I think you draw attention to the advantages 
of the American tax system with regard to wages Yes, 
merely that that is a simple tax system really effect ve 
which is yet imposed on the annual income and ^ot just 
a weekly wage tax. The further advantage I see in it 
is the great simplification of the aUowances the ^rsonal 
allowances. I think that a better 

scheme of allowances could be deyisedbutlthmk that 
their experience points along the right direction. 

2029. Their system is to 8^ .^“'so^-yS ° f 
flat rate units of 600 dollars each, is that not so? Yes. 

2030 Have you in mind that their system, according 

zuou. you provisional withholding 

to my information, is om Y th _ vpari— ' Yes 

followed by an assessement at the end of the year? Yes 

9031 You have to face the administrative problem at 

2031. You nave p <. s i na wage earners, have you 
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thing is extremely simple, because it throws much less on 
the employers, although no doubt rather more on the 
Bureau of Internal Revenue, but, on the other hand, 
there is great simplification; at that particular period it 
throws more on the Internal Revenue. 

2032. But its advantage in your eyes is that it is not 
cumulative during the year so far as the witholding 
goes? — Yes, its advantage is very largely that like a 
cumulative system it is assessed on the total year’s income 
rather than week by week, so that you do not get heavy 
over taxation of people with fluctuating incomes. 

2033. Can you make it plain to me, under their system 
(which contains very simple tables for the employer to use, 
if I understand it) what rate they are trying to extract 
from the wages that are paid by way of withholding? — 
Since the very simple system whereby the Bureau of 
Internal Revenue tells the taxpayer what his liability is 
more or less, goes up to 5,000 dollars ; in fact the progres- 
sive scale has already started before that. The American 
system consists of what they call the normal income tax 
and surtax, the normal income tax being very low, so that 
practically everyone except the lowest wage earner comes 
in for surtax, and the amount they are trying to get out of 
a taxpayer of course corresponds to his place on the pro- 
gressive scale. It would be much simpler in such a simple 
tax as some of us advocate here, because there would not 
be a progressive scale operating in the range of the simple 
tax, or at any rate only at the upper end where it overlaps 
with income tax. 

2034. I am not sure I quite follow yet. In the American 
system if I understand it rightly, an income up to 2,000 
dollars per annum pays a flat rate of 20 per cent.?— Yes. 

2035. Are the tax tables which are supplied for the 
employer all based on the assumption that they are dealing 
with an income not above 2,000 dollars? — I would not 
like to be absolutely certain of this, but I think they are 
based on whatever the chap’s expected income is. If it 
is - more than 2,000 dollars then they would withhold 
whatever is the proper rate on what the expected income 



2036. Who makes the decision then on behalf of the 
authorities as to what a man’s expected income for the 
year is to be taken to be?— That is what he makes in a 
return. He makes a total return of expected income for 
the year that has just started and received income for 
the year that has just ended. 

2037. And according to his estimate which he sends into 
the tax authority the withholding of the current year’s tax 
proceeds, does it? — Yes. 

2038. So there is no burden on the employer, he merely 
takes what the employee says?— He merely takes what is 
given him, yes. 

2039. You then say, -having in mind the American sys- 
tem which does end in a final assessment of everybody 
SSfJJVS? ¥ i he L ea f’ Would i* not be 'better in this 
of Sme?-Yef ” V proport ‘° IlaI ** Ms typo 

ha,e 8 0t clear is, to get a proportional 
tax you must fix some rate, must you not?— Yes, of course. 

What is going to determine in your scheme what 
the rate is to be?— That depends on the total revenue that 

ft° would 1 warff^f S ° far as *5® Commissi °n is concerned 
LZau, - nt t0 recommend a rate presumably which 
br !? g f 0U muc , h the same revenue as you are get- 
ting already for people within those income ranges. g 

means that if you change over, for the first 
sum r£pd tl f S Chan8e ° Ver you w ould look at the total 
sum raised from incomes up to a certain amount ner 
and you would require a proportional rate from 
everyone in receipt of income up to that limit based on 
extractmg the same amount as you got last year is that 

t&ssms&ss 

4?- Lf Sts 



would have ito have everyone taxed in .the first instance, 
but I think it would be possible to have an exemption 
limit. That would come out in the allowances probably. 
You could have your allowances so that there was a 
personal allowance which gave you an effective exemption 
limit. 

2044. I thought you were advocating, if it could be 
done, that allowances should all be expressed in percen- 
tage terms of your weekly remuneration? — Yes. 

2045. Would you ever get an absolute exemption, as 
you get it now under our system, by other means?— You 
could, because even if all the allowances were to be 
percentages there would be nothing to stop you having 
an absolute amount in addition as an exemption limit if 
you felt that it was extremely onerous on the young 
worker, for instance. 

2046. I suppose a person could be entitled to so many 
percentages added together as came to 100 per cent, in 
which case he would be free?— Yes, I suppose that might 
happen in principle, but I do not think that -the percen- 
tages could be fixed so high in practice as to make it a 
very real case. I think that the exemption limit proper 
should be something separate from this. 

2047. In that case you would have everybody paying 
on those reduced percentage claims? — Yes, in that case 
I would suggest if you did not like that, or it was too 
onerous to collect (it would not really be any bother 
from employed persons, but it might be a lot of bother 
from self employed), you could have just a flat personal 
exemption limit at the bottom. 



2048. You recognise in your paper that one of your 
difficulties would be the outside elements of income, 
would it not?— Yes, but I do not think that is really so 
very difficult if you have this annual return of income. 
You would not, of course, have the ingenious method of 
coding in all those oddments that the Inland Revenue has 
managed to bring about over the course of years, but 
■ although I of course recognise the administrative saving 
in that I do not like it very much as a system because 
it is just that that muddles up the taxpayer hopelessly as 
to what he is having to pay when. I would rather see 
the different items in taxable -income set out fairly and 
squarely in an annual return so that the taxpayer knows 
where he is and what he has to settle. Under the Ameri- 
can system he can either settle immediately and be done 
with it, or he can settle -at the end of the year, and if he 
does not settle within 30 days, he has to face interest on 
his overdue payment. I would like at -this moment to 
emphasise that I think it is a very good system to -make 
people pay interest on tax arrears. It may seem tough 
on our ways of -thinking, but when income tax rates are 
s nigh as they are both persons and businesses have the 
Tn?? 11 ^ l ° 8et u an llndeserved free loan from the 
„ a a ^ lp R H e J® nue Jy putting off their payments to the last 
possible date, and I do not see why -they should do it. 

■mX, 1 !. .'“"I d . epm<l5 on wtoher ,hoss »ho are 
ises *. the tax can give an administrative service 
Sff? it possible for .taxpayers to pay -their tax at 

Se.rStaS'li - Y S' b “'J so , lo "e as ‘heir liability has been 
ascertained then they should be forced to pay it on oain 
of a fairly stifi interest charge. P 

a,, 2 ?!? 0 ' 1 "* w* <*■»* dear. If you were workina 
a y o?r™ r °Jh r, ““ al f ° r .™e p “comes, let us suppose 
h ? “ P-'flng his tax in that way has some 
* hich is sl,bieot *“ deduction "of 
Si ’ at whst rate should he suffer deduction of 

wmmmm 

iitSi sspss 

tax exemption limit I do not l b low *5" “come 
might be lost from -that; bm f wZd reV ™ Ue 

much. 1 1 would not imagine very 
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income level, the person paying the amount due to him, 
and deducting tax at source, could not know whether he 
was or was not in that class, and therefore would have to 
deduot tax at some conventional rate. — He would have to 
have a bill from the Inland Revenue effectively. 

2052. And the man, if he suffered deduction at the 
standard rate, and was not liable at the standard rate 
would have to make a repayment claim? — He would. 

2053. Whereas today it gets coded in normally under 
the P.A.Y.E. system.— Yes. 

2054. Then you pass on to some suggestions, rather 
generally, as to whether the higher incomes could not be 
all placed on the current income basis, that is your 
theme? — Yes. 

2055. And you draw attention to the fact that a tax- 
payer having income from various sources may, under 
our present system, find two or three different years by 
which his income for the year in question is measured? 
—Yes. 

2056. Would you apply this to taxation of company 
profits? After all Schedule D, the assessment of business 
profits, is the greatest instance I think of income which 
is assessed on a past year basis. Do you want to change 
it to a current year basis for business incomes? — On the 
purely economic ground, from the point of view of 
keeping in line with changes in the national income it 
would be nice to do so, but I am not sure that it would 
be administratively practical. 

2057. You arc thinking more of the personal element? 
—The personal element. 1 do not know whether it would 
be, but if it were administratively practical I think there 
would be a lot to be said for taxing firms on current 
expected .profits. In the U.S.A. the problem is different in 
a sense because the corporation tax, the company’s tax, 
is a separate tax from income tax. 

2058. Have you in mind that when you speak of apply- 
ing a new system to 'higher incomes everyone would be 
under the proportional tax for the first slice of his income? 
—I think that would be the simplest method. 



2059. And then, in so far as your total income exceeded 
that slice, you would pay by what you say are a 
series of progressive rates with no standard rate? — Yes, 
what the Americans call our “platform”, standard rate, 
as such would disappear. There would be no big step 
at all but rather a series of small steps as in the present 
surtax range. 

2060. One of your difficulties would be, would it not, 
that if you maintain our system of deduction of tax at 
source you would not know what rate to deduct the tax 
you were withholding, would you? — You would, because 
though you do not have a big platform that does not 
prevent you choosing a particular step for this purpose. 
In fact it would give the Chancellor muoh more freedom 
I would have thought in choosing the rate of deduction 
that he thought would be most appropriate. What you 
would want to get, I take it, would be something that 
would enable you to collect a really big whack of income 
tax from people without giving rise to too many refunds 
to people wiho in fact turn out to be below the level and 
to have suffered overdeduction. 

2061. At present, of course, you always deduct at the 
standard rate, and if a person is not liable to the standard 
rate on his whole income he makes a claim. He claims 
a refund. 

2062. Under your proposed system there is no standard 
rate, there are a series of steps up as your income gets 
bigger and bigger. You just have to . , , ?— Declare that 
one is the standard rate. 

2063. Just declare that for the persons deducting and 
leave it'.’— I cannot really see that there would be any 
difficulty in that. 

2064. Chairman : I think those are aff die questior^ 
I wanted to ask you about your proposals with regard 
to income tax. I daresay some of my f 0 *^ 68 

like to deal with that before we come on to another 
branch of your paper. 

2065. Mr. Millard Tucker : Mrs Hicks yonr sugges- 
tion is I think that all incomes should be put on the 
current basis?— That is what I would bke to see. 



2066. Have you read the Report of the Committee on 
the Taxation of Trading Profits* on this topic? — Are we 
talking about personal incomes or all incomes? 

2067. Among the incomes you are speaking of will 
be the small business man’s income? — Yes. 

2068. As well as the large company? — Yes. 

2069. And the large companies are very much in the 
minority in numbers? — Quite, yes. 

2070. I cannot recall the exact figures in my head, 
■but I think that out of some one and a half million payers 
of tax under Schedule D in respect of business incomes 
only about 200,000 are companies? — Yes. 

2071. The remainder are individuals? — Yes. 

2072. Or partnerships? — Yes. 

2073. This matter of moving the basis for assessment 
of those types of earnings was adumbrated before the 
Committee on the Taxation of Trading Profits. I won- 
dered whether you had read the Report of that Committee 
which examined the position in detail and came to the 
conclusion that it was not practicable? — It seems to be 
practicable in other countries. 

2074. It certainly works in America, we know that? — 
But not only in America, in Sweden. 



2075. I will not go into all the objections to it, but I 
would have liked you to have read it and then answered 
it. — I am afraid I do not recollect awfully well, although 
I have read your report. 

2076. One of the difficulties, of course, not from the 
point of view of the taxpayer but from the point of view 
of the Government, is that the job of estimating is not 
so good. At the present moment the Chancellor has a 
rough idea of the total amount of income upon which he 
can charge a particular tax, and then 'he has only got to 
fix the rate, to estimate roughly the yield from that part 
of the tax? — He would still have a rough idea, because 
he would still have his returns. It might be a bit 
rougher. 

2077. He would not have his return if we are going to 
remain on a fiscal year which begins on 6th April. When 
would you suppose the people would have to send in the 
return for the year beginning on 6th April?— According 
to the American system they send it in I think it is three 
months after the beginning of the fiscal year, so that he 
would have nine months before the Budget an estimate of 
the income that he would get during the year, and I 
should 'have thought he could make a pretty good guess 
with the aid of other income estimates. 

2078. Of course, with regard to wages and salaries, 
I think that is the main part of your first portion of the 
paper, is it not? — Yes. 

2079. Your objection is I think merely that the present 
system is what you describe as disincentive?— Yes. 

2080. Is not that it?— That I think is a major objection, 



yes. 

2081. The others are quite minor, are they not? Is. 
not that the major objection? I think it is with most 
people? — Yes. 

2082. And, having read your paper carefully, is that 
because it encourages absenteeism? The taxpayer gets 
as a rule an actual refund in money of previous tax 
deducted?— That is. I think, an important thing in the 



wage range. 

2083 And the other is that there is a distinct discourage- 
nent to him in undertaking overtime work?— Yes, and 
n making additional effort altogether. 

2084 It would compare, I suppose, with the high surtax 
oaver who in about the fourth or fifth months of the year 
savs “ I do not think it is worth earning any more this 
vear ”.— Yes. I think it has also a long period deleterious 
effect. 'It discourages people, particularly when a little 
extra would put them into a higher tax step, discourages 
them from further specialisation, education, and so on. 

2085 Leave out the surtax payer for the moment. Would 
vnn tell us if you have ever met any work people who 
have told you that they have deliberately refrained from 
agreeing to work ov ertime because they will pay, say, 

' • - """ ♦ Cmd. 8189, 
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9s. in the £ to the Government - ?— Yes, a number of times 
I have met people who have said that to me. “It is 
hardly worth it because of the tax ”. That is what you 
hear again and again. 

2086. Are vou sure that you really hear that from the 
majority of people? — I am not a person who goes around 
specifically talking to the workers. It is just really what 
one hears mainly of people who work for one and so 
on. so that I could not be said to have a large experience, 
but I would sav it was pretty general as far as it goes. 

2087. Whv I asked that is because we have been told 
this over and over again by people. — Yes. 

2088. And when we ask how many people they have 
ever heard who have said it we find it difficult to get 
any real information about that. — To get a lot of informa- 
tion you would have to have a survey I imagine. 

2089. Some of us have some actual practical experience 
of work people and from our own enquiries we are not at 
all satisfied that the feeling is so widespread as we are 
told it is. How we are going to discover the actual facts 
I do not know. — Does it matter just how widespread it is 
so long as the case can be established that it exists, and 
that this case could be removed by a reform of the tax? 

2090. We have to set that against a lot of administrative 
difficulties, have we not?— A path leading in the end to 
administrative simplification. 

2091. I am asking you why you thought that income 
should be based on the current earnings since that is in 
fact the case with regard to wages and salaries. — Yes, I 
know. 



2092. In fact it is the case with regard to the bulk of 
dividend income even including some of the dividend in- 
come drawn from foreign sources. It is the case with rents, 
and it is the case with annuities^-Yes. It is because I 
like that system that I want to reform the Pay As You 
Earn system so as to enable one to retain the current basis 
or even to extend it and to remove the disincentive effects 
at the same time. 

2093. That is why I asked you. That is the only reason 
why you suggest some modification of the present P.A.Y.E. 
system of deduction, those two outstanding objectionable 
features? — I think some of the minor objections as you 
call them are fairly serious ones, the burden thrown on 
employers of operating this enormous collection of com- 
plicated codes and the weekly cumulative tables. 

2094. Again, Mrs. Hicks, are you speaking from personal 
experience?— Obviously you have on the Commission 
people who can answer that better than I can, but surely 
it is the case .... 



2095. I would like to test you on it, if I may, because 
some people without experience have rather distorted ideas 
about it. How many staff do you think the average em- 
ployer would have to keep to look after P.A.Y.E. deduc- 
tions of, say, a thousand men?— 1 have not the slightest 
idea but that you would have to get staff and people would 
have to write books and make machines for P.A.Y.E and 
that sort of thing, is obvious. Then there is the further 
business of the rigidity of codes and tables once estab- 
lished although I understand that that is now quicker than 

£h£h d t0 be ’ u Ut *“5 was a very lon S time lag during 
which you could not change your tax because you could 
not get your codes and tables calculated and printed. 
2°96. Can i you tell me with regard to the higher income 
far tbe nsin S surtax affects their 

output?— Of course, it is very much more subtle there 
because it is rather a question of quality than quantity’ 
There is not any extra income to be ascribed for extra 
hours of work, it is rather intensity of work. In the case 
of academic people that is different because you can vary 
your income very simply by taking an extra job or not 
one ’ i hat . 1S free ly d °ne and they may say ’ “ What 

wftfT.pa”:‘ mg “ Wh '“ 1 on.yVies.ta 

Yo H think . that feeling is widespread?— I should 
think so and certainly I reckon I have it myself. 

2098. Mr. Millard Tucker: I was not going to ask vmi 

5 raftSSSTOt aU ' Thapk *"■ W&K 

„: 0 a 9 ;, Arr ' Just a few questions. In oara 



2100. And one is that “The element of progression now 
obtained at the lower end of the structure by the operation 
of flat sum allowances would be lost”? — Yes. 

2101. Do you consider that only a minor objection? — 
The difficulty about this simple tax business, of course, 
is that it would only be proportional at the lower end, but 
on the other hand it would be a simple tax which could be 
levied at a very much lower rate than the present, so that 
in fact the family man who has a fairly low income would 
probably benefit, or a system could be made in which 
he would benefit considerably. 

2102. Of course, he could benefit now if the tax rates 
were reduced. — He could benefit now if the tax rates were 
reduced, but that would mean putting more on other 
people unless you reduced them overall. 

2103. Is not that the point? If within this range you 
were to fix the rates in relation to the least well-off man 
then compared with the present system the man at the top 
of your range is getting an advantage.— That is true, and 
if that were important you would have to bring down the 
income tax exemption limit if you were losing too much 
revenue or giving him too much advantage. 

2104. You would have to restore some of the element 
of progression.— Bring down the income tax exemption 
limit, but that would only be at the top end of the wage 
scale though, of course, it is true that you would have 
to be careful to readjust the exemption limit if you got a 
further serious inflation otherwise you are going to lose a 
lot of revenue. 



2105. It means then from what you say here that within 
the range that it operates, however small that may be, 
within that range it is less equitable than our present 
system? — One has to consider also what is being done 
about the social insurance payments. At present they aTe 
a highly regressive flat sum tax. If it were possible to 
make them into a proportional tax then you would be 
removing a regressive element at the same time as you 
were removing a progressive element and so I think it 
would not come out too badly in the wash. 

. -106- On the assumption that social insurance contribu- 
tions are a tax?— Yes, that they are a tax. I do not think 
we need bother to go into that. In fact, they are ,a com- 
pulsory flat sum contribution. 

2107. Is a trade union contribution a tax?— It is not 
legally compulsory is it? 

2108. No, but it is a flat rate contribution. — The social 
insurance contribution is legally compulsory. 

yes ^ ^ or a s P ec ‘ a l purpose. — For a special purpose. 



21 j0. It is not equally legally compulsory. Some people 
pa.y different rates for different benefits.— Broadly speaking 



2111. Anyhow your point there is that the social 
insurance is based on the assumption that it is the 
equivalent of a tax?— Yes. 



2112. But we had that before. — Yes. 



T \ , y uiequitaoie within its range but to 

that extent it would have an element of inflexibility. It 
would restrict the Chancellor’s power within that range 

MtArtb! ta * X '~^ hy? - Y hat he would do would be to 
alter the rate of the simple tax. 

wt’i/P 16 “u 11 ! 40 whicbhe could raise the proportional 
the 55 t W0U S be essentially a flat rate tax would be 
tbp °- he could m decency tax the lowest of 

the persons m that group. — Yes. 

S? u J d “V" other w ords, fix this simple tax 

Se rSS-J 1 * Jh 4 fj >p s° priate *° 0,15 hi « dest in 

me range.— -I think he would have to choose some sort 
aSowS^It^mld : r ppo t bc d0 “ “ wild family 
svstm S allLr d ah * ,ys bc possible *° extend the 
system of allowances given separately of course. 

acSrdfaf!o W ,f C ' S f ° r . peI l 0,laI circumstances, not 

a KenXToteSlI^ sas 

persta! ctaESce? inC °™ ,aX d ' P “ ds “ tirdy 
The r omt ° £ i ? co, ? e? - 

rate of tax, merely in the in‘c4“ e“o‘ £ EZwai”” * he 
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2118. The progression is surely in it. Of course, I do 
not quite know how your system would operate. You 
speak of putting it up to somewhere between £450 and 
£600.— Yes. 

2119. Even £500 is not low, but I do not know where 
you would really stop. You might in fact cover some 
people who move from one rate of tax to another rate 
of tax within your system, or at least you might be 
covering within your system people who were paying now 
at two different rates of tax. — Yes, but while a taxpayer 
may be paying at two different marginal rates, when 
averaged he is paying at only a single effective rate. 

2120. No, paying two different rates, 3s. 6d. or 5s. 6d. — 
Those are the marginal rates, if you average it over the 
whole income, you can express it as a percentage of 
income. 

2121. Yes, but the point is that it would be less flexible. 
— Yes, within the tax system it would be less flexible. 
The Chancellor would have to introduce the flexibility 
some other way. 

2122. The second point is that you would not be able 
to include miscellaneous items. You have no idea, I 
suppose, of the work that would be caused by the later 
adjustment to take account of these things, or do you 
propose that they should be ignored? — Which mis- 
cellaneous items do you mean? 

2123. In your phrase here you say “The miscellaneous 
other items, allowances for tools, small property income 
not tax deducted, mortgage interest 'and so on, would 
have to be separately tackled”. — Yes. 



2134. What I am suggesting is that to do that would be 
unfair, it would be costly to give a flat rate all round, 
and then if you are to do what we are doing now, to 
try and fit tax all round to personal circumstances, you 
would still have under your scheme a great deal of addi- 
tional work though you might save some work. — The work 
would be different. It is difficult to say straight off what 
might be saved. Going on from that point it could, of 
course, be met by certain trade unions being able to claim 
an allowance similar to a family allowance, a tool 
allowance I should have thought. 

2135. I do not think it could. Anyhow I think I have 
your ideas on that point. — There is the question of small 
subsidiary income, of rent, or saving certificate interest, 
and so on. 

2136. You could not have a flat rate there, of course. 
— How do you mean, you could not have a flat rate? 

2137. People have different incomes from saving certi- 
ficates. — There you would get that in the annual return 
and either it would have been withheld, or people would 
have to pay the proper rate of tax on it. 

2138. Compared with the money paid already in your 
proportional tax. — Yes. 

2139. It is really a minor point, of course. These are 
what you would call minor objections to your scheme. 
Of course, your scheme is put forward on the assump- 
tion that there is something wrong with the present scheme 
of P.A.Y.E. for wage earners? — Yes. 

2140. And I gather from your answers to Mr. Tucker, 
indeed from your memorandum, that the main objection 
to P.A.Y.E. is that it has a disincentive effect? — Yes. 



2124. That is obvious, it would have to be separately 
tackled. — No doubt for the allowances for tools or indus- 
trial clothing if it were considered necessary to continue 
them. I am not convinced that it really is. If an industry 
requires particular tools or something why should it not 
pay for them? Even if it were necessary to continue 
these they could be very easily readjusted as a small 
percentage allowance. If you are having your allowance 
on a percentage basis you can put in a small allowance 
for tools. 



2125. I do not know really whether it should be allowed 
or not, but have you any idea of the work that would 
■be involved in making these adjustments, or making 
adjustments for this?— I cannot see if you are working a 
percentage allowance system that there will be any extra 
trouble in allowing, say, 1 per cent, for tools and adding 
up your percentages to get the total allowances. 

2126. Allow the same percentage all through? — Within 
the range of the simple tax. 

2127. That would be very costly as compared with 
the present allowance. — Make it smaller then. 

2128. That would be unjust then to people who would 
not get the allowances but are supposed to be entitled to 
them. — I can imagine other ways that the thing could 
be worked. You could have a flat rebate if you like at 
the end of the year. At present not everybody claims 
their tools allowance. 



2129. Not everybody is allowed it, not everybody has a 
right to claim? — Yes. 

2130. And some have a substantial claim. All these 
rates would have to be made into one single straight- 
forward percentage or flat rate. — No, if there are single 
industries that have allowances for tools and you thought 
it necessary to continue those allowances, remembering 
that those chaps would probably be paying less tax than 
on the present system, I do not see why you could not 
have a simple percentage allowance in those industries. 



2131. No industries as far as work people are concerned 
•have allowances for tools.— No, work people working in 
particular industries. 

2132. Work people working in particular crafts, covered 
by a particular union, or association.— However the thing 
is organised it should not be so very difficult. 

2133 I was wondering about the complication with 
Tail n wances —What I had in mind was that where 
h was neSary'to continue the allowance for tools that 
would 'be allowed for those people under a system of a 
percentage rather than a flat allowance. That seemed 
to me the simplest way. Of course, what the Americans 
do Suit to give * fiat 10 dollars, or some such sum. 



2141. If it did not have a disincentive effect, would 
there be any point in changing it for your scheme? — I 
do not think you could ever prove whether it has. or at 
any rate you cannot establish the extent of the disincen- 
tive effect because you have nothing but what people tell 
you. You cannot get statistics of the amount of absen- 
teeism due to this cause only. It is in the nature of 
things impossible, but if it is pretty obvious in principle that 
there are disincentive possibilities or potentialities I would 
say that was a strong case for trying to get away from 
it, and I think there would be the further advantages 
of simplification and greater flexibility. 

2142. Of course, you know the history of P.A.Y.E. I 
assume? — Yes. 



2143. You know we had a system of deduction of tax 
from wages? — Yes. 

2144. With a lower limit?— Yes. 

2145. And you know that that was most unsatisfactory? 
—Yes. 

2146. You know that that caused a good deal more 
trouble than any of the trouble alleged to have been 
caused by P.A.Y.E.?— Yes, I think it did not operate very 
long and there were other unsatisfactory things. It was 
during a period in which a great number of people were 
being subjected to income tax for the first time and their 
reactions were undoubtedly very bad and would have 
been very bad to any system. 

2147. It operated in the most favourable time for a 
scheme of that kind, because you paid in a subsequent 
year on your earnings of the previous year? — Yes. 

2148. And it was a time when the whole earnings were 
going up considerably. — True. 

2149. Despite the fact that it operated during that 
period when there was in general an increase in incomes 
it caused so much trouble that we had to discuss P.A.Y.E. 



2150. If a system of that kind were operated in a period 
when wages were stable or declining the difficulties of 
that would be even greater— They would That is one 
of my arguments in favour of current taxation m general. 

2151 If you want to fix tax finally to circumstances, 
and to' ensure that a man does not pay any more than 
he is liable to pay, could you improve on P.A.Y.E., apart 
from the disincentive effect? — No, I think it is terribly 
clever, too clever by half. 

2152 Your real objection to it is the disincentive effect? 
—And 'its complication and its rigidity, and I must say 
that it does seem to me an expensive system. I think that 
there should be very considerable administrative savings 
both for the Inland Revenue and for firms. 
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2153. At a cost of fairness? — I think you could get 
fairness in to a large extent by direct allowances. This 
is assuming that you could not put the insurance pay- 
ments within the system. If you could and people did 
not have psychological reactions, that should enable you 
to do it better, but I am afraid it looks as though they 
do have psychological reactions which makes the pure 
Rhys Williams system rather impossible. 

2154. Sir Harry Gill: Mrs. Hicks, in answer to the 
Chairman you stated that you did not agree with the 
repayment of tax during sickness and unemployment be- 
cause of its disincentive effect? — I do not think I put 
it in that form. It is obviously a part of the P.A.Y.E. 
system, you must do it. but I would rather have an allow- 
ance directly paid out for someone during sickness. He 
has an allowance during unemployment. I do not see 
why you should not have your payments for people who 
are in these unfortunate circumstances paid out instead of 
as tax rebates. 

2155. As I understood the Chairman he was putting 
the position to you that repayments are made of tax 
during those particular periods to some people? — They 
are what? 

2156. They are repaid to people during those periods. 
— Yes. 

2157. And I understood you to say that you did not 
agree with that because it had a disincentive effect. — 
Yes. I think the current repayment does have a disincen- 
tive effect. In my system, if I may call it so, tax liability 
would be evened up at the end of the year, and they 
would get their refund at the end of the year for any 
overpayment. They would not be any worse off over 
the year as a whole under this system, and they would 
also have their social insurance payments during unem- 
ployment or sickness. 

2158. Following that I would like to ask you was that 
idea of yours based on any direct knowledge of facts, 
in effect where a man or a woman stayed off in order to 
get a tax return? — I have already answered that as well 
as I could, I think. I think it was to the Chairman, 
that I myself have not ever made any surveys of these 
things. 

2159. You have no direct knowledge? — The only direct 
knowledge I have is rather on the lines that people are 
unwilling to work overtime, that sort of aspect of dis- 
incentive rather than to stay away from work. 

2160. In paragraph 12 you say it would be an obvious 
simplification to include also the present social insur- 
ance contribution within the scheme. — Yes. 



2161. Is that suggestion based on simplification alone? 
It is a vital change from the present system. — Yes, and 
as such I am afraid it might not be acceptable. You 
see it would have great administrative conveniences, and 
it would get away from that flat proportional payment 
which Mr. Woodcock will not allow us to call a tax, 
which is really very regressive. I am trying to think 
of the progression in the overall (if I may use that horrid 
word) position. At present the low income bracket tax- 
payer gets progression into his income tax, through the 
operation of flat sum allowances which are a larger 
proportion of tax liability in a low range than in a 
high one, and on the other side he has to pay a flat 
sum payment which is a larger proportion of a low 
income than a higher one. Under the full alternative 
system his income tax would be flatter because it would 
be only proportional, it would not be progressive, and his 
social insurance contributions would cease to be flat 
They would also be proportional. 

2162. In other words, you do not agree with a flat 
rate contribution for a fiat rate benefit?— Looking on it 
as a tax, we do try to get away from regressive taxes 
and that is a very regressive tax. 

2163. But at present it is not looked upon as a tax 
is it, it is a contribution for certain benefits?— Yes it is 
not of course anything like the full contribution to cover 
those benefits. 



2164. Then you would feel that a man with the sam. 
family circumstances for aUowances, who has a wag. 
of £10 a week, should pay twice the contribution that < 
man of £5 a week should?-He has much more taxabh 
capacity, has he not? 



2165. Yes, but, as I pointed out, at .present it is not a 
tax, it is a contribution for a certain benefit. — It is so 
regarded, yes. 

2166. To the extent that it is changing the old system 
from a flat rate contribution to a tax, you would agree 
with Lady R'hys Williams, in principle? — In principle, 
yes. 

2167. Not in detail? — I think one cannot press it. If 
people want to pay a flat rate contribution, who is the 
Government to say that if people like paying a certain 
regressive tax they should be stopped from doing so, 
because on the whole it is very hard to persuade people 
to pay regressive taxes. 

2168. Mrs. Anstey : I am rather worried about this 
question of administrative expenditure, and I just want 
to get one point clear. You do really contemplate a 
universal return of annual income by everybody? — I think 
it could be of an extremely simple nature. In the weekly 
wage earning class you would really not need it unless 
there were some supplementary income, savings certificates 
interest, or something like that. 

2169. So you contemplate some way of asking wage 
earners to state their income. How would you find out 
which had these supplementary sources of income, without 
asking for a universal return?— You might have to. The 
Americans do ask for a universal return. 

2170. Yes, but from our point of view, if that was very 
costly, and I do not see how it could be avoided, it would 
be a very serious matter.— I think you probably would 
have to have a return, but you do have to have a return 
from people anyway, to know how many babies they 
have. You see, you are already asking people to make 
certain returns. 



2171. Chairman: I did not quite follow what returns 
you had in mind. — They have to make a return of what 
allowances they are entitled to, they have to say what 
their family circumstances are, and if those change in 
the middle of the year then they have to make a further 
return. Of course, on that matter, one of .the objections 
which has been made against this simple tax is that it 
would cut across the business of what you do when 
family circumstances change in the middle of the year, 
because at present the allowance is reckoned all the way 
back to the beginning of the financial year when a new 
baby is bom. I really do not see why that complication 
should be allowed. Why not only get an allowance for 
the baby when it arrives? If it is a simplification, it is 
no great hardship. 



. a uuptu j-uu augiiL inave some way 

of avoiding this great difficulty. I find that a great 
difficulty, myself. Do you suggest that the additional 
expense involved in that way would be counterbalanced 
by the saving? That was your argument?— Yes. I should 
not have thought that the additional expense need have 
been very heavy, because you can have a very simplified 
form, not much more complicated than the one now 
revealing family circumstances, and you can discard at 
once all those who answer “No” to “Income from 
interest , income from savings certificates ” and so on, 
and it might well be worth while neglecting these items 
in reckoning taxable capacity unless they came to a size- 
able amount; the tax lost would be negligible. 

„ 3 17 ?' J n St A x??- other tfling on this disincentive action, 
P - A - Y ' E - 1° general. IDo you find that opinions 
^ pe . nod of time > particularly with 
P ; A - Y - E - ? I se e the very great administra- 
tive difficulties and the objections at first, but is there not 
v,s, SU ? P0Se that these have become much less as 
uh v , h r^ b£C , 0me accustomed to it, and perhaps simi- 
axation 1 ? Af dmQCentlVe -high marginal rate of 

° f C0 , U ^ se ’ ; P®°P le complain, but do they do 
mdna w . com ? la “ and, particularly when the cost of 
not fJf nsmg « “ it a really important factor? Is there 
not less complaint about that as people have become 
accustomed to the whole system?-Of course, I think Xt 
SuenTSf^^ 0 / a taX “ always more th an the subse- 
going on with a U system cSld^r^medierTthfnk 

ssrssss: ssTrgz* 

-have taken it in their stride, but; at the same time thVf 
.5 a real eost in real terms. Those people ffl %ht to dotag 
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something more productive if a simpler system were 
established which would throw a less burden on them, 
and I still think there is an important long period element 
of disincentive in which people just will not be bothered 
to train themselves for better work' because it would put 
them into higher income brackets. 

2174. Do you think that is as important as the actual 
high rate of taxation? Is it not all mixed up together?— 
Yes, and if you can get a system which avoids them, I 
am for it. 

2175. Sir Geoffrey Heyworth : Is it one of your points 
in connection with the P.A.Y.E. system that the majority 
of the tax payers do not know in fact how much tax they 
pay? — With the mixed incomes, yes. 

2176. No. Take the straight forward case of a man who 
has no other income than wages, is it your view that under 
the P.A.Y.E. system he will not always know what he has 
paid at the end of the year?— I do not think it matters 
for him, he has liquidated his obligations at the end of 
the year. 

2177. That is the point I really wanted to get at. Is 
the point with which you are concerned, whether the 
Revenue collects enough, or that the taxpayer appreciates 
exactly what tax he has paid?— When I was talking about 
that I was thinking of the taxpayer with the mixed income, 
not the wage earner, because for the weekly wage earner, 
as I see it, it does not matter to him in a sense what he 
has paid at the end of the year, what is done cannot be 
undone, and if he has not been brought completely into 
equilibrium. ... 

2178. I do not think I have put the question quite 
rightly. All I am trying to get at is, do you think it is 
essential to any tax system that the taxpayer should know 
how much tax he has .paid?— No, I do not think one 
can say that. Nobody has the slightest idea how much 
tax he pays on tobacco. 

2179. So you do not think it matters that he does not 
know, in the area of income taxation, whether he has 
paid £20 at the end of the year or £40, or ten per cent, of 
his income or 40 per cent.? — I have never thought of that 
problem in relation to income tax, but 1 do not see why 
he should have .to know income tax precisely and not 
have to know tobacco tax. 

2180. I would suggest that it is easier for somebody 
to calculate how much tax. they are paying on tobacco 
than under P.A.Y.E. — The point I have in mind about want 
of knowledge about income tax liability is the difficulty 
of knowing what balance to keep for it. 

2181. That is your point? I wondered whether you 
•thought it was bad in fact, anyway? — Not specially. 

2182. On this question of the proportional tax, you say 
that it is desirable to have a proportional tax for disincen- 
tive reasons, quite apart from administrative difficulty ; 
where do you think ideally the division should come? 
How would you describe the people who should fall into 
the proportional tax and those in a progressive tax? — 
Of course, I think that ideally you would want to include as 
many people paid by the week as possible, because what 
you want to get away from, as I see it, is the effect of 
P.A.Y.E. on the wage earner who is paid weekly. For the 
man who is paid monthly or a fortiori quarterly, it is much 
more difficult to think in terms of: "If I do a little 
extra work today I shall have to pay more tax,, there will 
be less in my pay envelope a month hence ”, so that it 
is primarily as a simpler method of tax on people who 
are paid weekly, that I would envisage it. But of course 
the other limitation is the extent to which you could afford 
to sacrifice revenue by keeping on that proportional tax 
as the sole tax on income into the rather highly paid 
wage earning ranges, in fact you could not. Up to the 
top people, obviously, you would have to have some sort 
of supplementary income tax, let us call it surtax, with 
progressive rates on top of the proportional tax, but the 
people who would be subject simply to the simple tax 
would be as near as you could get the bulk of the weekly 
wage earners. 

2183. Actually the position is that if you approach the 
thing from the point of view of principle we find in the 
second part of your answer that you cannot do that 
wholly because of administrative and other difficulties, so 



SnJ°» haV t e v me mixed area ’ you cannot get the 
two things exact.— You cannot get the upper limit of 
simple tax neatly to cover weekly wage earned 

on 2 !hJ qU f ti0n ’ arisin S out of your remarks 

“M"? desirability for close relationship between the tax 
* nd tl j 1 . e uahoual income The scope for that, I take it, 
must he very largely in the surtax field, is that right'’ In 
W h* dS ’ T,i !y aU ,ncome tax at the source if in fact 
on the basis of the current income, is it not?— Yes But 
of course direct earnings are not. 

2185. Direct?— Earnings, other than P.A.Y.E. 

2186. Of individuals? — Yes. 

2187. You mean the self-employed person? — The self- 
employed person, or the person who gets royalties, and all 



Nevertheless the big gap to be closed in this lack 
n ° “™ ,atlon 1S m the surtax field?— Yes, which of course 
nowadays is a very big field. 

f *J? 9 - 1 thin Jt your only observation on the current basis 
of this tax and surtax is indirectly in paragraph 19, where 
you reterto the American system? — Yes. 



2190. You do not make any comment. Would you like 
to make any further comment on paragraph 19, relative 
to the United Kingdom?— No, not further than that if 
other people can achieve full current collection I do not 
see why we should not, and I think there would be very 
considerable advantage in trying, but in the meantime the 
Inland Revenue has produced a memorandum* on that which 
makes it look as though there might be complications. 
One can think of answers to most of them, I believe. 

2191. Chairman: I think that is all the Commission 
would like to ask you on the part of your paper dealing 
with income tax. Now I have one or two questions I 
would like to put to you about your Part IV, on capital 
gams ; only one or two questions, because I gather after 
your discussion of this question you do not advocate 
bringing capital gains as such into the scope of tax on 
incomes and profits? — Quite, that is true. 



2192. What I would like you to help me on is to point 
out what I am to think of as being meant by a 
capital gain. In your paragraph 34, are you thinking of 
this : any asset belonging to a person which is not held by 
him for the purpose of realisation may either go up in 
value without being realised or may in fact be sold?— 
Yes, broadly speaking, though there is of course the mar- 
ginal case of the man who buys a Stock Exchange security 
hoping that it will go up and that he will have a capital 
appreciation, but he will also have dividends off it ; I have 
in mind here the man who is just trying to do the best 
he can with his investments without being a regular specu- 
lator. The Inland Revenue surely has to draw this dis- 
tinction in any case between the man whose business it 
is to make capital gains and the man who makes the 
occasional casual capital gain. 

2193. If we are to think of a man whose business it is 
to use his resources to make a profit, then you would 
envisage 'him as within the scope of income tax today, 
would you not? — Just as he is today, no change. 



2194. Therefore we have got to think of somebody who 
does not make it his business to do that, but who owns 
an asset of any kind, it may be stocks and shares, or land, 
or pictures, or any other object of value. If in a year that 
object goes up in value, is that what you call a capital 
gain?— That would be an unrealised capital gain. 



2195. If it is unrealised, it is merely that you assume a 
market value and you find that set against the market 
value it has a greater value? — Yes, and he can use that 
greater value if he wants to get an advance on it. 

2196. Ought one to speak of that being a gain, without 
looking at the fate of his other resources which he holds? 
— He may have gained on them too, of course. 

2197. Yes, but what I have got in mind is this, and I 
want your help on the theory of it: supposing he has 
three kinds of asset which he holds, and one goes up 
five per cent, in market value in the course of the year 
and the other two go down five per cent, in value each 
in the course of the year ; has he got a capital gain in the 

* Not reproduced in these Minutes of Evidence. 
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sense one must use the phrase, because one has gone up 
in value and two have gone down? — It would be fairer 
to measure his net gain or loss over his whole possessions. 

2198. That would mean you would have to take some- 
thing like an account of his general position as between the 
beginning and the end of the year? — Yes, exactly. 

2199. I suppose the practical difficulty of doing that 
would be that you would have to give market values to 
things which are not always capable of market value, and 
you would have a very elaborate enquiry of everybody’s 
asset position? — Yes, which of course in fact is not 
practicable. 

2200. It may be impracticable?— The Americans have 
recommended it to the Japanese, and they are supposed to 
make a personal return. How it will work out the Japan- 
ese do not know, of course. 

2201. I was just trying to get the theory. That is 
dealing with unrealised capital gains. I suppose if you 
are dealing with a realised capital gain, that is, he does in 
fact sell one of his resources, the gain is the difference 
between what he gets and its historical cost to him’— 
Yes. 

2202. Ought you to call that a gain without looking 
at his general position with regard to his other resources’ 
—I do not think you ought, but of course that is the 
difficulty about capital gains taxation, that it is so diffi- 
cult to take into account the man’s net position. That is 
one of the reasons why I think they are unfair. 

2203. But it is a gain in the sense that we have described, 
Yes° U 1SO ate 11 ^ rom t * ie rest °f his resource position? — 

r Jf 4 - 1 l h ?. n y° u .,p on ™ your paper, which I have 
read carefully, to illustrate certain difficulties of applying 
a tax on that transaction. There are changes in the value 
“ a r" ey ’, th u ere 15 the difficulty of allowing for the fact 
that people have held these assets for varving times, 
changes m the interest rates, I suppose? — Yes. 

2205. Or forced liquidations, which, although they show 
a profit m the sense you are speaking of, you think ought 
not to be the subject of a special tax. But then you end by 
saying that you think it better on the whole to leave this 
particular form of operation alone : “ It would seem more 
i°f contmue . to tackle 'the capital gains problem 
within the framework of .the ordinary income tax as is 
done at present. What had you in mind there?— I had 
^rL J° th, '? gS \ n nund ’. one ’ that the man who habitu- 
ally .trades and makes capital gains should come under the 
income tax as before, and we have dealt with that - 
secondly the case that worries the Americans so, of the 

Pf n s „ ona i y . ? on ™ Ied ’ r hat we cal1 the one-man com! 

pany which deliberately does not distribute, and then 
distributes a capital bonus. We do tackle those very care- 

“LTyou'S, 1 ”® !url “' The Americ “ s d ° ”<* 

mind th0se 'Protons which 
began say, in 1922, of a company which is under the 
control of a limited number of people, which does not 

The witness 



distribute the income as in a business sense it should, 
and .then there is a statutory provision that it should be 
taken into account for surtax to its members? — Yes, 
which seems to me as far as one can see to eliminate to 
a very large extent the propensity .to hold .back .profits, 
because if you are going to be subject .to surtax whether 
a proper distribution is made or not, there is not the 
same incentive to hold back profits. 

2207. It deals with the case of the person who is using 
the machinery of a small private company for the purpose 
of storing up income, it does not go beyond that? — It 
does not go beyond that, no. 

2208. But there are many cases of .persons who realise 
gains in the sense that we have been speaking of, through 
the obtaining and selling in due course of assets which 
do not come within the special provisions of that statute 
at all? — That is quite .true, and if they make a habit of 
doing it then clearly it ought to be counted in the income 
tax. 

2209. That is a question for the income tax authorities? 
— Yes. 

2210. Mrs. Anstey: You refer to the annual tax on 
capital, but you do not approve of it in the end. You do 
suggest that such a tax might be considered to .be a form 
of income tax, at least, I thought you did. I would just 
like to know your views on that? — In .the sense that if it 
is a low rate annual tax, half of one per cent., or some- 
thing like that, it can probably be paid out of income and 
so would really be an income tax assessed on .property 
rather than on income. 

2211. Would you draw the line or make your criterion 
at that point, whether it is payable out of income or not? 
—No, you cannot say whether a thing is payable out of 
anything any more than you can say how death duties are 
payable, but whether they are paid out of capital or 
income depends on .the individual position. 

2212. You cannot suggest any test on what would then 
cease to be a tax on income?— If people have the income 
they pay the tax out of the income, do .they not, rather 
than sell the capital asset? 

2213. I was meaning from the theoretical point of view. 
— The difference between an income and a capital .tax?" 

2214. Yes.— I think there are two criteria, one, that a 
capital tax is of such a large amount that it cannot be 
paid out of income ; two, that it is unexpected and people 
cannot therefore prepare for it in advance by insurance 
A once for all capital levy would come into that defini- 
tion, and so I .think would death duties, because .though 
you can ascertain roughly what you have to pay in 
advance, you do not know when it will have to be paid. 
And the statistics suggest that people do not in fact pre- 
pare for death duties nowadays. 

2215. You think those are the best criteria?— I .think 
those are .the only true capital .taxes, in the sense of being 
paid out of capital. 

I ha ^ k you ? ¥ rs - Hicks. I think that is all 
the questions the Commission want to put to vou We 

'Which XS 



helped us, and for your evidence. 
withdrew. 



Mr. F. H. Hughes ; called and examined 



MEMORANDUM SUBMITTED BY MR. F. H. HUGHES 



PART I 
Income Tax for Wage Earners 

hJ' Pay ' as ' you :? arn has been severely criticized. It 
has a strong disincentive effect on variable wages it is 
? , the tfPayer, and both cumbersome and costlv 
to administer. Its mam achievement is the collection of 
the years tax at the end of the year. Any suggestion 



with th ? weekly assessment and collec- 
tion of a basically annual tax ; this particular question 
matter. purely as a statistical and accounting 

The Theory of P.A.Y.E. 

...ed because no .Uytte\? ^0 £*c5lS 

s s, ,i r ame rS 

the prerogative of Prcvid»ce-to^now “e Sure™P^ 
persons m seasonal employment this is clearly wrong fnd 
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leads to anomalies like repayments of tax or to tax-free 
periods of employment. For all employees with varying 
wage payments, it results in taxation at marginal rates. 

Income-tax is steeply progressive in the range of in- 
comes which concern us here, owing to the tax-free per- 
sonal allowances and the three basic tax rates (2s. 6d., 
5s., 9s.) as shown in Table I. It will be noted that the 
progression is steeper at the lower end, and that the 
marginal tax rate (basic tax rate less earned income allow- 
ance) is in most cases twice the effective tax rate (total 
tax divided by annual income) ; at the lower end it is 
much higher. Under P.A.Y.E., the weekly deduction is 
the aggregate tax to date less the aggregate tax to the 
preceeding week ; any change in the weekly earnings is 
thereby taxed at 4s. or 7s. 2d. in the £. Permanent 
changes in earnings immediately attract the correct pro- 
gressive tax. Desirable as this result is, at the time of 
the wages payment those changes obviously cannot be 
distinguished from temporary fluctuations. For these, 
however, the deductions under P.A.Y.E. become quite 
arbitrary, since a week’s portion of a progressive tax is 
not defined if the annual income is not known ; they 
have to be compensated by some more erratic deductions 
in the following weeks. In fact, the weekly deductions 
are the rate of change of tax, i.e. the differential of the 
annual tax. 

Effect of Marginal Taxation 

3. Income-tax is progressive on the grounds that persons 
who maintain a higher standard of living should contri- 
bute a higher proportion of their incomes to the com- 
munity ; but the varying wages payments often cover 
the same standard of living which is taxed at different 
rates week by week. The wages are unequal instalments 
of a fairly stable average income. The deviations can 
be caused by sporadic overtime or short workings, night 
shifts, periodical bonus calculation or by varying piece- 
work earnings. The disincentive effect would be less 
marked if a previously assessed tax was only collected 
progressively ; but P.A.Y.E. claims not only to collect 
tax, but to be the tax on the week’s earnings, and thereby 
demonstrates to each employee that 20 per cent. [22 per 
cent, for 1951-52] (or in the higher income groups 36 per 
cent.) [38 per cent, for 1951-52] is deducted as a tax 
burden from his extra earnings ; any reduction of a week’s 
wages is mitigated by a reduction of tax at the marginal 
rate or a tax refund. 

4. It is absurd that any absentee should be assured 
of an immediate tax reduction or cash refund. But more 
important still is the general appreciation that each pound 
gained is worth only 16s. or even 12s. 10d., and that 
for each pound lost he forfeits only 16s. or even 12s. lOd. 
In a free society effort is controlled by pecuniary award. 
It is not enough to appeal to men to work harder, to 
attend more regularly, to go all out for available labour 
incentives, when every relapse is awarded a tax benefit, 
every effort deprived of its fruits by the marginal taxation. 

Without P.A.Y.E., incentive labour schemes would 
come into much wider use, not only because they would 
be more effective, but also because moderately incentive 
bonus schemes— which are now quite useless— would be- 
come attractive and could be set up where a straight 
piece rate cannot be arranged. P.A.Y.E. constitutes a 
retarding element in the country’s economy. Productivity 
could be improved if the restraining effect of P.A.Y.E. 
could be overcome. 



„ e Taxation 

5. The progressive character of income-tax cannot be 
eliminated. Even the proposal of a flat-rate tax contains 
the mark of progression in the personal allowances. Nor 
can the average gradient of progression be reduced unless 
the tax burden is considerably increased for the lower 
incomes ; it would be impracticable to reduce the tax 
at the upper end of the range, not only because of the 
loss of revenue, but because of a discontinuity of taxation 
in the ranks of salaried persons. Such an attempt would 
differentiate between weekly wages earners and monthly 
paid employees or self-employed persons and would 
make a distinction which is alien to our society. The 
inclusion of the national insurance premium^ which is a 
“poll-tax”, would flatten the progression but not extin- 
guish it. Besides, many an argument could be raised in 



favour of a separate collection of the national insurance 
premiums; this point cannot here be discussed further. 
The following proposals, however, can be applied to the 
collection of either income-tax alone or of the sum of 
tax and insurance premium. 



Theory of a Reform 

6. The recommended solution is a proportional tax 
collection, superimposed on a progressive tax. Short- 
term fluctuations of earnings which are not significant 
of a change of income would be accounted for by a pro- 
portional variation of the tax deduction, whilst permanent 
alterations in income would attract progressive taxation 
at marginal rates. The different causes of wage varia- 
tions, however, do not provide a means of distinguishing 
between the two — the only practical solution is the passage 
of time. The critical period must be a common factor 
of 52 owing to the peculiarities of our calendar; the 
choice lies therefore between 4 and 13 weeks. As 
the former value is rather small, this leads to one practical 
answer: the quarterly assessment of tax with a propor- 
tionate tax deduction for deviations in the next quarter. 



7. The assessed tax divided by the income of the period 
gives the average tax percentage, simply expressed as 
effective tax rate of s. and d. per £ of weekly earnings. 
The weekly deduction is weekly wages times effective tax 
rate. If earnings rise, the collected tax will be propor- 
tionately higher than the quarterly assessed tax, and vice 
versa. On short payments the deductions are propor- 
tionately reduced, but there is no tax-free minimum, nor a 
tax refund, the personal allowances having been applied 
at the quarterly assessment and included in the effective 
tax rate. 



8. As bases for the quarterly assessment the following 
could be considered: — 

(a) The earnings of the previous quarter ; this is 
unsatisfactory owing to seasonal variations ; it would 
give a lower rate at the beginning of the season and a 
higher rate in the off-season. 

(/,) The aggregate earnings in the fiscal year, using 
tax tables for week 13, 26, 39 as was suggested on a 
previous occasion ; it was found, however, that this 
method causes some complications due to the use of 
various statistical terms. 

(c) The moving annual totals of earnings. This 
effective statistical device is now recommended. It is 
very easy to use. In general, it reduces changes of the 
effective tax rate to the minimum. It gives a perfect 
fit to seasonal deviations. In case of permanent change 
of earnings, the effective tax rate is gradually adjusted 
in the course of one year. 



The tax would be assessed quarterly by the employer 
on the earnings of the last twelve months ; the annual tax 
divided by the income of the period gives the effective 
tax rate for the next three months. It will be noted that 
this method can be applied to all and any form of tax 
assessment, irrespective of type and amount of allowances, 
of number and amount of basic taxrates.^ If preferred. 



national insurance premiums c 



i be included. 



Administration of the Proposed New Tax 

9. The employee would be informed of his effective tax 
rate each quarter and could truly check his weekly de- 
ductions. He would see clearly .that he was paying only 
Is or 2s. in die £— the illusion of a tax burden of 5s. 
and 9s. would be gone. Each week the wages clerk 
would multiply the wages, corrected to the nearest 10s^, 
with the effective tax rate and record wages and weekly 
tax ; instead of six columns as at present, only two would 
be completed ; no tax tables would be used. 

At the end of each quarter, the wages clerk would add 
up the wages column, entering the sum in a table which 
contained the earnings of the three preceding quarters 
and arriving at the annual income. ?? ^ en k ap f,! y 
tax tables A and E of week 52 and divide the tax by the 
income. But it is simpler to provide a table which gives 
the limiting values of incomes for each code number 
and each pinny of effective tax rates. In the column for 
the correct code number the earnings equal to, or first 
higher than, the income would b,e selected, and the 
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effective tax rate read off in the margin of that row. 
The annual tax would not be required except for the 
annual reconciliation, for which case -tax tables A and B 
would have to be consulted. 



Staggering of Calculations 

10. The quarterly computation would not involve more 
work than the present weekly calculation and, moreover, 
could be done at any time between the pay-days of wefik 
13 and week 14. But if it were desired to avoid any 
peak load, the work could be broken down into three 
groups, each displaced by four or five weeks, so that in 
each month one-third of the tax cards were recalculated 
according to the initials of the employees. Their tax year 
would be out of step with the fiscal year by not more 
than nine weeks. A far wider concession of such type 
exists for the permissible accountancy date under 
Schedule D. 

On change of employment the following information 
would be required on form P45: date, effective tax rate, 
tax paid in current year, code number, wages in current 
quarter and in the three preceding quarters. 



Controls 

11. After an initial period the new method would not 
involve a greater risk of clerical errors than P.A.Y.E. 
The following controls are available. 

1. A monthly sub-total of the tax deductions on each 
tax card. The sum of these sub-totals to agree with 
the monthly remittance and the sum of the tax deduc- 
tion totals in the cash-book. 

2. A quarterly check of the weekly deductions : the 
quarterly wages multiplied by the effective tax rate give 
t ' ie J P£°P ort i°n at e tax liability for the quarterly earnings. 
A difference, which might be due to the approximation 
to the nearest 10s. of weekly wages or to a clerical 
error, to be adjusted in the next two or three weeks 
by an addition or refund. This check could be made 

nrfpr tx/pplr 1/t 



3. Balance between tax deductions and progressive 
annual tax liability— see below. 

The proposed method does not complicate the super- 
vision by the Inland Revenue : the totals of all tax cards 
should agree with the annual remittance after correcting 
for the staggering of two-thirds of the cards by one or 
two months. Audit of individual cards: check addition 
ol wages and of tax deductions, check the quarterly tax 
extensions, add up the table of the four quarterly earnings 
totals°° k UP the effectlve tax rates for the moving annual 

Incidence of the New Tax 

(a) Variable wages within the quarter 

12. Variations of wages payments would cause a pro- 
portionate variation of tax deductions. There is therefore 
no disincentive effect. When the quarterly mean of the 
wages remams unchanged, the deductions per quarter 
PAYE year ’ WU1 CqUal the t0taI deduoti °os under 



(.b) Seasonal earnings 

13. When the quarterly averages vary owing to seasonal 
deviations, but provided the moving annual totals do not 
change over at least two years, i.e. if a person earns in 

omrt pr t the sam u amount as in the corresponding 

quarter of last year, the same proportionate effective tax 

Z1 C P °ZV 11 foUr ,, qUarters and the total deductions 
nv f g i h ^ ear are , the same as at present; this is the 
chief advantage of the moving annual totals. 

(c) Permanent change in income 

14. Permanent changes in earnings will, after the first 
6 f,\^ adUa ly change ,the effec tive tax rate, until after 

2r ra £^ her q u a ? ei V he new Progressive value of the 
Obtained i • That means that an employee who 

mnn mc , 0me would * twelve to fifteen 

difference P for T cSn^Sfio^rce^of^ 61 ^’ ■ 
^ngl-2 per cut. of 8 the £ ST§ 



15. The difference D between yearly deductions arrived 
from a proportionate tax with moving annual totals at 
each quarter and a single annual assessment as under 
P.A.Y.E. can be found from the following formula which 
is derived from simple tax definitions. It is valid for 
variations within each step of the basic tax rate, 
r = basic tax rate, e.g., r 2 = 0-25, r 3 = 0-45. 

C = personal allowances plus fixed sum for tax at reduced 
rates, if any, e.g., for a single person C, = 110, 
C 2 = 110+ 25, C 3 = 110 + 125. 
q, == earnings in quarter 1. 

A 4 = earnings in year ended with quarter 4. 



D =- rC (s.+s‘ ! + xI+x;- 1 ) 



It will be seen that D=0 not only when all q’s are 
equal {case (a)), but also when q n = q n+4 (case (b)). 
Values for permanent changes are shown dn Table II. The 
more appreciable amounts occur only in the columns of 
rt, which corresponds to an annual tax of more than 
£56 5s. [£62 10s. for 1951-52] ; the differences, therefore, 
do not exceed 10-20 per cent, of the tax. 

16. A strong case can be made out for ignoring these 
differences altogether. A person who can improve his 
standing should not be discouraged from doing so by 
immediate progressive taxation. If the increase were not 
due to personal advancement, but to a more general rise 
of money wages caused by a devaluation of the currency, 
there would still be no case for progressive taxation of 
wages, the real value of which has not at all increased ; 
at least a year’s tax of moderated progression should be 
allowed. If this principle were accepted, the proportionate 
deductions for each quarter, correoted for errors or 
approximations as described above, would then constitute 
the final tax liability, whether higher or lower than the 
present taxation. 



(a) temporary change 

17. A temporary fluctuation of earnings which affects 
one quarterly mean only would first have the effects as 
described under (c), but the effect would extend into the 
next tax year with opposite sign: a temporary increase 
would m the first year produce less tax than at present ; in 
the next year, more. In total, the deducted tax in the case 
ot such fluctuation, whether increase or decrease, would 
aiways be a little less than under P.A.Y.E. That small 

'biased error is caused by the three months’ time lag • 
a proportional increase from a low tax level as less than 
the corresponding decrease at a higher tax level when the 
earnings return to their old value. Of two persons with 
the same income, the one who earns his income subject to 
irregular changes would .pay slightly less tax. 

Some examples are shown in Table HI. The differences 
are very small for fluctuations up to 20 per cent Fluctua 

™em n f»^ 5 V 0 ~ 100 ^ 

i™w pl y , *1 a ““ rrent . seasonal unemployment 
would not create any difference (case (b)X V * 

(e) Prolonged unemployment 

18. For unemployment of more than three months the 
SJ ‘T? ,0,a J s would produ “ “ tended tofree 
f™° d +V° s .l - of revenue - The formula given for D 
is not vahd for this case, since the tax falls to lero. Under 

«£ Ms. ££ 

46 cl s r [£5 a i i 4 “,si r c„ a a n ™ f 

three years he were without income during one whole fiscal 

ffififSfW f0r th £ three years is m 10s - [£103 
£r however > period lies from 6th Octo- 

ber to 5th October next, has liability is only £46 5s -u 
5s. + £6 5s. =£58 15s. (£51 10s. + £7 10s +£7 10s - 
£66 10s. for 1951-52]. Under the suggested method with 
£ wt Stat ’ il would ^ount to £58 2s. 6d' 

gfuSm^nf 1 ' irre$PeCtlVe ° f the calendar date's 



Jtveconcmanon 

J be Postulated that the tax deductions of 
year should agree with the annual tax assessment To 

fol li! M hp COndl t ti0 u *, he d i fferences mentioned under (c) to 
(e) can be controlled and recovered in this wav ■ at +h» 
last quarter of the year the tax tables of weS 52 IS 
be used; dividing the difference between the tax due and 
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the tax deducted by the annual income gives an adjustment 
to the effective tax rate for the whole of the following 
year. As such differences tend to change signs as men- 
tioned under (.d), the resultant being negative, overpay- 
ments should be held over, until it became certain that 
they . were caused by a permanent decline in earnings, 
whilst underpayments should be recovered at half their 
amount only, die rest being left to adjust itself through 
the moving annual totals. The alterations of the effective 
tax rates would not be more than 10-20 per cent, of their 
value. Hereby, the same amount as under P.A.Y.E. would 
finally be collected from every employee, except in those 
few case where a person ceases to be subject to taxation 
before the amount is recovered. 

Yield of reformed tax 

20. It is suggested here, however, that the agreement 
with the aggregate annual tax as described above, is 
neither necessary nor even opportune ; the differences can 
be set off against the expected general rise in the yield of 
income-tax on wage earners, and the proportionate tax 
based on moving annual totals is fairer to the taxpayer 
than P.A.Y.E. A rise in wages caused by higher produc- 
tivity and better attendance would increase the revenue, 
first proportionally and, a few months later, at marginal 
rates. An increase of all taxable wages and salaries by 
1 per cent, would first increase the yield by 1 per cent, of 
the tax, i.e., £4.4 million, and finally, by approximately 
0.25 per cent, of the taxable incomes, i.e., £12-£15 million.* 
The loss of revenue caused by the fluctuations of case (d) 
would not be large even if it concerns a portion of 20 
million taxpayers (these figures are for the year 1948-49). 
The deficiencies for case (c) are the second differences 
between the ± changes of the same percentage in Table II 
(e.g., for ±10 per cent., married man at 5s. basic tax 

* Please see also para. 38. 



rate, it is 3s. per annum). Some allowance must, however, 
be made for the fact that more incomes are always 
increasing than declining for an unchanged total wage bill, 
since the older generation is replaced by the advancement 
of the younger people. 

Adjustments 

21. The heavier losses of case (e) can be reduced or 
prevented by some empirical device like the insertion of 
a nominal earnings in the moving annual totals, e.g., if the 
earnings of two or more quarters are nil, or less than 
50 per cent, of those in the current quarter, the value 
of the earnings in the preceding quarter, and only in that, 
will be assumed to be equal to those in the current quarter, 
and that value will be used for computing the present and 
the three following moving annual totals. An employee 
starting work after prolonged unemployment would then 
be tax free for three months, and would pay a reduced 
tax for a further she months, the total being probably 
slightly less than his present liability, which depends on 
the calendar date of the entry into the new job. This 
correction would not apply to seasonal unemployments for 
which the difference is nil as shown under ( b ). In the 
example of case (e) the correction would increase the tax 
deductions from £58 2s. 6d. to £69 13s. 9d. [£65 2s. to 
£78 for 1951-52]. 

Conclusion 

22. The incidence of taxation has been discussed in 
great detail to satisfy the Exchequer that at least the 
same level of yield of taxation is maintained. The details 
concern but little the employee or the employers. They 
should not detract the attention from the advantages which 
a proportionate taxation, free from restrictive effects, can 
offer ; they should not obscure the claim made for the 
suggested reform that the tax is fair to the employee, easy 
to understand and simple to administer. 



Para- 23 Values for 1951-1952 



Wages 


Weekly Tax 


Tax Rate per Pound 


Difference between M.T.R 
and E.T.R. 


Single 

Person 


Married 

Man 


Married 
Man 
1 Child 


Single Person 


Married Man 


Married Man 
1 Child 


Single 

Person 


Married 

Man 


Married 
Man 
1 Child 


E.T.R. 


M.T.R. 


E.T.R. 


M.T.R. 


E.T.R. 


M.T.R. 


£ 

4 

5 

6 

7 

8 
9 

10 

11 

12 


s. d. 
3 6 
8 0 
12 5 
16 9 
21 2 
26 7 
34 3 
41 11 
49 5 


s. d. 

. Nil 
1 0 
4 0 
8 3 
12 9 
17 1 
21 6 
27 4 
34 10 


s. d. 
Nil 
Nil 
Nil 
1 9 
5 4 
9 8 
14 1 
18 6 
22 11 


s. d. 
11 

1 7 

2 1 

2 5 
2 8 
2 11 

3 5 

3 10 

4 1 


s. d. 
4 5 
4 5 
4 5 
4 5 
4 5 
7 7 
7 7 
7 7 
7 7 


s. d. 
Nil 

2 

8 

1 2 

1 7 
1 11 

2 2 
2 6 
2 11 


s. d. 
Nil 
2 5 
4 5 
4 5 
4 5 
4 5 
4 5 
7 7 
7 7 


s. d. 
Nil 
Nil 
Nil 

3 

8 

1 1 
1 5 
1 8 
1 11 


s. d. 
Nil 
Nil 
Nil 
2 5 
4 5 
4 5 
4 5 
4 5 
4 5 


s. d. 

3 6 
2 10 

2 4 
2 0 
1 9 

4 8 
4 2 

3 9 
3 6 


s. d. 
Nil 

2 3 

3 9 

3 3 
2 10 
2 6 
2 3 
5 1 

4 8 


s. d. 
Nil 
Nil 
Nil 
2 2 
3 9 
3 4 
3 0 
2 9 
2 6 



TABLE II 

Difference between proposed tax and P.A.Y.E. of deduction over four Quarters when earnings have permanently changed. 



Per cent. Change 


Over/Under 

Payment 


r = 5s. 6d. 


r = 


9s. 6d. 


Single Person 


Married Man 


Married Man 
1 Child 


Single Person 


Married Man 


Plus 5 per cent 

Plus 10 per cent 

Plus 20 per cent 

Minus 10 per cent. 

Minus 20 per cent. 


Minus ... 
Minus ... 
Minus ... 
Plus 
Plus 


£ s. d. 
1 2 0 
25 0 
4 7 0 
2 7 0 
4 16 0 


£ s. d. 
1 16 0 
3 11 0 
7 0 0 
3 15 0 
7 14 0 


£ s. d. 
2 8 0 

4 15 0 
9 5 0 

5 0 0 
10 5 0 


£ s. d. 
3 7 0 
6 12 0 
12 19 0 
6 19 0 
14 6 0 


£ s. d. 
4 10 0 

8 19 0 
17 10 0 

9 8 0 
19 7 0 



Deduction of formula for D: 
Income Tax per annum I, 
E.T.R. for Quarter 5 



(4/5 A 4 -Q r = 4/5 r A 4 -rC 

L, 

A 4 

Proportional tax in Quarter 5 . q 5 = 4/5 r q s -rC j 

D = proportional tax of 4 quarters, less I 8 = 



-,< 1 * 

A, 



= 4/5 r (q s + q« + 3 
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TABLE III 



Difference of tax deductions over five quarters resulting from a change in earnings of a single quarter, all other quarters 
being unaffected. 



Per cent. Change 


Over/Under 

Payment 


r = 5s. 6d. 




9s. 6d. 




Single Person 


Married Man 


Married Man 
1 Child 


Single Person 


Married Man 






£ s. d. 


£ s. d. 


£ s. d. 








Plus 10 per cent 


Minus . . . 


1 0 


1 0 


1 0 


2 0 






Plus 20 per cent 


Minus ... 


2 0 


3 0 


4 0 








Plus 50 per cent 


Minus ... 


10 0 


16 0 


1 2 0 








Plus 100 per cent 


Minus ... 


1 16 0 


2 18 0 


3 18 0 








Minus 10 per cent. 


Minus ... 


1 0 


1 0 


2 0 








Minus 50 per cent. 


Minus ... 


13 0 


1 1 0 










Minus 100 per cent. 


Minus ... 


3 1 0 


4 17 0 


6 9 0 


9 1 0 


12 4 


0 



Table III is based onD’= -rC [ ^ + ^ + ^ - 1-25 ] 



PART II 

The repressive effect of P.A.Y.E. 

The repressive effect of a progressive tax 

24. The effect on incentives depends on two fiscal and 
one social component : 

(a) the gradient of the progression and the resultant 
marginal tax rate (para. 25). 

( b ) the time lag between income and tax (para. 26). 

(c) the personal factor : the “ elasticity of demand for 
income in terms of effort ” (para. 32). 

The problem can be examined theoretically or from 
practical experience ; the first way is less exposed to falla- 
cies, the second will serve as a necessary confirmation of 
the theoretical findings. 

The marginal tax rate 

25. A repressive effect exists whenever a change in 
periodical earnings causes a change in the effective tax rate 
(E.T.R.) which is tax divided by income. This is certainly 
unavoidable under any progressive tax scheme. The differ- 
ential earnings are always subject to a higher tax rate 
than the average earnings, i.e. the marginal tax rate 
(M.T.R.). The difference between iM.T.R. and E.T.R. 
is the basic cause of the repressive effect. The steeper the 
tax progression, the greater the difference. 



The time factor and time lag 

26. Any progressive tax aims at discriminating between 
tax payers who during the same accounting period have 
different incomes and are therefore required to contribute 
tax for that period at different rates (E.T.R.). As that 
principle is applied year after year, it necessarily follows 
that different incomes of the same person in consecutive 
periods are subject to tax at different rates and that the 
change in income attracts tax at marginal rates. The 
result is as unavoidable as it is unsatisfactory. 



There is, however, no merit in aggravating the effect of 
the marginal taxation by applying the progression to 
monthly or weelcly deductions. In general, the quicker 
the M.T.R. follows the extra effort, the stronger the repres- 
p V Av^ Ct, T? 1 ' S i' , °' I ' t contains my essential criticism of 
Jhe relations between progressive taxation and 
standard of living .are examined in paras. 41-42. 



Persmml allowances tax steps, and the difference betwee / 
M.T.R. and E.T.R. 

progression of Income Tax is mainly due tc 
the tax free personal and dependants’ allowances Thi 
reduced tax rates have a similar effect, but to a lesse 
degree. In fact, they can be treated as additional tax frei 
allowances which apply from a certain level of income 
this method was used m computing the formula for “ D ’ 
(para. 15), e.g. the reduced tax rate of 3s. on £50 is equiva 
5s 6d° by Sr 18 " taX free allowance the rate o 

tv. r ° dUCtion ° f more and narr ower tax steps woulc 
modify the progression and make it smoother, but wou 
not solve the problem : the repressive effect of the M.T.R. 



due to the personal allowances, remains even within one 
and the same tax step (please refer to graphs No. 1 and 2*). 
Difference between M.T.R. and E.T.R. 

28. The differences between M.T.R. and E.T.R. are con- 
siderable ; they are greater for the Income Tax of 1951-52 
than of 1950-51. There is a peak at the onset of the 
9s. 6d. rate, but another more important one at the lower 
end of the scale. The differences increase also with the 
number of dependants: wage earners who actually pay 
very little tax have thus a high difference between M.T.R. 
and E.T.R. The minimum of that difference in the en- 
closed Table 1 (para. 23), which ranges from £4 to £12 
and from single persons to married men with 1 child, is 
Is. 9d., maximum is 5s. Id. The unweighted average of 
the same table is 3s. 2d. 



The effect of P.A.Y.E. on varying earnings is therefore 
the same as that of an Income Tax for which all three 
basic tax rates were increased by 3s. 0d., i.e. to 6s. 0d., 
8s. 6d., 12s. 6d. Or the same problem viewed from the 
point of the incoming revenue, the effect is the same as 
if the tax would yield approximately £650 million from 
wages instead of the £219 million collected in 1950. 



- 1 . 1 \. iru-rcuicu io me V 



29. It is further a fallacy to claim that the repressive 
effect would vanish if the personal allowances would be 
applied elsewhere, e.g. as social security cash payment 
Firstly, the combination of the full tax deductions and the 
cash payments in the weekly household budget would in 
fact still teave the same progressive taxation as at present 
with all its bad results. Secondly, even if the cash repay- 
ments were, quite unjustly, ignored, a proportional tax at 
an E.T.R. of 4s. 5d. and 7s. 7d. would be a cause of 
grave discontent. 



Cumulative and independent weekly tax collection 

30. Under the British system of P.A.Y.E. the variation of 
the vveekly tax deduction at marginal rates operates by 
calculatmg the change in the cumulative tax to date (para 
2 ) ; therefrom it follows that tax is refunded during a 
period when earnings cease. A comparison of methods 
ft ta, i c oEection which are applied in other states (Austria, 
£ dominions : Commonwealth of Australia, 

Canada, New Zealand and Union of South Africa, of the 
?™ an , F ederl1 Re P“ Hlc and The United States of 
America.) however, shows that none of them uses the 
cumulative British system. But nevertheless, the marginal 
principle still dominates all above named foreign systems 

Lgs a i e^ t0 C0U f ** tax cuircntearn- 

r 1 - the r o 0Ve , na .™ e . d States except New Zealand 
and the Union of South Africa. Those systems are based 
on an independent weekly table, similar to the first three 
columns of Table 1 (para. 23) from which the weekly 

mpritnTl/52 S of°Jh^ ted aS , * the Weekly earnin « s wo ^ 
and the U ^ a H f®?"!*- Australia > Canada 

ana tne U.S.A. treat the weekly deductions as provisional 
payments and assess the annual tax in each case through 
then tax offices after the year end. ?„ Austria and at 
nrany an annual adjustment is made raly on demand 
thenfy ta ffl payer ’ A therthrou S h the employer or through 

tax d^erf f5om n tA U t tna ?u-r Ppl | es onI y > f the collect! d 
tax differs from the tru e Lability by at least 10 per cent. 

* Not reproduced in these Minutes of Evidence. 1 
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In this connection may I quote from the publication 
of the U.S.A. Treasury Department, Bureau of Internal 
Revenue, “Your Federal Income Tax”, 1950 Edition, 
paragraph “ Refund of Taxes ” : — 

“ Overpayment of Income Tax, either by excessive 
withholding or overestimating and consequent excessive 
instalments, entitles the tax payer to a refund. While 
refunds are made promptly as possible, verification 
and administrative details require time. Do not become 
impatient. During the fiscal year 1950 more than 29 
million tax payers received refunds. The total amount 
involved was about $1.5 billions. Despite the tremend- 
ous load of work and the millions of sheets of paper 
which must be examined, the refunding work was com- 
pleted by June, 1950, some two months after the final 
deadline for filing the 1949 returns." 

Under those foreign systems there is no tax refund 
during a current period of unemployment nor is any tax 
that was collected at a higher basic rate made available 
when the cumulative earnings at a later date fall wholly in 
a 'lower basic rate ; but apart from these two minor 
distinctions all characteristics of the marginal tax collection 
under the cumulative method, are present in those systems. 
The repressive effect of those weekly non-cumulative (or 
independent) deductions depends on the gradient of 
progression of the underlying Income Tax, i.e., the amount 
of tax free allowances and the changes in basic tax rates. 
If the Income Tax is proportional, as e.g., in the first 
column of the U.S.A. table where the personal allowances 
have been applied elsewhere, the tax collection is pro- 
portional ; where the tax is more or less progressive, the 
weekly collection is progressive in the same degree. 

The same criticism applies to the remarks in para. 19 
of the memorandum of the Association of British 
Chambers of Commerce, dated 12th February, 1951. No 
appreciable improvement would be obtained by converting 
from the cumulative principle to that of the independent 
weekly table. 

This paragraph supplements para. 2, where the effect of 
the M.T.R. was solely attributed to the cumulative 
principle ; in fact, Part I was written without knowledge 
of any foreign system of tax collection. 



Tax progression and social security contributions 

31. The importance of this question is illustrated by the 
following figures, which have been obtained partly by 
interpolation, from Cmd. 8203, “ National Income and 
Expenditure of the United Kingdom 1946 to 1950 ”. 



Year 1950 


£ Million 


Wages 


Salaries 


Total 


Employees’ Nat. Insur. Cons. 


158 


58 


216 


Employers’ Nat. Insur. Cons. 


138 








296 






Income Tax 


219 







The social security contributions have often been con- 
sidered as part of the direct taxation. If this view is 
adopted, the National Insurance Contribution, which is a 
poll tax and therefore regressive, flattens the progression 
of the weekly deductions ; in the lower income groups ot 
single persons, below £4 per week the combined deduction 
of Income Tax and National Insurance contribution even 
becomes proportional ; for the higher incomes a con- 
siderable progression remains. The employees’ National 
Insurance Contributions of 4s. lid. per week is equivalent 
at a basic tax rate of 5s. 6d. to a reduction of the personal 
allowance (see also para. 27) by £58, at a tax rate of 
9s. 6d. to a reduction by £34, and to that extent mitigates 
the effects of P.A.Y.E. 



The above description, however, takes only the net 
:ontents of the weekly wage packets into account. There 
ire other points to be considered: psychologically, the 
imployee notices solely the rise of his Income Tax deduc- 
ion at marginal rates. To him Income Tax is a burden 
vhich he must contribute to the community, the National 
nsurance Contribution, although compulsory, an insurance 
iremium for which he will receive future cash payments, 
n fact, the employees’ contributions alone do not tuny 
:over even the current contributory pensions and allow- 
inces. There is much to be said in favour of this outlook. 
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Most of the public revenue is expended in services which 
benefit every citizen, both taxpayers and exempted persons. 
The amounts of direct cash benefits to individuals out of 
public revenue are small and conditioned (Public 
Assistance, Educational Grants). The Family Allowances 
are a recent exception to the rule. Social security has in 
the past been based in this country on the contributory 
principle. As outlined below (para. 37) every step should 
be taken to increase initiative and effort and to fight the 
outlook of getting something for nothing. Combining 
National Insurance Contributions with Income Tax would 
make the social security system non-contributory, and 
thereby counteract the above idea. 

Closely connected is the question of employers' con- 
tributions, which should not be allowed to confuse the 
issue : if that contribution were cancelled, general taxes 
would have to carry the burden ; this would involve con- 
siderable re-distribution. If they were retained, no saving 
on clerical work would be achieved from the alteration. 

In conclusion it can be said that the present method 
partially and imperfectly mitigates the progression of 
P.A.Y.E. for small incomes. For the proposed reform it 
is in fact suggested to retain the contributions 
independently from the proportional tax ; the combined 
effect would be regressive. If, however, the linkage of 
tax and contributions was recommended, the reform of 
P.A.Y.E. would still be necessary and would provide a 
perfectly proportional deduction over all income groups. 

The personal factor in the repressive effect 

32. To what extent the marginal taxation effects variable 
earnings, depends further on the response of the tax payer 
to the weekly deduction, i.e., to the “elasticity of his 
demand for income in terms of his effort Three different 
groups have to be examined : 

(a) voluntary absenteeism ; 

( b ) overtime earnings ; 

(c) payment by result schemes. 

(a) Voluntary Absenteeism 

33. This case is theoretically simple, but of great 
economical importance. The elasticity of demand for 
income is here certainly large and the repressive effect is 
therefore strong. Under P.A.Y.E. the marginal taxation 
prevents the employee from appreciating the full loss of 
earnings which he suffers. If a single person with an 
average weekly earning of say £10 takes two days off and 
loses £4 wages, he finds his net wages down by only 
£2 10s., up to £1 10s. is given to him by tax reduction. 
Under the proposed scheme he would be short by £3 6s. 4d. 
and would find that he can ill afford to absent himself. 
Absenteeism on the coal face in 1950 was 14.5 per cent, 
half of which was voluntary absenteeism (Monthly Digest 
of Statistics, and Cmd. 7548). A considerable portion of 
that absenteeism can not be influenced by monetary 
incentives. If, however, only one-third of those voluntary 
7 per cent, could be overcome by withdrawing the tax 
advantages, it would yield four-and-a-half million tons of 
coal a year. The combat of absenteeism is one of the 
principal objects of the proposed scheme. 

(b) Overtime Earnings 

34. Here again the “ elasticity of demand for income ” 
is large, as is shown by the provision of overtime allowance 
varying from 25 per cent to 100 per cent. The marginal 
taxation absorbs all or part of that allowance. The 
employee does not receive the benefit justly due to him 
for his extra work. No undue stress, however, is laid 
on this group since overtime is, and shall be, an exception 
from the law limiting normal working hours. 

In Germany and Austria overtime allowances are not 
taxable, the tax on the basic pay for overtime is, in 
Germany, limited to 5 per cent. These measures over- 
come the effect of marginal taxation on overtime, but are 
complicated to apply in practice and provide no remedy 
against absenteeism or the effects on incentive schemes. 

(c) Payment by Result Schemes 

35. For this group the effect is complex since the 
elasticity of demand varies. Under some circumstances 
the elasticity is no doubt small, as e.g., the increase of 
mined coal in the weeks prior to public holidays illustrates. 
The miner needs extra money and is prepared to maintain 

B 
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a very high effort for a limited period. If under propor- 
tional tax collection the same effort would yield larger 
net wages, this would not induce him to greater effort. 
But this argument applies only to peak periods. For the 
average effort over the whole year in all industries, which 
is considerably below the physical maximum, the attrac- 
tion of greater monetary rewards for extra output would 
increase production. For some employees the elasticity of 
demand may be small, for the majority it is still large. 

The incidence of P.A.Y.E. reduces the net bonus per- 
centage of any payment by result scheme by the per- 
centage difference between marginal and effective tax 
rate, i.e., by 10 to 25 per cent. A straight piece rate 
thereby becomes a regressive piece rate (bonus scheme), 
a progressive (differential) price rate is necessary to give 
a straight piece rate, a bonus scheme is converted into 
one with a lower bonus percentage. These effects can 
be, and have been, compensated by offering stronger 
incentives. In recent years low graded bonus schemes 
have been replaced by straight piece rates or have been 
upgraded (high factor Rowan system), differential piece 
rates have been introduced, additional bonuses, supple- 
mentary to existing schemes, have been created, e.g., a 
general output bonus payable in addition to a piece rate. 
These measures tend to increase labour costs with rising 
output and can have some inflationary effect. But I 
would like to add that the steeper incentive is not neces- 
sarily more favourable to the employee. A moderately 
incentive bonus scheme can, and should, have a lower 
zero point and accordingly give the same average earn- 
ings as a steeper scheme. Industries with high over- 
heads, can well afford progressive incentives, but indus- 
tries with a large proportion of direct labour and small 
overheads, find considerable difficulties. If the zero point 
of a straight piece rate was set high so as to recover the 
additional clerical work of 'administering the scheme, 
the men fell back on the guaranteed time rate. Lower 
rated bonus schemes for which a lower target would be 
possible, are frustrated by P.A.Y.E. 

The reluctance of the Building and Civil Engineering 
industries to introduce labour incentives can be partly 
attributed to the marginal taxation. The same applies 
to small and medium units in all industries, where means 
for a scientific setting of piece rates do not exist, but where 
bonus schemes could easily be used. Only 29 per cent of 
all wage earners were paid by results in October 1949 for 
establishments employing 25-49 persons the figure ’was 
15 per cent. • (Ministry of Labour Gazette, October, 1950) 
From the Census of Production in 1930 it can be con- 
cluded that of all employees in industry and trade 9 per 
cent, were employed in establishment with less than 11 
persons, and 22 per cent, were employed in establish- 
ment with 11 to 99 persons. 

Practical Evidence of the Repressive Effect 

36. It has been said to me that the disincentive effect of 
F.A.Y.E. is a matter of the past, the men got used to 
it and only isolated cases of restricted output were notice- 

fi? C ' .• ? ^° u d i 5e J a fool ’ s deed t0 cut income for 
the satisfaction of dodging the tax. As a man needs 
a higher income, he had to earn it the hard way and 
pay marginal tax. This reasoning contains the well- 
known argument that an old tax is no tax. The acute 
symptoms have only become chronic ; the evil remains 
Does it really not matter how little a man is paid for 
his work, as long as he is paid at all? F 

A large number of female and unskilled workers are 
f by PA - Y -?- Wa *“ below £4 for single 
persons, £6 for married men, £7 10s. Od. for married 
men with one child are either tax free or have ™ 
r'fnf of 0ldy , 2s ' 5d - But wages of £4, £6 and 
rate of 4J 5d. Ie!Pe ' 7 CSrry ,lready a mar * iMl 

My own ^limited experience also contains those “iso- 
lated oases : the married woman in charge of a work- 
room who preferred to work shorter hours after she had 
observed the variation of her tax deductions on an 
occasional overtime thus leaving her workroom iSthont 
supervision; the craftsmen who asked if they would savi 
tax when their bonus was paid weekly instead of on 

w! i0b; ,he Bering' Tf Tht‘1lold“ dmt 
of a Weir bonus so as to give some * 

tive; the refusal of foreign °«S^S“ E 



to work overtime in an urgent case expressly because of 
P.A.Y.E. ; the breakdown of a straight piece rate for 
bricklayers who did not reach the starting point. 

By the kind permission of the Leeds Branch of The 
Institute of Cost and Works Accountants who are con- 
ducting a Planned Study on “Employee Remuneration 
and Incentives ”, I can refer to replies from some of 
their members to a questionnaire which contained the 
following question: “In your experience does the inci- 
dence of P.A.Y.E. militate against incentive schemes? ” 
The sample comprised highly organised medium and large 
establishments averaging 800 employees, most of whom 
were paid by results. There was little definite evidence 
that output is restricted owing to P.A.Y.E., but approxi- 
mately one-third considered that it may have some re- 
pressive effect. The sample is too small for statistical 
evaluation and is not representative for the whole country 
since it was made up from large units in extremely favour- 
able conditions. It is clear to me that the incentive 
schemes have been adjusted so as to compensate the 
effect of P.A.Y.E. as stated in paragraph 35. 

Full Employment 

37. The conditions of full employment place particular 
importance on labour incentives. The success of this 
policy will depend on the achieved level of marginal pro- 
ductivity. If the marginal productivity during full em- 
ployment is equal to, or in the absence of restrictive prac- 
tices even higher than that at partial unemployment, 
this policy will be praised as one of the greatest achieve- 
ments of free men. If, however, the marginal produc- 
tivity deteriorates, the policy will be exposed to economic 
strain and will develop inflationary tendencies. A lower 
marginal productivity will tend to raise the long term 
average of unemployment. 

This warning does not belittle the splendid progress 
in industrial activity and in social relations that has been 
obtained in the post war period .by planning, by co- 
operation of all concerned and by special .production 
drives. But all this was achieved in spite of P.A.Y E 
Without P.A.Y.E. industrial progress could be pursued 
with better results and with less strain. 

The proposed reform is to the advantage of employers 
and employees and appeals for support from both sides 
ol industry. It does not aim at obtaining increased 
output without extra costs, but at restoring the normal 
relationship between effort and award undisturbed bv arti- 
ficial restrictions of a fiscal nature. 

Possible Increase in Productivity 

Per cent - 

38. If it is assumed, in accordance with the 

survey referred to in paragraph 36, that only 
one-third of those operatives who are paid by 
results would increase their output after the 
removal of P.A.Y.E. by, say, 5 per cent., the 
national output in terms of the national wages 
u Tv S c far as £ is - subject t0 Eductions under 
P.A.Y.E., would rise by one-third x 29 ner 
cent, x 5 per cent ___ ^ q ^ 

f „^ tend ” 8 the use of incentive schemes to a 
further 10 ,per cent of all operatives and thereby 

“ °T* by ;. «v° per 

Reducing voluntary absenteeism of approxi- 
mately 3 per cent, by one-third j q 

Total 2.5 

w|b ss-.x 

higher rates of P.A.Y.E. 8 The percentage 

arnved from details published for 1949 S * 35 1 40 1S 

seet ... ssrjs. t zs sr** 

£ 250-£499 ... £3,546* MgX 

Jiowif ean r betw "- 

of the total population. OI r “ ees 15 the sa ">e as 
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An increase in the productivity by 2\% for those persons 
who pay the higher rates of P. A/ Y.E. would therefore create 
£67 millions or almost one third of the tax collected from 
wage earners. The revenue would thereby increase at 
marginal rates of say 25%, yielding £17 millions. 

The above figures have been cautiously selected and are 
probably an under-estimate. The tax free incomes have 
really twice been allowed for : in the number of employees 
(1 x 29 % x 5%) and in the wages bill (£2,700). 



PART m 

Analysis of the proposed reform 
Proportional taxation of fluctuating earnings 

39. It was shown in Part II that a proportional taxation 
at periodically revised rates would have marked advantages 
for the national economy. It was set out in paras. 12 to 21 
of Part I from the point of view of the Exchequer that the 
proposed method would at least yield the same revenue 
as P.A.Y.E., and in paras. 9 to 11 that the administration 
of the scheme would be simple. It remains now to examine 
whether it also pays due regard to the interests of the tax 
payer. 

'’What is the best way of collecting tax from fluctuating 
earnings? Three possibilities exist: — 

(a) equal deductions irrespective of the weekly 

earnings ; 

(h) deductions proportional to the weekly earnings ; 

(c) progressive deductions. 

Case (a) corresponds to the method used prior to 
PA.Y.E. when the tax due on last year’s income was 
deducted during the following 10 months. The proposed 
case (A) is therefore an intermediate solution. 

Changes in earnings may or may not cause alterations 
in the standard of living, and accordingly the margmal 
utility of the fluctuating earnings may or may not vary. 
When it does, a progressive collection like P .A.Y.E. is justi- 
fied ; when it remains the same, P.A.Y.E. is wrong: a 
proportional tax collection should be used. 

A case of the latter type can be constructed in which 
the annual income is fixed and known in advance, but is 
received in irregular payments ; thereby the annual tax 
liability is also determined. This case, although truly 
fictitious, is approached in practice whenever the mean 
values of fluctuating earnings remain stable. For this case 
the present progressive collection produces a re-distribution 
of the earnings of each tax payer. As the collection falls 
heavy on top earnings, it restrains the tax payer from 
extravagant expenditure, if he or she is a spendthrift, but 
to the same extent it prevents him from saving if he is 
thrifty. It discriminates against cash purchases in favour 
of hire-purchase agreements. The choice of a progressive 
collection reflects a pessimistic outlook which assumes that 
the average tax payer is not competent and thrifty enough 
to manage his own affairs and needs the Exchequers 
adjustment of his wages. Under the assumed conditions 
where the marginal utility of earnings does not vary the 
proportional collection is theoretically^ correct and safe- 
guards the tax payer’s interest. Such changes of earmngs 
as do affect the standard of living, however, should be 
taxed progressively (paras. 40-42). 

Revision of E-T.R- 

40 It is not claimed that this proposal provides an ideal 
solution. The difficulty lies in the taxation of current 
earnings for which the E.T.R. depends on future, unknown 
events. The revision of the E.T.R. should coincide with 
the change in the standard of hvmg. but in Practice 
different cases arise with contrary aims. The brat solution 
will be a fair compromise between divergent tendencies. 
The quarterly use of moving annual totals is suggested 
as such compromise. 

As soon IS it is agreed that the progressive tax eoB«hon 
of P.A.Y.E. is unsatisfactory and incorrect, it would be 
illogical to criticise the proposed reform solely on die 
ground that some employees would pay more _tax under 
eertain conditions Since the total yield of Income lax 
will be maintained, the tax reductions in those i cases where 
P.A.Y.E. is repressive must be recovered somehow. Three 
ways are suggested : 
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(a) increasing the deductions on occasional short 
earnings (absentees, short weeks, etc.) ; 

(A) eliminating tax refunds for periods without earn- 
ings, followed in most cases by a reduction in total tax 
liability ; (paras. 17-18). 

(c) increasing the deductions, relative to P.A.Y.E., 
from diminishing earnings. This last feature, which has 
been criticised, needs careful examination. 

Changes in the standard of living 
41. The question arises: When does a change in earnings 
cause a change in the standard of living? Obviously, if 
the person knows that the change will be permanent, the 
adjustment will be abrupt ; in the other event, the effect 
will be delayed. But this distinction cannot be utilised for 
tax computations. 

In neither case, however, is the effect immediate and 
complete. The standard of living does not vary from 
week to week, but is determined to a great extent by the 
periodical expenditure for durable goods, as housing, 
furniture, household articles, clothing, cars, and by seasonal 
expenditure, like fuel, travel and holidays. A man who has 
earned £20 in a single week can spend his money as 
foolishly as another man worth £1,000 p.a. but if he tries 
to spend it wisely, he will find he cannot get everything 
from one week’s wages to obtain, not even for 7 days, the 
full benefit of the standard of living of the other man. 
The standard of living does not alter with fluctuating earn- 
ings. The extra earnings are usually expended on seasonal 
or durable goods, leaving thereby a larger slice of the 
usual earnings for the current necessities. The result is 
a stable standard of living at a moderately improved level. 
This still holds good for seasonal variations. 

In case of a permanent increase in earnings, the rise 
in the standard of living follows, but some time passes 
until an equilibrium is reached. Vice versa: if earnings 
are permanently reduced, the decline in the standard of 
living is gradual. Although such person will probably 
feel his status painfully, economically he is better off than 
the other person who has been living on the same income 
for some time. 

The time lag between income and standard of living 
found its expression in the Income Tax Acts prior to 1918, 
when the tax was assessed on the average income of the 
last three years. The present dispute concerns the question 
whether a time lag of 3 months is too long. 



Seven cases of changes in earnings 

42. Are the tax deductions of the proposed method 
appropriate to the changes in the standard of living and 
accordingly equitable and fair to the employee? How do 
the necessary alterations of the E.T.R. coincide with 
changes in the standard of living? The following practical 
cases occur : 

(a) Unsignificant fluctuations of earnings in continuous 
employment: no change in the standard of living takes 
place. Any revision of the E.T.R. should not be too 
frequent in order to obtain a more stable sample mean 



( ^ ^7n )■ Eight weeks would be the minimum, 13, 26 

or 52 weeks are more suitable. 



(b) Seasonal variations in continuous employment, e.g., 
overtime or bonus payments. At present the higher pay- 
ments attract .tax as if they would continue all the year, 
and the lower .payments as if the higher earnings would 
not exist. In accordance with the comments in para. 41, 
the .proportional tax collection is justified. In order to 
cover seasonal variations the use of annual totals is 



(A similar case, in which the temporary increase occurs 
for the first time, was illustrated in graph No. 4.* The 
rise in tax deduction during the low season is small, the 
annual tax slightly less than under P.AY.E.) 



(c) Seasonal unemployment : The comments of para. 41 
re the standard of living apply also to this case. It is 
illogical to tax seasonal earnings as if they would be 
perennial. Under P.A.Y.E. the unduly high taxation is 
followed either by a tax refund during the period of 
unemployment or by a tax free period at the beginning 
of the next season, dependent on the calendar date of 



* Not reproduced in these Minutes of Evidence. 
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the season. The proposed scheme would considerably 
reduce the tax deductions from seasonal workers, without 
diminishing the total yield of Income Tax, by spreading 
the tax over the whole period of employment and by 
eliminating the tax refund. Please refer to graph No. 5.* 

(d) Intermittent employment. No doubt the standard 
of living is reduced, but it is not fully restored when 
employment is resumed since arrears and deficiences have 
to be made good. The reduction of tax as shown in 
graph No. 6* is therefore justified. Please see also paras. 
18 and 21. 

Tax Refunds during unemployment : Tax refunds during 
unemployment, or sickness, are not an integral part of 
our system of social security, but are the admitted failure 
to collect the right amount of tax. They benefit mostly 
those who need it least, i.e., single persons with medium 
and higher incomes, and at the wrong times when they 
are not in special need, i.e., at the beginning of the unem- 
ployment. The expenditure saved on the refunds would 
be applied in a general reduction of tax deductions from 
persons in seasonal or intermittent employment. If it 
was considered that the present rates of unemployment 
and sickness benefit do not account for the rise in the 
cost of living, then the rates should be increased ; the tax 
refund is an incompetent substitute. 

{€) Permanent increase in earnings: It is assumed that 
the rise represents an increase in real wages ; inflationary 
increases are discussed in paras. 16 and 45. The standard 
of living rises but not as suddenly as the income. The 
gradual increase in tax can therefore even theoretically 
be justified. But the progressive taxation should follow 
after a few weeks. A period of 13 weeks would be 
acceptable. In view of the necessity to cover seasonal 
variations (cases (b) and (c)), however, the use of moving 
annual totals, quarterly applied, is recommended as the 
most suitable practical compromise. Please refer to graph 
No. 3.* 

(f) Reduced earnings in continuous employment : An 
example of this type has recently been stated by the 
Treasury, who referred to the case of a married man whose 
earnings are reduced “ without fault of 'his own ” from, 
say, £9 to £5 per week. The marginal tax deductions' 
for these earnings are 17s. Id. and Is. Od. Under the 
proposed scheme this man would have the folio wine 
deductions : 



inequity shown in case (f) is clearly mitigated. If in the 
example cited under case (f) a period without earnings 
of 3 months would exist, the following deductions would 
be made from the earnings of £5 per week under the 
proposed scheme. 



for the first 3 months (or less) 
for the second ditto 

for the third ditto 

for the fourth ditto 
afterwards 



s. d. 
9 7 
7 11 
5 10 



These rates, however, occur only if all 3 of the following 
conditions are given : (i) that he was in permanent employ- 
ment for 12 months ; (ii) that he earned an average of £9 
per week over that period ; (iii) that the reduction of wages 
takes place without interruption of employment. 

The example is extreme because it was chosen on a 
very steep portion of the Income Tax curve, at the first 
peak of the differences between M.T.R. and E.T.R. Such 
a case can occur on partial retirement or on down-grading 
?n f h mp ? yn ! en !. failin g health. But the decline 

m the standard of living is not so sudden and complete 

on £ PPea if' man can avoid e *P e nditure 

on the larger household items, like clothing, for some 

earning 5? U TH m K g X W *\ standard of a married mTn 
earning £5. The hardship is therefore less than it appears 
IO • C ? n J pasSI0 °a.te cases, due to retirement^ S- 
health, special tax relief could be given. Economically 
these cases are unimportant. The question of a temporary 
ZS Y H h ° Uld DOt ; b " exa 8S er ated ; more serSf wide 
spread and permanent hardship is often caused by increases 
m outlay taxes or limitation of subsidies. Y increases 

(g) Reduced earnings after a period of unemployment- 
P' 1S ,“ se , wlU oc ^ ur more frequently than case^ (f) The 
tax deduction under the proposed scheme is the resultant 

* Not reproduced in these Minute of SrttacI 



First 3 months 




s. d. 
... 5 5 


Second 3 months 




... 2 6 


Third 3 months 




5 


Fourth 3 months 




... Nil 


Afterwards 




10 



Summarizing this paragraph, it may be stated that the 
proposed scheme would affect the employees as follows : 

(i) The objectionable peaks of deductions from top 
earnings will not occur ; short weeks wild bear relatively 
higher deductions than now. 

(ii) Seasonal workers will have much lower deductions 
in the season ; if employment is continuous, a negligible 
increase during the off-season will occur. If there is some 
seasonal unemployment all deductions will be less than 
today, but the total liability will remain unchanged. 

(iii) Unemployed persons will not receive tax refunds ; 
they will have smaller deductions on resuming employment 
and pay less total tax in the first year of their new 
employment 

(iv) The tax on rising earnings will in the first year be 
less than today. 

(v) Employees with falling earnings will pay more in 
the first year than under P.A.Y.E., unless the fall in 
earnings is preceded by unemployment. 

the Tables 2 



The extent of the differences is shown i 
and 3 of para. 23. 

These differences should not be considered as residue 
between an incorrect tax collection and the true tax 
liability, but as difference between two methods of taxa- 
tion: P.A.Y.E., which taxes earnings on a week to week 
basis and arrives at a tax liability for the fiscal year, and 
the proposed tax, which varies the tax liability in pro- 
portion to the current income, but bases the tax rate on 
the moving totals of the last 12 months. The tax liability 
is thereby freed from the operation of the annual account- 
ing date of the fiscal year. In para. 18 an example was 
pven of a single man' earning £7 15s. Od. whose tax 
liability under P.A.Y.E. varies by as much as £36 10s. Od 
solely because of the different calendar dates of the 
period of unemployment. For prolonged unemployment 
that case has practical importance. 

Monthly Salaries 

43. The preceeding paragraphs referred mainlv to 
weeldy wages. For feed salaried incomes the proposed 
wouId be indifferent in every respect. But many 
^L a f® d Persons receive irregular payments, often in con- 
nection with achieved results as bonuses, profit sharing, 
etc. To dispense the impact of taxation for these nav- 
ments over the moving annual totals would have a bene- 
ficial effect on incentives in a group of persons whose 
heavy 1CS hlghly lmportant and whose taxation is 

v»k,e ° n * ” ffl be noticed tlm * 

ofi ! f ( para - 15 ) does not directly depend on 
the amount of earnings, but on the ratio of q/A. The 
higher salaries would therefore not generally cause a 

P\ Su< * ^ i™*v er , Zld occur 

ers ons in higher income groups with a greater 
number of dependants ; for these both “ C ” and “ r ” 
would be large. There should be no objection to extend- 
,he proi ’“ i!d scheme to ,his 

8 “S8 est ? d *? apply the scheme to weekly 
X? amZ! y T’ “ d l^ ary Payments irrespective of 
he amount Persona who receive a small iortion of 
their incomes from other sources will have their code 
number adjusted as at present. Where however separate 
?innTZ S "? der f 11 ' 1 Sctatak. are made, the proper! 
JS felloes Should be treated as provisional pay- 
r Tiey foPld he based on an E.T.R. fixed annually 
be Smded" 0 ° f TaM> 1 “ y eXCeSS Payment would 
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Collection of revenue 

44. From a fiscal point of view P.A.Y.E. is satisfactory. 
It collects the total tax liability at the proper date, and 
even earlier, with little expense to the Government. The 
administrative success of any tax is very important. 
Before any alteration of P.A.Y.E. could be recommended, 
assurance must foe given that the economic advantages 
of the reform do not jeopardise the fiscal success of the 
old method. This point should, however, not be carried 
to extremes. The method of tax collection preceeding 
P.A.Y.E. carried arrears of 10-11 months tax. The ques- 
tion of collection of revenue and yield has been fully 
discussed in paras. 11 to 21. 

Proportional tax under inflationary conditions 

45. The claim made in para. 20 that the proposed 
method would provide at least the same revenue as 
P.A.Y.E. holds only for stable monetary conditions. 
During a period of inflationary increases of salaries and 
wages, the proposed tax would in the first year of any 
rise give a smaller increase in revenue than P.A.Y.E. 
does. To the same extent, however, it would ease, or 
at least postpone, the demand for further wage increases. 



Administrative details 

46. (a) Casual Employment : If a new employee has 
been in some other employment during the same quarter, 
no recalculation of the tax rate is required ; the same 
E.T.R. is used. If he then leaves again in the same 
quarter, the entries of the old PAS can be transferred to 
the new one, only the earnings in the current quarter are 
brought up to date. 

(b) Table of quarterly earnings : A sample of a table 
of quarterly earnings, which would form part of the 
employee’s tax card, is shown below ; it is self- 
explanatory : — 



Earnings in £’s. 



Period 


Trans. 

fm. 

prev. 

Cd. 










2nd Quarter, 1950 
3rd Quarter, 1950 
4th Quarter, 1950 
1st Quarter, 1951 
2nd Quarter, 1951 
3rd Quarter, 1951 
4th Quarter, 1951 
1st Quarter, 1952 


90 

95 

103 

135 

XXX 

XXX 

XXX 

XXX 


XXX 

95 

103 

135 

86 

XXX 

XXX 

XXX 


XXX 

XXX 

103 

135 

86 

120 

XXX 

XXX 


XXX 

XXX 

XXX 

135 

86 

120 

142 

XXX 


XXX 

XXX 

XXX 

XXX 

86 

120 

142 

115 


Mov. Ann. Tot. 
(MAT) 


423 


419 


444 


483 


463 


E.T.R. (s & d) ... 
Valid for Quarter 


2-9 

2nd 


2-8 

3rd 


2-10 

4th 


3-1 

1st 

1952 


2-11 
Trans, 
to New 
Card 



The E.T.R. is found from a special table (para. 9). 



(c) Change in family status: Any alteration of the Code 
number could take immediate effect; it could be applied 
from the start of the current quarter any refund to be 
given at the end of the quarter. The present practice 
rather discriminates against persons whose status changes 
early in the fiscal year. There is also no practical diffi- 
culty to applying the higher Code number to one or two 
preceeding quarters, if this were recommended. 



^ 47 If the annual reconciliation is not used (paras. 1 6 
and 19), the tax liability under the proposed scheme could 
be defined as follows : 



“ The tax due from earnings received during three 
months after the date of 5th April, 5th July, 5th 
October, or 5th January, is the tax due, in accordance 
with the provisions of Schedule E, on the earnings 
received during the twelve months preceding the above 
date, multiplied by the ratio of the earnings during the 
three months after the above date to the earnings during 
the said preceding twelve months.” 

Popular explanation 

48. A popular explanation may read as follows: — 

“ Your Income Tax is deducted from your wages at 
a certain rate per £ of your earnings. Your weekly 
deduction is this rate multiplied by your wages to the 
nearest 10s. You pay therefore the same rate on your 
extra earnings as on your basic pay.” 

“This rate depends on your Code number and on 
your income. The rate is revised every three months 
and is, in fact, the tax on your income during the 
previous twelve months, divided by that income.” 
“You will be notified of your tax rate every three 
months, so you can check your deductions.” 



Table of Tax Rates 



Income 
during last 
12 months 


Or in the 
average 
per week 


Tax per £ of earnings 


Single 


Married 

Man 


Married 
Man 
I Child 


£ 


£ 


s. d. 


s. d. 


s. d. 


216 


4 


11 






260 


5 


1 7 


2 




312 


6 


2 1 


8 




364 


7 


2 5 


1 2 




416 


8 


2 8 


1 7 




468 


9 


2 11 


1 11 




520 


10 


3 5 


2 2 






11 


3 10 






624 


12 


4 1 


2 11 





“ Over a whole year you will pay the same tax as 
under P.A.Y.E. if your income in the year is the same 
as before ; if your income is higher, your tax will rise 
in the first year to a lesser degree than under P.AY.E., 
in the following year you will pay the same tax as 
under P.A.Y.E.” 



“ The new method leaves you your full share on all 
extra earnings and abolishes the tax favours to 
absentees. There will be no tax refund for weeks 
without earnings nor during unemployment. But 
owing to the loss of income your tax rate in the follow- 
ing quarters will be reduced. Seasonal workers will 
have smaller deductions, but no tax free periods or 
refunds; they will pay the same tax over a whole 
year as under P.A.Y.E. The tax after a period of 
unemployment will be less than under P.A.Y.E. On a 
•reduced income in continuous employment your tax 
would first be reduced in the same proportion md 
would in the first year be higher than under P.A.Y.E 

“The new method restores the normal connection 
between effort and award, undisturbed by irregular tax 
deductions. Each pound earned or lost, is worth to 
yon after taxation 17s. to 19a c: ash, not o n! T 
or even 12s. 5d. as under P.A.Y.E. It is _ therefore 
worth your while to earn that extra pound; the country 
needs your work— you need the country s money. 



10.5.1951. 



EXAMINATION OF WITNESS 



2216 Chairman : Mr. Hughes, thank yon lor your 
careful and detailed paper, which has been a peat help 
carciui duu t- , nnP or .two questions, not 

£e stoiSer the repLule effect This point contains my 



essential criticism of P.A.Y.E.” Would that be right? - 

in paragraph 26. And the new form of 
PAYE that you advocate in your paper is directed 
priSy to removing what you believe to be the repres- 
sive effect?— Yes. that is so. 



steeu ecu' — ira,ut<uto‘- 

Tgel, for the help of thf Commission, is how far we are 
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to believe that the present system has a repressive effect. 
1 would just like to get your own experience, because it 
would help me to judge of the importance. You are, I 
think, in business in York, are you? — Yes. 

2219. What is your activity there? — I am at present in 
a very small clerical employment. I have given my 
personal experience in paragraph 36 of my paper. I 
could not add anything to it at present. 

2220. Does your profession bring you into personal 
touch with people who are having their tax deducted 
under the present P.A.Y.E. system? — Yes, I have been in 
touch, may I quote from this document: “The married 
woman in charge of a workroom who preferred to work 
shorter hours after she had observed the variation of her 
tax deductions on an occasional overtime, thus leaving 
her workroom without supervision.” 

2221. Is that a case with which you yourself came into 
touch? — Yes, it was a case in 1947. 

2222. Is it your experience that people sometimes use 
the tax reason for not doing something they do not want 
to do for other reasons as well? — Motives of persons are 
of course difficult to examine. I was careful not to exag- 
gerate the effect of P.A.Y.E., and my estimate, which I 
have given in paragraph 38, is in the region of £60 or 
£70 million as the possible increase of national output if 
the disincentive effect of P.A.Y.E. is removed. 

2223. Yes, I follow the assumption, but I want to get 
your own personal experience, because if we can we want 
to find out what there is in this repressive effect. — My 
personal experience is so small, Sir, that I hardly have 
any observations to report to you on this. The occasions 
were, first, the woman in charge of the workroom who 
found out it is not worth while to work till 6 o’clock 
because she only gets a few shillings more for it, but pays 
much more tax, so she left at 4 o’clock. There were 
about ten employees who were left in the workroom with- 
out supervision. The other case was of the craftsmen 
who worked in a light aircraft factory, and who asked 
whether a bonus could be paid weekly because they 
thought the P.A.Y.E. deduction would be smaller. I ex- 
plained to them that that was not the case, it would be 
exaotly the same, but it shows the influence that P.A.Y.E. 
still had on the men, the case was in 1949. 



2224. It does not show very much, does it, that second 
case, except that they had in mind which form of pay- 
ment might help them more with regard to their tax 
deduction. That is quite natural, is it not? — Yes. 

2225. Then you tell us of a circular— Then there was 
the other case of the foreign workers in civil engineering 
work, they refused to work on a Saturday and said it was 
definitely because of P.A.Y.E. 

2226. Yes, I am glad you reminded me, I wanted to 

ask you about that. Were they foreign workers who had 
for the first time come into touch with the PAYE 
system? — Yes. ' ' ' 



2227. That was their first reaction to it? — Yes. 

2228. I suppose it is true to some extent, is it not, 
hat peoples reaction to a tax when they first come into 
touch with u is not necessarily the same as their reaction 
atter they have become more habituated to it?— No acute 
symptoms may become chronic, and there may still remain 
pTv 1 ?^* *’, but • Iea l t acute symptoms show that 
F.A.Y.E. tends to restrain the men from giving their very 
best. I do not want to make the claim too large, but I 
thmk two or three per cent, of the national output may 
be the difference. I have tried to put the case on a more 
theoretical basis in a paper which I submitted two or 
three months ago, but it was rather complicated. 

2229. It contained for me, who am no-t a mathe- 
matician, a detailed mathematical analysis. Then vou 
give us in the paragraph to which you are referring 

a . questionnaire which was sent round by tlfe 
Leeds branch of the Institute of Cost and Works Account 
ants ; they put the question to their members: “ In your 
experience does the incidence of P.A.Y.E militate 
against incentive schemes?’’ and you go on to sav “ the 

S ? h C ° m F nSed h ‘® hly or S anised medium and’ large 
establishments averaging 800 employees, most ofuE 

paid by results. There waf HMe ’d ZL 1ST. 

* Not reproduced in these Minutes of Evidence.’ 



that output is restricted owing to P.A.Y.E., but approxi- 
mately one-third,” that is one-third of the member firms, 
I take it? — One-third of the members who replied. 

2230. Yes, “considered that it may have some repres- 
sive effect.” Not very strong, that, is it? — No, Sir, but 
the interesting feature was that all the replies came from 
very large units, which were very well organised, had 
very balanced incentive schemes based on time and 
motion study, and proper supervision, and my opinion 
is that in these cases the incentive schemes have been 
upgraded so as to compensate for the effect of P.A.Y.E. 
P.A.Y.E. reduces the variability of wages in terms of 
effort by 12 to 15 per cent., that is the difference between 
marginal and effective tax rates. If the incentive scheme 
is upgraded by 15 per cent., the effect of P.A.Y.E. is 
counteracted, but this has to be paid for by the incentive 
scheme. That does not lead to higher earnings, but it 
leads to a bonus scheme that is steeper, and is in some 
industries not very practical. 

2231. So in your view we ought to think of everyone 
whose reward is affected by the amount of work that he 
does as being to some extent repressed by the present 
system? — Yes. 



2232. The people who are able to work overtime, the 
people who might have been affected by incentive or 
bonus schemes, they are the kind of people you are think- 
ing of?— Yes, it makes it easier for a man to take two 
days off, because he is left with a larger wage packet of 
net wages than if the reduction were on a proportional 
basis. P.A.Y.E. hides from the man the proper relation- 
ship between his earnings and his efforts, it distorts it. 
He does not seem to get his full reward from any extra 
effort, and he does not seem to suffer his full reduction in 
wages when his effort slackens or is reduced. 

2233. Your proposal is this, is it not, that you want each 
employee’s tax to be a fixed proportion of what is paid 
him for a quarter?— Yes. May I say this, the ideal solu- 
tion would be to base ,the rate on the current earnings 
of the year, but this cannot be done because we do not 
know at the beginning of the year what the man will 
earn. The next best solution is to assume that the earnings 
which he had in the last year would continue at the same 
rate and to check at suitable intervals whether that 
assumption is correct. 

2234. And you accompany that by reviewing at the 
end of each quarter what the .total earnings for the twelve 
months preceding the end of .that quarter have been?— 
Yes, Sir. 



“ me in* idle ior tne current year 

and the tax allowances to see what rate you should apnlv 
for the quarter that is then to follow?— That is so. 

2236. You are still keeping, by that system, are you 
not, within a progressive tax scheme ; in other words, the 
more effort he has put into his work, and the more reward 
he earns m that preceding twelve months, the higher rate 
you wili be applying to the quarter that follows?— Yes 
J?, * pr ^ essive e ,® ect would be mucb reduced ; firstly 
any fluctuations would cancel out; if he has earned more 
an m leS l in the other that w oul d not affect 
the total. Secondly, the removal of the tax refunds would 
the average tax rate lower than the present average 
£ thl’to T *5® avsra 8 e tax rate must provide 

WWtl ref ? Qds whK * a re given. The result would 
l b ess h tha? h^ m £ yee wou i? otice the tax deduction much 
the men nkif? , The P eak deductions to which 
the men object would disappear. The average of the 
deduoton, would be a few Annies per £ SLn it 



come iv ”1 your scbmc «™M consist in 

mSsJw ^ ^ PreVi °' ,S 

afsjf 
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who hold a series of jobs during the course of the pre- 
ceding twelve months? How does the employer make 
himself responsible for them? — I have referred to that in 
paragraph 10 of my paper: “On change of employment 
the following information would be required on form 
P.45 ”, form P.45 is the certificate to which the Board of 
Inland Revenue refer in their paragraph 11. 

2240. This is a form which the employer is going to 
fill up, is it? — The employer hands that to the employee 
leaving the firm, and the employee brings it to his new 
employer. 

2241. What was puzzling me was the person who 
changed his job several times in the period .that P.45 
would be dealing with, would it not be rather difficult for 
the employer? — No, Sir, he had to show on that form 
the wages of the three preceding quarters. I would like 
now to make an amendment on this point. I would say 
instead of three preceding quarters, four quarters, and an 
employee changing from one job to another will always 
bring that form to the employer, and that form contains 
all the information which will enable the new employer to 
assess the tax and to make the deductions. 

2242. You mean it would be in effect cumulative from 
employer to employer? — Yes, the history of the wages 
in the last year would pass from one employer to another. 

I have also referred to that later on in paragraph 46 (a), 
to show that where such changes of employment are very 
frequent there is little extra work involved to the employer, 
because most of the entries on the certificate have only 
to be copied from the previous one which the employer 
received from the preceding employer. 

2243. You have somehow to cope with the question of 
the man who has not had employment in the previous 
twelve months, have you not? — Yes. 

2244. I think under your system you impute to him 
some basis of remuneration? — As the tax is calculated 
as a product of current wages times the effective tax rate, 
and as the latter is based on the earnings of the last year, 
that product becomes zero if one of these items becomes 
zero. To compensate for this some adjustment is neces- 
sary. I have suggested that if a man were unemployed 
for more than six months, the balance in the current 
quarter should be used as notional earnings and should 
be placed in the totals once again. I had in mind, and 
I think I have stated it, that this procedure should be 
applied at the end of the first quarter. The man would 
be tax free or practically tax free in the first three months 
and he is actually tax free in many cases today. 

2245. I only wanted to get at what you were saying. 

I said, you impute to him earnings when he has not had 
them in the past, that is right, is it not? — Yes. 

2246. And as you say, if we are going to base the tax 
on what in fact he is getting in the current year, you must 
wait three months to find out what the rate of earmng 
is?— -May I show in this connection what happens today. 

If a man enters employment on the 6th April he is taxed 
immediately. If he enters employment on the 6th 
October, he is not taxed until the portion of the personal 
allowances is covered by wages. If he earns, say, £200 
in six months and starts work on 6th April, may I use the 
rates of 1951-52, then he receives income at the rate of 
£400 p.a. on which he has to pay £51 10s. tax, therefore 
for six months he has to pay £25 15s. If he enters on 
6th October and earns £200 to the end of the year the 
tax is calculated as if his earnings were not £400 but only 
£200 a year, and he pays only £7 10s. tax. In this case 
a tax free period of approximately three or four months 
occurs even today. The effect of placing notional earnings 
in a preceding quarter would be that in the average the 
tax from such a person who had beeen unemployed for 
approximately one year would be 10 per cent, less than 
is now in the average under P.A.Y.E. I have shown that 
under P.A.Y.E. for that person the tax liability vanes up 
to £36 10s. for a single man with £400 only according to 
calendar date of the period of unemployment. I thought 
that a reduction of the tax liability in this case of 10 per 
cent, could be granted. If, however, this was considered 
too much, some alteration could be made m the following 
way. The notional earnings could be entered twice, they 
could be entered in the first preceding quarter and I 
suggest, in the third preceding quarter, and that would 
give in the average for that person the same yield of 
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tax as it is at present. As to the case of first employ- 
ments, I did not make a special comment on this because 
most of these first employments will be tax free, such as 
apprentices, junior labour, who earn only a few pounds 
and do not pay any tax on that. Higher earnings will 
of course occur for professional men who enter their 
first employment, and for foreign workers. If it is desired 
to keep here the average tax exactly the same as it is 
now under P.A.Y.E., this can again be done by, this is 
my recommendation which I submit to you now. Sir, 
by entering the notional earnings in all three preceding 
quarters. Such a person would remain tax free for the 
first three months and after that he would pay a fairly 
normal effective tax rate. May I give an example: if 
he has £400 a year again, the full effective tax rate on 
the rates of 1951-52 would be 2s. 7d. per pound; if 
notional earnings of £100 are placed in the three pre- 
ceding quarters that gives then an effective tax rate of 
2s. 7d. after the first quarter. He would be tax free for 
three months and afterwards he would pay 2s. 7d. If, 
say, notional earnings are placed in the two preceding 
quarters his effective tax rate would be, after three months, 
2s. for three quarters and after three quarters, 2s. 7d. 
In that way the scheme is very elastic and can be adjusted 
■to any desired degree of precision. 



2247. There are two things I wanted to draw your 
attention to, in addition. I think you have faced the fact 
that under your scheme, if you base the rate on the 
previous 12 months’ earnings, you will have some difficulty 
with the man whose wages are falling in the current year. 
— Yes, Sir, I have dealt with that point in my paper to 
some extent, and I would like to say this : I consider that 
the alteration in the weekly deduction is the minimum 
required to exclude the disincentive effect. My scheme 
depends on the question of the disincentive effect. If the 
disincentive effect of P.A.Y.E. is negligible, then there is 
no need to modify it. The hardship caused by the relatively 
higher deductions from falling eamings, and by the 
omission of the tax refund during periods of nil eamings 
must be set against the loss of national output due to 
P.A.Y.E., which is a sacrifice borne by the whole com- 
munity. My scheme causes less aggregate hardship in 
removing this disincentive effect than any other more 
orthodox method. The scheme obtains its results without 
shifting the incidence of the tax burden from one income 
group to another. 

2248. I follow that. I think what you are saying is 
that you recognise that there will be hardship involved 
in some cases when you apply the rate appropriate to 
base eamings to wages that may be falling. Against that 
you set the advantage of getting rid of the disincentive 
effect that you attribute to the present system, or a large 
part of the present system? — Yes. 

2249. But what would you do if you had a really 
serious case of hardship owing to applying to current 
wages a rate drawn from eamings which were no longer 
true of the man?— -I have referred to such a case in one 
point in my paper, and in view of the comment of the 
Board of Inland Revenue I would like to make a further 
comment ; I think in a case of a retirement or a disable- 
ment a different treatment is justified, because in this case 
the reduction in eamings is permanent. If the reduction 
in earnings is due to short working or any loss of orders 
or deficiency of material, then this short work will be 
compensated later on by higher earnings. If you follow 
the Table III, Sir, in my scheme, on any fluctuating 
earnings the total deduction is never more but always a 
little less. Then, over a whole cycle of earnings, from 
normal eamings to higher earnings, or even to lower 
eamings, and back to normal, over such a ^ whote cycle 
any person, in total, will always pay slightly less tax than 
under P.A.Y.E. 

2250. Have you considered whether considerations as 
to how it will even out over i whole cycle * are really 
applicable to people who live largely by a weekly budget? 

i. m - 1 1 l-,- the tax which is taken from them 



Tt would not change the tax which is t 

in total It would be more inconvenient to them to pay 
a sShtiy higher tax on falling eamings and I only suggest 



it to remove the disincentive effect, but I say that this 



r u • refer to the difference in the 

I would m that connection rerer io . .. -j, ance <. 

income tax rate between 1^1-52^195- 53 ; ^thech mges 



. . . Finance Bill 1952, reduce the yield 

of fficome 'ax b?£144 million for a full year, according 
to Se KnaSal Statement, only considering those changes 
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which affect the marginal tax rates, and thereby a dis- 
incentive effect, that is the change in the earned income 
allowance and a change in the range of reduced tax rates. 
This loss of revenue has to be compensated by a reduction 
in expenditure. On these changes, I can only come to 
the conclusion that the disincentive effect must have been 
considered extremely high. The fact is, however, that 
these changes in the Finance Bill reduce the dis- 
incentive effect only by approximately one-quarter ; three- 
quarters of the disincentive effect still remain. Under the 
new rate, for single persons who earn between £5 13s. 
and £8 16s. per week there is no improvement in the 
disincentive effect between 1951-52 and 1952-53. If we 
have this in mind, I think that my scheme achieves the 
effect with very moderate sacrifices. My scheme would 
enable a progressive high yielding direct taxation to work 
without harmful effect on output, at least as far as lower 
income groups are concerned. 

2251. We shall, of course, take your scheme into careful 
consideration. I was only trying to get quite clear what 
your points are with regard to some aspects of it. One 
last point: do you advocate a final assessment at the end 
of the year to see how the tax that you have deducted 
by your system bears to the true tax for the year? You 
envisage both possibilities, I think?— Yes, it can be done 
in both ways and it is practicable as far as the administra- 
tion goes, both ways. To use that annual adjustment 
would not involve particularly heavy work. I had in 
mind that the annual adjustment should be performed by 
the employer, not by the tax officers. This is my answer 
to the comment of the Board of Inland Revenue on that 
point. 

2252. Does that mean you would really put the 
responsibility for what would be assessment upon the 
employer? — What I have in mind is that employers keep 
on the tax card an ordinary debit and credit account. They 
enter on the debit the total tax due for the year, on the 
credit side the total tax deducted, and carry the balance 
down. 



2253. Does the employer then become the effective 
assessing authority? — He is so at present. Sir. Under 
Section 30 of the Finance Act, 1948 [now I.T.A., 1952, 
s. 158], no assessments are made if the deductions are in 
order. He works it by tables, and he would work it under 
instructions which are free from any ambiguity or arbitra- 
tion in future. 



2254. Yes, but there are two separate things, are there 
not? If, of course, the tax authorities gave him complete 
instructions which covered all cases he would merely be 
acting as their agent in doing what he did with regard to 
the man s tax, but I thought you were envisaging that 
the employer would have a responsibility which would 
turn him really into the taxing authority?— The real assess- 
ment is actually done by the code, by fixing the code 
number. In that way the size of the personal allowances 
and all personal conditions are defined, and this is, of 
course, still left under my scheme with the inspector of 
taxes. What would happen is that the tax is calculated 
at the end of each quarter, that the tax is recorded on 
the tax card as deducted, and at the end of the tax year 
the total tax due is found. I will show a way in which that 
can be done very simply. The effective tax rate for the 
first quarter of the new year times the total wages in 
the last year, give the total tax due. There is a slight 
inaccuracy in this because the effective tax rate is adjusted 
to the nearest penny, the error is only a few shillings and 
it has no bias. If you prefer you can use the tax tables 
£ l n r, B ’ 1116 existm 8 tables for week No. 52, and you 
find the exact amount which was due for the year 
Against this the employer puts the amount of the tax which 
he has deducted and brings the balance down. There 
is one important point, the moving annual totals affect 
the tax rate, and the deductions for the full 12 months 
A balance of under-recovered tax or overpaid tax at the 
end of the first year is quite irrelevant, because the moving 
annual total will mop up any under-Dayment or renay anv 
overpayment during the year. Only if at the end of the 
second fiscal year the balance is still left in the employer’s 
account on the tax card, then it is obvious that this would 
not any more be affected by moving annual totals My 
suggesfion therefore is this, and in that I slightly modify 
what I have first given in paragraph 19. If the balance 
appears in the first year, the employer will not take any 
action. Ir the balance in the second year appears on the 
other side of the account, if, for example, a debit balance 
changes to a credit balance, no action is required, If the 



balance remains on the same side of the account as a 
debit or a credit, then either the old or the new balance, 
whichever is less, is if it is a credit balance repaid, if it is 
a debit balance divided by the income, and that is added 
as an addition to the effective tax rate of the year. I 
describe this in detail to show that it does not involve 
any administrative difficulty. It can be done. The only 
drawback is that it takes about two or three years to come 
into full operation, and I have another point in minr^ sir, 
which actually made me not recommend this annual adjust- 
ment. This method would perpetuate injustices which 
exist in the present system, i.e., the annual allotment of 
personal allowances irrespective of the calendar date. At 
this point I want particularly to refer to the memorandum 
of the Board of Inland Revenue. If a child is born on 
6th April the annual allowance for the child appears in 
the new year; if a child is born in March the annual 
allowance is given for the .past year. The same applies 
for marriages and for death of dependent relatives. In 
that way the tax liability varies by £20 to £30 only due 
to the calendar date of the critical event. The second 
case is of men who have been in intermittent employment 
and have been unemployed for a long period. In these 
cases too the tax liability can vary up to £36, depending 
whether the period of unemployment falls into one fiscal 
year or whether it spreads over two fiscal years. 
There is injustice between different cases, which I 
mentioned in my paper, but not in great detail. If you 
think, in view of the calculation of the assessment on the 
annual basis, you would like to retain it, then you should 
use the annual adjustment; but if it seems fairer to 
adjust these _ personal allowances in accordance with the 
passage of time, then the annual adjustment could not be 
used. 

2255. I am much obliged, I just wanted to get clear 
what I think was coming out of your answer to me. 
You envisage that the employer should carry out at the 
end of the year a reconciliation under which he would 
ascertain what tax he has taken during the year, and see 
what relation that bore to the true computation of tax 
for the year?— Yes. 

2256. But you think that he should then, if he had 
taken too much, carry it forward until the end of the 
next year? — Yes. 

2257. And not repay it at once? — No, because over- 
payment would occur when the wages fall. But the 
moving annual totals work into the next fiscal year. 

2258. Yes, I quite follow that. On the other hand, if 
he had taken too little tax, as shown by the reconciliation 
at the end of the year, he would carry that liability for- 
ward again into the next year and recover it, if he could, 
from the wages in the next year? — Yes. 

2259. Chairman : Thank you. 

2260. Mr. Millard Tucker : Mr. Hughes, my questions 
wffi be quite short and I would for my own benefit like 
definite answers to these question: do you say of your 
scheme that it produces a more accurate result every year 
for the employee than the present scheme? — Not every 
year, Sir, if that is the operative word in your question. 

2261. I will put my question again, and in a slightly 
different form : under the present P.A.Y.E. system, there 
is very rarely any final assessment upon the particular 
employee, that is right is it not?— Yes. 

2262. Does your system give a more accurate result than 
that? No, Sir, the result of P.A.Y.E. is perfectly accu- 
rate. If the puipose of the tax scheme is to collect the 
correct tax at the end of the fiscal year, I can make no 
improvement on P.A.Y.E. 

2263. In so far as you leave it to the employer to do 
the final adjustment at the end of the year, how long 
do you think it will take him in practice to do it, with a 
fairly large staff of work people?— Very little time. Sir. 

2264. He has to get particulars from each one of them, 
has he not, as to what have been the alterations in their 
circumstances during the year?— No, Sir, the alteration of 
circumstances is covered by the code number. If there is 
an alteration in the circumstances of any taxapayer the 
inspector of taxes will give a new code number. 

2265. That will come in your ordinary quarterly adjust- 
ment, will it? — Yes. The annual adjustment is only 

necessary because the moving annual total transgresses the 
end of the fiscal year. 
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2266. That answers my first question. The second 
question is : you are a professional and practising account- 
ant, are you not? — I am a registered student of the Insti- 
tute of Costs and Works Accountants. 

2267. I thought you had actual professional experience, 
either in this country or in other countries? — I have 
Worked as accounts clerk and cost clerk, and as an 
industrial accountant in this country. 

2268. That would give you very close-up personal 
experience, would it not? — Yes. 

2269. Would you say that the cost of your scheme, of 
operating your scheme, is the same as, more than or less 
than the present cost, 'both to the Inland Revenue and the 
employer, of the present scheme? — I would say it is less 
for the employer and about the same to the Inland 
Revenue. I have considered that point, and I would like 
to make it clear in this way: at .present each week the 
same work has to be done by the employer, that is, 52 
times the work. I call that present weekly work of an 
employer for one taxpayer one unit. This one unit con- 
sists actually of seven operations. The wages clerk must 
select the proper tax card, must transfer the actual weekly 
wages from his wages record to the tax card. Operation 1. 
Operation 2 : he must add that weekly wage to the aggre- 
gate cumulative total of the previous week. Operation 3 : 
he must look up Tax Table A. If special stationery is 
used, this operation is omitted, but this involves the cost 
of the stationery ; Operation 4 : he must deduct the 
amount found in Tax Table A from the aggregate total. 
Operation 5 : he must look up Tax Table B, find the total 
tax due to date. Operation 6 : he must deduct from this 
tax the total tax of the previous week. Operation 7 : he 
must transfer the final weekly tax to the wages record. 
Under the present system this will take only a few seconds. 
Under my scheme the first and last operation would be 
the same, and in addition there would be one more opera- 
tion, multiplying the effective tax rate by the weekly wage 
corrected to the nearest ten shillings, which can be done 
by a ready reckoner, therefore instead of seven operations 
you have only (three each week, and my estimate is that 
the weekly work could be done in 'half the time that it is 
at present, therefore instead of 52 units you would have 
only 26. In addition to this there is the quarterly adjust- 
ment. If you wish I will go into details,- but I find there 
are about ten operations in .the quarterly adjustment, and 
I assume that the time necessary for it would be two units 
which makes eight units for four quarters. A further 
advantage is that the quarterly adjustment can be done in 
the islack period in .the wages office after pay day, whilst 
the weekly work must be done between the end of the 
current week and the pay day. 

2270. I do not want to stop you, Mr. Hughes, but 
although your account of what the seven operations were 
under the present system, sounded rather an alarming list, 
in fact it is a very short thing altogether for an experienced 
clerk, is it not? — Yes. 

2271. Could you give us a general idea now of the staff 
required, without going into a tremendous amount of 
detail. Take a business, say, with 1,000 work people, 
have you ever met such a business, in practice? — No, I 
was only in a smaller business. 

2272. What was -the size of the one you were engaged 
with? — 200 persons. 

2273. Now we will ask for your personal experience, be- 
cause you can help us. How many people were engaged 
on the P.A.Y.E. work with those 200 people? — In the 
wages office between three and four wages clerks were 



engaged. My experience was that the men did not always 
do P.A.Y.E. work alone, they did something else simul- 
taneously. My point is this. I would not recommend a 
change of P.A.Y.E. in order to save clerical work. iMy 
argument is only that my scheme does not involve more 
work but rather less. That is, 26 units plus 8 is 34, plus 
the annual adjustment, and I think the annual adjustment 
is not more work than the quarterly adjustment. 

2274. You are giving your evidence very fairly, Mr. 
Hughes, and I think you have said what I expected you 
to say in the end, that there is in fact no saving of man- 
power of any quantity under your scheme as compared 
with the present scheme? — Not very much. I would not 
say nothing at all, there may be some later on when the 
scheme is well established, but it would not justify intro- 
ducing my scheme in order to obtain a saving in man- 
power. 

2275. The upheaval would not be worth the saving, 
is that what you mean? — Yes, the main purpose of my 
scheme is to counteract a disincentive effect. 

2276. That is what I was going to ask you. Is that 
really what you are getting at? It is the disincentive 
effect, which has been explained by other witnesses, either 
because it encourages periodical absenteeism or because 
it operates against the taking on of overtime work? — 
Yes, and it also discourages the use of incentive schemes. 

2277. You mean output bonus schemes?— Yes, particu- 
larly for small units. 

2278. Now, Mr. Hughes, you have explained to us why 
you say that, and the number of instances you give. Would 
you tell me this: in all the individual cases -you have 
referred to, would they be people who were employed 
in a place where there was no pension scheme? For 
example, the lady who would not stay in the workroom, 
would you know whether she was engaged in a firm 
which had a pension scheme for its employees? — No, there 
was no pension scheme. 

2279. Would that apply to all the other people you have 
referred to, the bricklayers and the foreign workers? — 
Yes, there was no pension scheme in operation. 

2280. If for individual workers of that type there was 
introduced in the future a provision which enabled them 
to provide out of tax income, at the expense of the income 
tax which they would have to pay, some provision for 
their old age themselves, do you think that might encour- 
age them to work harder and earn more so as to get a 
bigger allowance to put aside for the future? — Would you 
say. Sir, that their pension would depend on the size of 
•their earnings? 

2281. No, supposing you get a man who is earning £10 
a week in a firm which has no pension scheme at all, 
so that when he leaves in his old age there is no pension 
for him, will you assume that position? — Yes. 

2282. Supposing the law is altered, and that man is 
permitted to take a particular percentage of his income 
and to pay it into a fund or pay it to a life insurance com- 
pany, to provide him with a pension that that particular 
contribution will buy, do you think that would encourage 
people to earn more money so as to get a higher amount 
that they could set aside for their old age? — I have no 
experience of this. 

2283. If you have no experience, I do not want you 
just to invent answers for us. I wondered whether you 
could tell us from your own knowledge? — No. 

Chairman : Thank you very much for your help to the 
Commission, Mr. Hughes. 



The witness withdrew. 
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MEMORANDUM SUBMITTED BY MR. H. S. BOOKER 



A NOTE ON DIRECT AND INDIRECT TAXATION 
SINCE 1945 



I. This note is intended to supplement those analyses 
which compare the present position with that of 193S 
and seeks to draw attention to a factor in taxation which 
seems not to be generally realised. A general attitude 
is that since 1945 tax changes have discriminated against 
the wealthy and the middle classes in favour of the 
working classes.* This is only partly true as is indicated 
by the following table: 



Net income nf married men without children 



Income 


Income after Tax 




bet ore Tax 
per Year 


1945 


I 951-2 


since 1945 


Earned 


£ 


£ 






291 


331 




£1.000 ... 


649 






£2.000 ... 


1,174 






£4.000 ... 


1,905 








3,168 


3,399 


7 


Unearned 








£1,000 ... 


599 








1.099 








1,830 


1,959 






3.093 








4.530 


4,434 


decrease 
2 per cent. 



2. Compared with a typical income of £350 a year 
the changes in income tax have discriminated against 
those who earned incomes in excess of about £4.000, and 
those with unearned incomes of £1,000 or more. Most 
of us would say that the discrimination is against the 
wealthy and those members of the middie class whose 
u y income is investment income. On the other hand 
there has been marked discrimination in favour of the 
middle class with earned income. 



3. The truth about discrimination against high incomes 
indicated in the above table obscures the more important 
truth that there are few high incomes. The Commis- 
5«?« °/ J n,and Revenue in their 92nd Report (Cmd 
S052, p. 87) estimated that there were 20} million incomes 
over tl35 m 1948-49. Of these 98 per cent, were not 
fsivi ter Ti. an £1-500 and 87 per cent, not greater than 
, Tb e remainder of this note concentrates upon 
what has happened since 1945 in the typical income ranges 
on the principle that a tax system is not judged onlv 
on its influence upon 2 per cent, of the people it affects 

An"^ 01 !?- that i 2 per Cent- may be vef y important. 
An attempt is made to show that the successive reduc- 

taX fr T the 0ctober bud s et of 1945 
me. if l 950 V even when modified by the increase of 
the 1951 budget have discriminated in favour of the higher 
!» a wrv inC r, eS / nd against Emilies with children 2 in 

?he iff gr “- Th ' f0 " 0Wi “ 8 ^metises 



incom ‘ “"Changed, 
rt suiting front changes in income tax from 1945 to 
1951 inclusive. Income all "earned " and by the 
husband in the case of married couples 



Income 
before Tax 



Single l Man and Man, Man, j Ma 
Person wife w “ e and j wife and wife 
1 child ' 2 children! 3 chil 



(per year) (increase) ( increase) < increase) 
*50 ; Per cent. Percent. Percent 

IS ::: « a ! 

1.000 ... j 7g 



18 



19 



(increase), (inert 
Per cent. Per c 



19 



aaimim* ."“ST" «»*• *» # 

bewilderment ”... that ' ' " the j d a^° m r- whlte fury t0 hu 
cushioning the worker against the ? over T e , n , t has bee 

tnglish Middle Classes p 9 S <n5 “* Le * ls & Maude, Tl 



4. The table illustrates the position with respect to a 
very large proportion of incomes. The first three lines, 
relating to incomes of £250, £350 and £500 a year repre- 
sent low, typical and high incomes for adult male wage 
earners and are probably not unrepresentative of a large 
range of clerical and shop assistants’ salaries. The fourth 
line, relating to earned incomes of £1,000 a year is in- 
cluded for purposes of comparison and is roughly repre- 
sentative of most of the highest 5 per cent, of incomes. 
It is important partly because it shows substantial bene- 
fits from income tax reduction since 1945, but also 
because it shows in these high incomes no discriminatory 
effects against families with children, but rather benefits 
for such families. 

5. There has been no intention to discriminate against 
children and against lower incomes as a result of tax 
changes ; these discriminations have simply been acci- 
dental effects of the decision to reduce direct taxation, 
mainly in order to increase incentives, but partly to re- 
move that part of income tax which was a forced interest 
free loan. The discriminations are indeed almost inevit- 
able effects of reductions in income tax when typical 
working men, especially if they have families, pay very 
little tax. How far is it desirable to increase incen- 
tives by reducing income tax when the reductions have 
this social influence? 



6. In considering the question asked in 
paragraph it is necessary to remember that 
in income tax described were not part of 
tions in taxation. It was found necessary 
pensating increases in indirect taxation in 
inflation. This influence can be illustrated 
Exchequer receipts in 1944-45 with those 
follows : 



the preceding 
the reductions 
general reduc- 
to make corn- 
order to limit 
by comparing 
in 1950-51 as 



Exchequer Receipts 





I944-’5 


1950— '1 


Increase 


Inland Revenue ... 


(Em) 

2,029 


(£m) 

2,038 


(£m) 

9 


Per cent. 
O 


Customs and Excise 


1,076 


1,630 


554 


51 


Combined ... 


3,106 


3,668 


562 


18 



RpvJnnf i p P™P riate f° r this purpose to substitute Inland 
of the two uSw* TaX a ? d Sur£ax because the amount 
nnWJct -U * J tte I amou nts includes Income Tax on 

chanS b h! fb/rat fitS 7ft are directI y influenced by 
cnanges m the rates of Profits and Excess Profits Taxes 

fist ■£= ttJSPS 



transferring’ from 'S’’,? ?°<? ^ the policy of 
significantly reversed in the 1951 ^^ taxatlon . was 
providing for £264 million it Budget, the estimates 
and only £21 Son mom from Mand Revenue 
These estimates are without anv m a £ U - St | 0mS * a ?v d ? Xcise - 
the current year) from the contribution fin 

profits and without any contr^Jtwf* t3X ? n dlstr >buted 
of the initial (depreciation) allowances SU8 P™ta> 

person who pays imnortanr f / res Pmsibihty of the 

Custom, and Sxdsear^™U““ reS of Ievmue 
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Customs and Excise Receipts 





1944-45 


1950-51 


Increase 




£m 


£m 


£m 


Tobacco 


383 


604 


221 


Purchase tax 




303 


205 


Beer 


288 


262 


— 26 




769 


1,169 


400 




64 


115 


51 


Import Duties Act 1932 




57 


41 


Oil 




144 


33 


Other* 


116 


145 


29 


Total* 


1,076 


1,630 


554 



10. The major changes are in the revenue from tobacco 
duties and Purchase Tax. It is usual to assume that apart 
from the smallest incomes there is not a very marked 
correlation between the consumption of tobacco and 
income so that with smaller incomes a greater proportion 
of income is paid as tobacco duties, and a similar remark 
applies to beer duties, but not to those on spirits. Purchase 
Tax is even more difficult to assess with the variations from 
tax-free utility garments to high rates of tax on luxuries : 
but as a first approximation it is probably true to say 
it is not so progressive as our present Income Tax. Shirras 
and Rostas in their “The Burden of British Taxation” 
estimate that in 1937-38 indirect taxation was regressive, 
representing 14 per cent, of income at £150 and 12 per 
cent, at £300 a year, which amounts might be considered 
as roughly comparable to £300 and £600 now. Within 
these amounts tobacco and alcohol taxes accounted for 
74- per cent, of an income of £150 and Si per cent, of an 
income of £300. Though the influence of Purchase Tax 
may have modified these conclusions as to the relative 
incidence of indirect taxes it seems reasonable to suspect 
that the lower income classes! which have had small 
relative benefits from the reductions in Income Tax are 
contributing relatively most towards the increased revenue 
from indirect taxation. Much of this indirect taxation 
can, of course, be avoided if one is prepared neither to 
smoke n’or drink. This tentative conclusion applying 
within each grade of family responsibility probably requires 
modification when comparing single men and married 
men without children with those having children. It seems 
probable that family men spend less on tobacco and 
alcohol than those without such responsibilities. It may 
be that single men who have benefited relatively from 
reductions in Income Tax since 1945 have suffered 
relatively from increases in indirect taxation, though this 
is a measure of their ability to buy taxed goods. 



* Adjusted slightly to obtain Exchequer Receipts rather than 
actual receipts in the total— for consistency with previous table. 



11. It is generally agreed that a high marginal rate of 
direct tax reduces incentive to efficient production, but 
it seems probable that a high rate of indirect tax on a 
marginal purchase may have a similar effect. If revenue 
from one hour’s overtime is 5s., reduced to 3s. 6d. by 
direct taxation, is that very different from allowing the 
worker his full 5s. but increasing the indirect tax on his 
marginal purchase correspondingly, perhaps by making the 
price of a 3s. 6d. packet of cigarettes into 5s.? Surely 
the worker must ultimately realise that in either case the 
reward for one hour’s overtime is a packet of cigarettes? 
If the tax system is to be progressive then the marginal 
rates of tax must be high, and this applies whether the 
tax is direct or indirect. If indirect taxation is a satisfactory 
substitute for direct taxation when incentive seems 
important it is because it is typically less progressive — as 
an example it is difficult to put an indirect tax only on 
the marginal packets of cigarettes, whilst it is easy with 
our present system to exempt the first £190 of income (for 
man and wife) for Income Tax. Our present attempts to 
make the indirect tax system progressive range from 
subsidies on basic foods, to tax-free utility goods and to 
high rates of tax on luxuries but they are clumsy and 
uncertain, whilst if they achieve their object they extend 
the problem of incentives beyond the field of direct into 
that of indirect taxation. 

12. The relaxations of Income Tax since 1945 by their 
discriminating effect and when associated with increased 
indirect taxation and rising prices have thrown a heavy 
burden on the people with the smallest incomes, especially 
those with families. It is an illusion to think that in times 
of scarcity and rising prices no harm is done to a group 
of people receiving a 10 per cent, increase in net income 
if all other people receive a 20 per cent, increase. Surely 
the policy has increased the legitimate grievances of those 
with incomes of less than £500 and has made it more 
difficult to resist claims for increased wages?* It is 
unrealistic to think that the war-time concentration upon 
progressive direct taxation can be reversed so completely 
that comparison with the 1938 position is anything but 
nostalgic dreaming. There has been a marked reaction 
from the 1945 position as this note has attempted to show. 
To my mind the reaction has gone far enough so that I 
was pleased to see the reversal of the policy in the 1951 
Budget. 

1.5.1951. 



* It was difficult to reconcile the Government's statement of 
February, 1948, that “ It is essential therefore that there should be 
no further increase in the level of personal incomes ”... because, 
with certain qualifications . . . “ such an increase can only have 
an inflationary effect ” with their action in the budget of April, 
1948, when net earned incomes were increased by 33s. a week at 
£2,000 a year, 13s. a week at £!,000 a year whilst little or nothing 
was given to the family man with a typical £350 a year. There was 
4s. a week for the single man with £350 a year. A “ wage stabilisa- 
tion” policy can hardly be a success when associated with this 
kind of action. 



SUPPLEMENTARY MEMORANDUM SUBMITTED BY MR. H. S. BOOKER 



INCOME TAX AND INCENTIVE TO EFFORT 



1. The article on “ Income Tax and Incentive to Effort ” 
was written in November, 1495f immediately after a new 
Government had anticipated its normal budget to announce 
income-tax reductions for the next financial year. One of 
the purposes of the reductions was to increase incentive by 
reducing tax on marginal earnings such as pay for overtime. 



2. Two things in particular impressed me about the pro- 
posals, one being the enormous loss of revenue and the 
other -the small decreases in the marginal rates of tax for 
most taxpayers. Quoting the article “ The modifications 
. , . are estimated to cost £322 millions a year, which is 
about one-quarter of the present revenue from income tax 
whilst a table showed that marginal rates for married 
couples with incomes of £400 or more were reduced by less 
than Is. from 9s., in the £ ; for couples with £300 by only 
5d. from 5s. lOd. Only for very limited classes of tax- 
payers were the reductions in marginal rates substantial. 
I could not see that the man who objected to extra exertion 
because the corresponding earnings were taxed at 9s. m 



The Commission had before them a copy of this article which 
published in “ Economica ” in November, 1945 



the £1 would willingly work harder if the tax were only 8s. 
and concluded “ It is indeed difficult to see how incentive 
to effort can be greatly increased by such modifications in 
the rates of income tax except by budgeting for consider- 
able losses in tax revenue ”. 



3. The authorities, however, are persistent and have 
continued with “ such modifications in the rates of income 
tax ” Recently, six years after I wrote, another new Gov- 
ernment made an early budget statement which announced 
income tax reductions intended to increase incentive. 
Again the cost is large ; the reductions involve a reduction 
in tax revenue of £229 millions in a full year. The 
previous new Government introduced a three-tier system 
of tax rates, this one a four-tier system. Both increased 
personal allowances. And the new Government continued 
the policy of the old in increasing children s and earned 
income allowances. 

4 The loss of revenue in 1952 was lower than the loss 
in 1945 largely because there was no reduction in the 
standard rate of tax. However for this very reason the 
influence on marginal rates of tax has been primarily 
limited to those with incomes of less than £1,000 a year. 
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The proportionate loss of tax revenue from these classes 
has been enormous as Table 1 indicates, whilst the reduc- 
tions in marginal rates are illustrated in Table II. 

Table I 



Proportionate loss in tax revenue from the 1952 Budget 
Incomes all earned 



Income 
per year 
before tax 


Single 

Persons 


Man and 
Wife 


Man, wife 
and 1 
child 


Man, wife 
and 2 
children 




Per cent. 


Per cent. 


Per cent. 


Per cent. 


300 


37 


53 


— 


— 


400 


22 


48 




— 




22 


29 


56 






22 


28 


36 






21 


26 


35 






17 


25 


31 






15 


20 


29 




1,000 


13 


18 


24 


33 


2,000 


7 


8 


10 




4,000 


3 


3 







Table II 

Rates of Tax per £1 of Income for Married Couples without 
Children 



Earned 
income 
per year 


Marginal tax 


Average tax 


1951-2 


1952-3 


1951-2 


1952-3 








s. d. 


s. d. 


250 


2 5 


nil 


li 


nil 


300 


4 5 


2 4 


6 




400 


4 5 


4 3 


1 54 


9 


500 


4 5 


4 3 


2 04 


1 54 


600 


7 7 


5 10 


2 SJ 


1 114 


700 


7 7 


5 10 


3 5 


2 6 


800 


7 7 


7 5 


3 114 


2 114 


900 


7 7 


7 5 


4 4 


3 54 


1,000 


7 7 


7 5 


4 8 


3 10 



5. Once again the reductions in income tax have had rela- 
tively little influence on the marginal rates of tax when com- 
pared with reductions in tax revenue in the same ranges. 
(The table does not, however, show the most striking 
reduction in marginal rate from 7s. 7d. to 4s. 3d. for a 
small range of incomes just below £600 a year.) It is 
indeed doubtful if the budget has had any net incentive 
effect at all, for the changes in the marginal rate may 
have been completely neutralised by giving all people in 
the higher ranges an increase in net income of the order 
of 15s. a week irrespective of any change in their efforts. 
With increased income and unchanged leisure their natural 
tendency would be to sacrifice some of the income for 
leisure, obviously a dis-incentive. 

6. My scheme is simply to make the short-run reward 
for additional effort much more substantial than it is at 
present, and to do it at negligible cost to the Exchequer 
by making the average rate of tax over periods of one year 
the marginal rate. Thus at present (1952-53) the man with 
a wife and no dependent children and £8 a week would 
retain 19s. of every £1 of additional earnings, with £12 
he would retain 18s. and with £16 a week he would retain 
17s. If single he would retain slightly smaller proportions 
(about Is. in the £1 less); if with dependent children he 
would retain even more of his marginal earnings. Such 
a scheme would be consistent with the original terms of 
reference of the Royal Commission on Taxation of Profits 
and Income whereby it was to suggest improvements in 
taxation which would not involve loss of revenue to the 
Treasury. The Royal Commission was not to suggest the 
method whioh the Exchequer has been using almost con- 
sistently for over six years in reducing average rates of 
income tax. 

7. It is interesting to note that successive budgets from 
1945 to 1952 inclusive have sacrificed 50% or more of tax 
revenue from incomes up to £1,000 and the aggregate 
result is to reduce marginal rates of tax to almost exactly 
the same amounts as the introduction of my scheme would 
have done without the corresponding loss of revenue. For 
an example see Table III, but the effect can be seen 
better from a diagram. 



Table III 



Rates of Tax per £1 of income for Married Couples without 
Children 



Earned 
income 
per year 


Marginal tax 


Average tax 
1945 


Loss of 
tax 

Revenue 


1945 


1952-3 








s. 


d. 


Per cent. 




5 10 


nil 


i 


34 






5 10 


2 4 










9 0 


4 3 




04- 






9 0 


4 3 




04 






9 0 


5 10 




84 


66 




9 0 


5 10 










9 0 


7 5 


6 


64 






9 0 


7 5 




y* 




1,000 


9 0 


7 5 


7 


ui 





8. In the same period the disincentive effects of increas- 
ing net income irrespective of effort have been marked : 
increasing by about 25% the net incomes of those people 
with gross earned incomes of £500 to £2,000 a year and 
increasing by about £300 the net incomes of those with 
gross incomes of £2,000 to' £8,000 a year. 

9. The method is to assess a person’s tax at the begin- 
ning of a year (presumably the financial year) and let him 
know that the same rate will apply to any increased 
earnings in the year ; that is to be his reward for obtaining 
the increased earnings. If his income rises because of 
increased productivity we ought not to begrudge the slight- 
reduction in that person’s tax compared with the present 
position. If the reason is not increased productivity the 
Commissioners of Inland Revenue must not set up as a 
moral tribunal ; they cannot do more than accept the 
income as being justified in the judgment of whoever pays 
it. 

10. I do not therefore recommend adjustments when a 
person’s income rises during a year ; that would partly 
reduce the effectiveness of the scheme. Nor, in general, 
do I think there ought to be adjustments downwards if 
income falls during the year, though in a transitional 
period, until the scheme became established, such adjust- 
ments would be fair for any year in which a person’s 
income fell below the income of the year when the scheme 
started. Our present income tax is harsh on people with 
heavily fluctuating incomes ; this scheme would benefit 
such people, and to give them additional benefits would be 
unfair to those with regular incomes. It does not seem 
necessary to provide special protection for those with 
fluctuating inoome, rather the reverse. (See note.) 

_ 11. Normally a person starts work with, a small income, 
rises to a maximum and then may have a smaller income. 
So long as his income is rising he .pays less tax than at 
present ; if it falls he pays more but in general, over a 
lifetime, he would pay less tax than at present, partly 
because he pays tax for one year less. If, in one year, a 
man’s inoome falls to a very small amount, his tax on 
that small amount must also be small and if the rate 
is high it means he must have had a large income in 
the preceding year and it is reasonable to try to collect 
the relatively small tax at the high rate. In exceptional 
hardship postponment might he appropriate. His posi- 
tion would have been far worse in the period when his 
whole .tax was paid in arrears, and many people, under 
Schedule D, still make suoh payment in arrears and are 
expected to provide for it. 

12. The transitional suggestions I make are to oover 
persons who have already attained a high income and 
have not had fire benefits of the suggested scheme during 
the period of increasing income. In any year in which 
their income fell below that of the initial year of the 
scheme they should be assessed on the actual year’s 
income, not the preceding year’s. 

13. For investment income normally taxed at the source 
there seems no reason to modify the method of tax 
collection, and such income would be ignored in calculating 
the appropriate rate of tax if the person appeared due 
to pay some tax at the full standard rate. If not, the tax 
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rate would be reduced sufficiently on the basis of un- 
changed. income to return whatever he could otherwise 
claim. Other income from property or work could be 
included in the assessment and could be taxed similarly 
through the person’s code rate on the assumption that his 
income from the principal, taxed, source remained un- 
changed. Alternatively, in some cases of outside earnings, 
a person might be given an appropriate official tax rate 
card each year and deductions made in accordance with 
the rate indicated on the card by the employer who 
engaged him temporarily. It is my objective, however, to 
assess the appropriate tax rate on the basis of a preceding 
year’s income and not modify it if income changes in 
the year even if the change would produce an incidence 
of taxation markedly different from the present. I am 
not trying to copy the present system but to modify it 
in a way which, despite inevitable minor disadvantages, 
works in the aggregate better than the present one. It 
does not seem to me a disadvantage that a person should 
avoid tax in his first year of working, or when returning 
after a long period of unemployment or sickness. If a 
person marries, or if a dependent child is born, or if 
there is some other change in his circumstances then the 
rate of tax should be ohanged at the appropriate time 
in the year and not _ fo-r the whole year, as at present, 
in whichever way is to the taxpayer’s advantage. 

14. My own feeling is that the big difficulty would be 
the administrative one of producing for every employed 
taxpayer an appropriate tax rate for the beginning of each 
financial year instead of simply a code number. The code 
number can be, and often is, changed. The new method 
would involve universal assessments, instead of assess- 
ments, apparently, in only one-eighth of the P.A.Y.E. 
cases. Presumably, however, the seven-eighths are straight- 
forward cases involving personal allowances and one 
source of income only. It might be reasonable for all 
assessments to be made on the basis of the preceding 
calendar year for tax in the financial year, thus allowing 
tax offices three months in preparing tax rate codes. 
If delay is caused through people not completing the 
assessment forms, their tax rate could provisionally be 
fixed rather high with later adjustment. 

15. I am not convinced that high marginal rates of tax 
have so serious a disincentive effect as many people think, 
but they have some influence. Moderate reductions in 
the marginal rate of tax such as are obtained by orthodox 
tax Changes can have little influence upon whatever dis- 
incentive effect there is and lead to substantial losses of 
revenue. The most serious problem at present seems to 
be that income tax is our unpopular tax and much of its 
unipopularity is the general feeling of people that they 



“ pay tax at 9s. 6d. in the £1 ” or other rate which sounds 
high and hence objectionable. Despite this, income tax 
is a good tax and if it were more acceptable to people 
with moderate incomes we might not need the current 
drift from progresive income taxation to indirect and often 
regressive taxation. By this scheme an assessment is 
made of a person’s capacity to pay tax at the beginning 
of the year in the light of his last year’s income and his 
current year’s responsibilities. That assessment says that 
in the circumstances it seems reasonable for the person 
to pay x shillings in the £1 as tax in the coming year only. 

Note': — 

Examples of Fluctuations (1952-53 Earned income tax 
rates) : — 

Married couple, no children. 



Average earnings £500 a year. Marginal rate from £400 
to £600 is 4s. 3d. Normal tax is £37 a year. 



Oscillation 


Present tax 
Average 


Scheme 




£ 


£ 


600-400 


37 




700-300 






800-200 












1,000-nil 




nil 



Suppose from £500 he has a good year , £700 earned .— 

Present tax will ohange his payment for one year only 
and his net increase will be £51. 

The scheme would affect his payments for two years ; in 
the first year his tax would increase to £51 (by £14) when 
his income was £700, and in the second it would be £62-^ 
compared with a normal £37, an increase of £251. Total 
increase is £391 (say £40), or £11 lower than present tax. 

Suppose from £500 he has a bad year, £300 earned .— 

Present tax will be decreased by £33 in the year of poor 
income. 

The soheme would reduce his tax by £15 and £21, i.e., 
by £36. As compared with present tax he again makes a 
saving. 

If there are several good or bad years the principle is 
just the same, for the second such year would involve tax 
under the scheme exactly similar to the present tax. 
26.5.1952. 



EXAMINATION OF WITNESS 



2284. Chairman : Mr. Booker, I am glad to see you. 
You sent us in, I think, two documents, one which you 
sent in in the early days of the Commission, and then a 
later one you sent us, a supplementary memorandum. 
Yes. 

2285. Have we got in those the substance of what you 
want to make by way of suggestion to the Commission?— 
Yes. 

2286 Were you here this morning, because we had 
Mr. Hughes giving evidence theni—No, I was not here. 
I have seen a copy of the paper which he submitted. 

2287 We have all read your memorandum through and 
we have it in mind. There may be one or two quMtrons 
that we want to put to you to clear up what the nature 

pL?lTha™ B ?2;?’ , by‘ S ;he dSncentiveX. yen attnbute 
to the present P.A.Y.E. system.— I thrnlt it certainly has 
some disincentive effect. 

2288 Would it be fair to say the aspect of it which 
you Sd disincentive is the close relation ofth^maryi^ 

If ifaSfr* thf S * 

immediately. 



2289. I follow that. That is what I meant. You say 
it throws a spotlight on the presence of the marginal rate 
if it is reflected in his immediate weekly earnings?— Yes. 

2290. And therefore what you are aiming at is to 
remove from his sight the immediate relation between the 
higher marginal rate and the increased earning?— Mainly 
■that. In addition I want to give the man who 

■his eaminss some real benefits as well by fixing the rate 
at which he should pay income tax through the whole 
of the following year at the beginning of the year. 

2291 I wanted to get that quite clear. I think your 
oroDosal as you explain it in the supplementary memo- 
randum is really to cut loose the man who is going to 
p$ ffi Hud o/tax from the current tmcom , jm ays cm 
which will apply to other people?— Yes, I think that is 
fair comment. 

rm What I mean by that, so that we should not 
misunderstand each |lus ^ou look at the mc^e 

year? — Yes. 

You then applying «■»» mo thk8s “S' 1 ! 1 "; S' 1 
a rate which the tU heats to his income so ascertamed?- 
Yes. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



198 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



30 May, 1952] 



Mr. H. S. Booker 



[Continued 



2294. And then you say to him "that rate will be all 
vou will have to concern yourself with in the current year, 
that rate of tax will be taken off your earnings whatever 
they are week by week”? — Yes. 

2295. And there is no further reconciliation or assess- 
ment at the end of the year at all?— In general, no. I 
think in one case it might be worth while having some 
reconciliation and that is over a transitional period at the 
beginning of any such scheme when a person has already 
attained his highest rate of earnings and is likely to have 
smaller earnings in future. Under this scheme a man 
gains if his income rises : in other words, he pays less 
tax than he would under the present scheme. If his 
income falls he pays rather more tax. If we take a man 
when he first starts work, he can expect his income to 
rise to a peak, then it may remain at that peak or it 
may fall off and the benefits which he gains while his 
income tax is rising will in general be rather greater than 
ihe loss he makes when his income falls. But if you 
start a scheme where a lot of people are on their maxi- 
mum. and their income does fall off. then they lose by 
it without any compensating gains. I make some 
suggestions for covering that in this note. 

2296. In your supplementary memorandum? — In my 
supplementary note. 

2297. I think the members of the Commission will find 
it in paragraphs 1 1 and 12. That does not altogether 
take care of the trouble you might run into, does it, 
if you assess a person's rate on the basis of the earnings 
of the year before and then you find in the year following 
he was getting a good deal less. He would still be 
paying a high rate in relation to what he was currently 
earning? — He would be paying a high rate on small 
earnings. 

2298. You would have to face this. You might have 
two people, one of whom for two years running had fairly 
s nail earnings, the other had high earnings in the first 
year but had sunk to the level of the other in the second 
year. On their current earnings, which are just the same, 
they would be paying a different rate under your scheme? 
—There is a note at the end of my supplementary memo- 
randum which gives examples of what is likely to happen 
if a person’s earnings fluctuate. I have taken as an 
example a married couple without any children with an 
average earned income of £500 a year. Under the 
present scheme he would pay £37 a year, this is rounded 
to the nearest £. If his income fluctuates so that he has, 
say, £800 one year and £200 the following year so that 
his average is still £500, under the present scheme he 
would pay an average tax of £59 a year. In other words, 
he is penalised for having a fluctuating income. Under 
my scheme he would benefit by it and would only pay 
£15 : in other words, it pays a man to have a fluctuating 
income under this scheme. 

2299. If you have in mind people who mainly think in 
terms of their weekly wage, must you not look rather 
more at the direct incidence of tax upon them than at 
the overall result over a long period? — People have got 
accustomed to make quite a lot of payments in arrears. 
Before the war the whole of income tax was paid a 
year in arrear and at present I think everybody assessed 
under schedule D, small shopkeepers and people like that, 
pay a year in arrear and if they have a high income one 
year they are expected to make provision. 

2300. Of course, before the war the system was that 
you were paying the amount that was due by way of tax 
in the one year out of the current year’s earnings. It 
was not the rate ; it was the amount.— Before the war your 
tax was assessed at the end of the year and you paid 
it in the following year on both the rates and the amount 
appropriate to the earlier year and the burden of that was 
very much worse than the burden of this scheme of mine. 

2301. Are you not troubled at all by the way your 
scheme would work out in a year of falling wages? You 
say you should make provision for cases of hardship ; 
but a factor one has to take into account is how it would 
bear on the falling income.— I do not think over most 
typical incomes the position would be very serious. 

2302. Do you contemplate making any special arrange- 
ment by way of allowance for hardship or anything like 
that, or do you think one could say it will not be a very 



great burden and one can leave it as it is? — That is in 
general what I should feel like doing. 

2303. Leave it as it is, how it falls?— Yes, 'but in 
special cases postponement of tax might be appropriate. 

2304. Another point I would like to put is this, who 
do you contemplate under your scheme does the actual 
work of assessment, the employer? — No. 

2305. The tax authority?— The Inland Revenue 
Department. 

2306. They would do all the working out which would 
produce the appropriate rate for the individual who is 
to suffer the deduction? — Yes. 

2307. Now if you base yourself on achievement on a 
previous year, you have either to find some achievement 
in that year or make some arrangement for imputing 
income to it, must you not? — I do not .intend to impute 
any income for a year in which a person has no income. 

2308. That is what I rather thought. I think your 
scheme is, that if you come into employment after a year 
in which you have had no income from wages, then for 
that first year you have no tax? — Yes. 

2309. Does not that involve considerable revenue sacri- 
fice?— A person works from, say, 15 to 65, 50 years. It 
is a question of a sacrifice of 2 per cent, if a person jumps 
immediately up to his maximum and remains at that 
maximum. 

2310. I can see in many cases it is a boy first coming 
into employment? — In most cases. 

2311. And probably a small element of tax involved 
anyhow. But you must envisage other cases where through 
illness or other reasons a person has had no appreciable 
earned income in the earlier year? — If a man has had no 
appreciable earned income through illness or unemploy- 
ment I think most people would not grudge him having 
a certain amount of time to settle down after his misfor- 
tune. 

2312. I quite follow that view. You think although he 
might be getting a good earned wage in the year in ques- 
tion there are arguments for ignoring that and letting 
him have his first year, in effect, free? — I think so. 

2313. When you fix the rate which is to be the rate 
for the year, the fixed rate, you really have to contemplate 
assessing everybody who is in gainful employment? — 
Certainly everybody whose principal source is gainful em- 
ployment ; probably everybody with gainful employment 
at all. 



2314. Perhaps assessment is not the right word. You 
would have to have the tax authorities discovering the 
position of, and if necessary assessing, everybody who is 
in gainful employment? — I do not see that that is any 
different from the position at present. Everybody in gain- 
ful employment is assessed now. 



2315. I t h i nk if one uses the word “ assessed ” strictly 
a very large number of .people are not, are they? You 
do not proceed to assessment under the PAYE scheme? — 
I understand. You are talking of people under PAYE 
who are given a code number and that takes care of their 
income and income tax throughout the year and they 
are not effectively assessed. My scheme means those 
people have to be assessed. On the other hand, I think 
those people will be people where the assessment is a 
straightforward assessment, being nearly all people with 
one source of earned income only and it is simply a 
question of making assessment on that one figure in con- 
junction with their allowances. 

2316. One has to envisage an administrative task, the size 
or which one cannot estimate, under which you try near 
the beginning of the current year to deal with the tax 
position of all these people? — I think the administrative 
task is the biggest snag with my proposal. 

2317. You probably cannot give it any order of magni- 
tude but one recognises it is a very big task, is it not? 

Yes, 1 mention at in my supplementary memorandum. 

is right Y ° U mention il in Paragraph 14, I think?— That 

is . ,h ‘ t th « big defect would be the 
nSLm. f -f ? roducm B for every employed tax- 
payer the appropriate tax rate for the beeinmm of each 
financial year .Mead of simply a code number ; nniversi 
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assessment would be involved in the new method. One 
last question. It is to some extent found that these par- 
ticular elements of PAYE to which you draw attention 
have a disincentive effect. .Can you verify that by prac- 
tical experience? — I think it is extremely difficult to prove 
it one way or the other. I think most people with major 
employment, with a job, think in terms of this being a 
job to 'be done and if it involves overtime or extra effort 
they accept it without thinking in terms of the marginal 
rate of tax they will have to pay. I think when a person 
■has an opportunity of making extra earnings from a 
source rather outside his major job that this disincentive 
effect is significant. I think it is also significant among 
married women and people who like, but do not need, 
a job and tend to earn up to the amount at which they 
become liable to tax, and then feel “I am not going to 
work any more than this ”. I think the general objection 
to income tax which is apparent nowadays arises from a 
feeling that the rate is high and the objection as more 
psychological than any other effect. The glibness with 
which people say they are paying tax at 9s. 6d. in the £ 
when probably their average rate is 2s. 6d. or 3s. Od. is an 
example. 

2320. That is perhaps a dramatic way of expressing 
their feeling that income tax is high anyway?— Yes. 

2321. Of course, as long as you keep a system of pro- 
gressive taxation at all there is a possible disincentive 
effect in any reflection of it, the more you earn the 
higher tax you have to pay. You will not eliminate that 
because you put it back into the previous year? — I think 
that is inevitable with a form of progressive tax. 

2322. Mr. Woodcock-. I think Mr. Booker’s paper is 
clear enough and I think from what he has said he is 
quite right about the disincentive effect, therefore I have 
only one question on the last paragraph of his article 
published in “Economica.” You say: 

“It -might be argued that although the man who 
works overtime does not lose immediately any substan- 
tial portion of the overtime in tax, he does lose in the 
long run ” 

and you agree this argument is certainly correct, but 
you say : 

“Psychologically the position under the suggestions 
made in this paper is very different from that under 
PAYE ”. 

That is fair enough, but do you not think there is some- 
thing to be said for the position in which at the end 
of the week a man knows he has paid up, and does in 
fact ipay up his income tax liabilities? Is there not some 
psychological advantage in that? — You are suggesting 
under my scheme he does not pay up his liabilities at the 
end of the week? 

2323. That is your suggestion?— My suggestion is he 
does pay his current liabilities when he has paid his 
2s. Od. in the £ on whatever he has earned in the week. 

2324. I am taking your own statement where you say : 

“It might be argued that although the man who 

works overtime does not lose immediately . . . 



that is under your scheme, 

“. . . any substantial portion of the overtime in 

tax, he does lose in the long run ”. 

You say that might be argued against your scheme, and 
you agree that is certainly correct. Under your scheme 
he does pay his tax but may take longer to pay d?— 
Under my scheme if he increases his earnings substan- 
tially in one year he will pay at a higher averag, rate 
in the next year. 

93?*? He is reallv always behind with his tax under 

fhafy'ear raK 

than he would under the present PAYE system. 

939#; Then at the end of the year he will really have 

fiats 



affects his rate in the following year and he will only have 
to pay that rate in the following year. 

2327. And you say it might be that the man would think 
he was escaping his tax under your scheme?— There is 
that element in it. 



2328. That might be advantageous, but under PAYE 
the man does know when he gets his wage that he is 
clear of liability ; he is free for all time?— It is the same 
in my scheme. When he has paid the tax at the end 
of the week he is free of liability to tax on that income. 
What happens is that at the end of the year a person's 
earning power is assessed on the basis of what in fact 
he earned last year and on that earning power it is reason- 
able for him to pay at a rate of, say, 2s. or 2s. 6d. in the 
£ on his income in the following year. 

2392. Mrs. Anstey. Do you consider the disincentive 
effect of the high marginal rate is the chief defect in our 
present system? You have singled it out to discuss. I 
wondered if you thought it was one of the chief defects or 
was it rather that you took an interest in it?— I think it 
is a defect, but I do not think it is the chief defect in 
our current system of taxation. 

2330. You do not take it as seriously as all that? — No. 

2331. You gave the case of the disincentive to the 
married woman who would work until she became liable 
to tax, but that would not be any different under any 
system in which you had an exemption. If it is a case of 
passing from no tax to being taxable you would not get 
rid of that by reducing the high marginal rate of taxation. 
In regard to the married woman who does not want to 
earn enough to become taxable, is there any disincentive 
in that case beyond the fact that the tax has to start 
at some point? — None. At present tax would start at the 
3s. rate and the effective tax would be 7/9ths of 3s. i.e. 
at 2s. 4d. As soon as she comes into the tax rate at 
present she pays 2s. 4d. on every additional £ she earns. 
Under my scheme she would not pay anything in the first 
year. Then in the following year she would pay at 
2d. or 3d. on every £ she earned, and if then her earnings 
went up she would still be paying 2d. or 3d. on the 
additional £’s for that year. It has a slightly different 
psychological effect I think. 

2332. To married women as a whole, I suppose putting 
the husband’s and wife’s earnings together for taxation 
purposes, it is a much bigger factor than this particular 
type of disincentive? — Yes. 

2333. One other point. It was suggested, I think by 
the Chairman, that there would be a loss to the Revenue 
because there was no tax paid in the first year of beginning 
to earn. Would it be your view there would be nothing 
to set off against that? If you are paying on the last 
year’s income you go on paying a year longer so there 
would be some ultimate loss, but you think it is worth 
while to have that ultimate loss? — I think so. 



2334. Because it will be small?— I suggested it might 
e about 2 per cent, of the total revenue. 

2335 There would be no offset?— There would be a 
ight offsetting in that people whose incomes were falling 
mold pay rather more than they would at present, but 
, would not compensate. 

933 fi Mr Crick- If questions have been put on this 
o?nt ptose forgive me. I came in late and I apologise 
or that Win you look at the table in paragraph 1 of 
Lttat memorandum? It is on that tabU 1 1 shoo d hke 

, r e to 2£*£ (Nervation ’about the trend of change! 

Sh an interval of about five years between them?-Yes. 
In vour second table in paragraph 3 you 

,Tp“ SSBk >«els and on the whole stable 
lattern of incomes?— Yes. 
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2338. I« it equally convincing in a period which as 
we know has not fulfilled those conditions? — In general 
I think it is. Incidentally I have a graph, which in effect 
shows those figures 'brought up to date, including the 
effects of the current year’s budget. On the right hand 
side of the graph I take different incomes, e.g. £250, £500, 
£1,000, £2,000, £4,000 a year and measure the effects of 
the reductions of income tax an people with those levels 
of earned income. You will see that with incomes of 
£2,000 a year or more there has been a net reduction 
in taxation of 'the order of £250 to £300 a year or more 
with much smaller reductions for people with smaller 
incomes. I ought to explain that the three different lines 
relate to a single man, a married man with one dependent 
child and a married man with three dependent children. 
The trends are all similar. The other way of looking at 
the problem is to note the effect of the tax on the man’s 
net income expressed as a percentage, and this is attempted 
in the graph on the left which shows that for incomes of 
from £500 a year up to £2,000 a year the effect of re- 
ductions in tax has been to increase net incomes by about 
25 per cent, (say 20 to 27 per cent.) in ranges £500 to 
£2,000 a year earned income with smaller increases for 
people with less than £500 and above £2,000. Of the 
total number of incomes in the country about 5 per cent, 
are above the £1,000 level which gives an idea of the 
size of the problem involved. This increase of about 
25 per cent, for incomes of £500, £700 up to £2,000 has 
gone a long way to compensate for the rise in the cost 
of living among those classes even if they have not had an 
increased money income during that period, and that 
effect is far less marked for what I call typical working 
class incomes of up to £500 or perhaps a little more, 
especially where there are dependents. It has been 
necessary for these people to demand increased wages to 
keep them relatively in a similar relationship to those with 
rather higher incomes because of the results of income tax. 
Have I made my point fairly clear? 

2339. Yes. It does not altogether dispose of my diffi- 
culty I am afraid. You would agree, for instance, looking 
at the first table in your original document that the 
number of earned incomes of £350 was very much larger 
in 1945 than it was in 1951-52? — I should imagine so. If 
a typical earned income was about £300 in 1945 it is about 
£400 in 1951-52. 

2340. I do not recall the index but let us work on that 
basis. Would you not agree the whole distribution of 
income has shifted upwards with different degrees of shift 
at different levels of income? — The whole distribution 
has shifted upwards. I am not convinced that the shift 
has benefited any particular broad class markedly more 
than any other broad class since 1945, but I very much 
doubt if there is any real evidence to show what has 
happened. 

2341. The shift has been substantial, has it not, in the 
general distribution of incomes? — We are comparing 1945 
with 1951? 

2342. Yes. — I do not think we have any evidence that 
the distribution has shifted at all. The total amount of 
income has increased. 

2343. But in belts of income, let us say from nil to £200 
and then from £200 to £500 there has been a shift all the 
way along the range from the lower to the higher incomes, 
has there not, so that the numbers in the bottom belts 
have diminished and the numbers in the upper belts have 
increased? — Yes. 

2344. That would be true, would not it?— Yes. 

2345. If that is so and you want to present a proper 
picture of the shift in net incomes after tax, should you 
not compare a smaller gross income in 1945 with a larger 
gross income in 1951-52 and then allow for the change 
in the price level? In other words, should you not take 
account of that shift in the pattern of incomes from 
smaller denominational levels into larger denominational 
levels? — In so far as we can do it, yes. I think it is an 
extraordinarily complicated task. 

2346. It is complicated; but do not you think this type 
of table presents too simple a picture, inasmuch as it 
implies 'that as many people are getting £350 as before, 



and therefore the figures in that particular line of the 
table leading up to 14 per cent, are as significant and 
important as they would be if you had had no change 
in the pattern of incomes at all? — I do not agree that it 
invalidates this general comparison that I am making. 1 
think it would be better if we could express incomes in 
terms of a constant price level and probably express 
taxation as a proportion of income for each income group, 
but if I did it would still show much the same effect I 
think, that is that the reductions in income tax which have 
taken place since 1945 have benefited people I call the 
middle classes very much more than they have benefited 
the working classes. 

2347. That is your impression? — That is my impression. 

2348. But you cannot statistically establish it?— It seems 
to me that it is established when we show that at £1,000 
a. year, a married man with one child, has had an increase 
in his net income of 25 per cent, whereas at £350 a year 
he has had an increase of only 1 5 per cent, as a result 
of changes in income tax. 

2349. That would not be true if, for instance, there was 
nobody with an income of £350 now, would it? That 
is the extreme point. If you concede me that, then it 
follows it is less true if the number of people with £350 a 
year has diminished over the period. — If the number with 
£350 a year has diminished the number with £400 a year 
has not diminished but has increased and it would be 
more true then. 

2350. You do not give a figure for £400, and the whole 
difficulty in my mind is that this table does not take 
account of the redistribution of incomes to start with. 
However, what I wanted to get from you was the 
impression that that does not invalidate the conclusions 
you draw from this table? — I could certainly have put in 
a whole series of additional values in money terms which 
show the same kind of trend. 

2351. Do you think it is quite impossible to construct 
a table that would take account of the shift in the dis- 
tribution of incomes? — I think we are arguing a bit at 
cross-purposes. On a shift in the distribution of incomes, 
you are referring just to the inflation that has taken place, 
the increase in money incomes? 

2352. Yes. — My feeling is the distribution of incomes 
has not changed greatly since 1945. What has happened 
is that money values of all income have gone up. 

2353. Sir Harry Gill : Mr. Booker was quoting very 
extensively from a graph. It was quite impossible for 
any of us to do more than follow his voice. I wonder 
if he would agree he should put the graph in and we 
could all have it to examine? 



2354. Chairman : You might hand it round so that 
everybody can see what you are referring to. I daresay 
we could arrange to have it printed later. ( Graph handed 
in ; reproduced at page 200.) 



2355 Mrs. Anstey : Might I ask a question. When I 
looked at the table my impression was it was intended 
•to indicate that between £350 a year and £1,000 the 
percentage in the third column was rising and then it 
began to fall again so that I thought you had merely put 
in the £350 figure without any intermediate figures in 
order to save space. Was that correct? I thought it 
was an upward trend from 14 per cent, up to the 18 per 
cent, and from 18 per cent, it went down again. Is that 
a fair assumption?— That is the assumption and the graph 
shows it has happened. 



2356 It is not the case that if you put in the £400 it 
would go a different way. It is simply that you shortened 
the table but the tendencies are as shown7 Yes. 



2357 Mr Woodcock: What you stow is what you 
would naturally expect if taxation was reduced anyhow?— 
When income tax is reduced, but of course what has been 
happening ever since 1945 is there is evidence of people 
objecting to income tax and the reductions i in income tax 
have been balanced by increases in indirect taxation. 
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Income tax is proving an unpopular tax at present and my 
feeling in general is it is a good tax and it is a pity it 
should be unpopular and that successive Chancellors have 
striven to reduce income tax when it necessitated increasing 
indirect taxes. 

2358. Chairman : I follow that, but what in fact should 
the Commission deduce from that so far as its work 
goes? We cannot deal with indirect taxes? — So far as 
that is concerned my own impression is that part of the 
reduction of income tax has been because of the feeling 
that the rate of tax is very high and I think that if my 
scheme was introduced and people were paying at the rate 



of 2s. or 3s. in the £, there would not be this objection to 
income tax. My aim is to make income tax a rather more 
popular or less unpopular tax than it is at present. 

2359. I follow that, too, and therefore the theme which 
this table is directed to is really to support your view 
that the way to make income tax more popular is to 
make it a fixed proportional rate ascertained on the last 
year’s achievement? — Yes. I think that is probably a 

greater argument in favour of the scheme than the pure 
incentive effect. 

Chairman'. Thank you very much for your help to 
the Commission. 



The witness withdrew. 
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TERMS |OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages : to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to : — 

(а) incentives, 

(б) risk bearing, 

(c) encouraging savings, 

id.) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 
capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives'? 

These questions can be considered in relation to the taxation of 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

Z ^ontributions? adVantaSe ° US t0 ^ 111001116 Tax with social securit y payments and 
3 ^altered? 68601 treatment of com P anies for taxation purposes satisfactory or should it be 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits 

(o) the taxation of non-residents on United Kingdom profits, v 

(c) the definition of residence, etc.? 

5. (a) Are there any kinds of profits or income which are not charged but should be • or which 

are charged but should not be? In particular— 1Q De • or wmc h 

(b) Is the present distinction between profits liable to charge and those not liable to charge 

as being capital profits satisfactory? lo cnar S e 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemntim li m i, „ , „ 

ances, reduced rate relief and Surtax be altered? ptlon lmit ' personal allow- 

10 ' ^reduced? 6 difereiltiato «»■ -rned and unearned income be extended or 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered 

bon ; (4) in any other respect? allered W as regards aggrega- 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered and in i 

from salaries? ’ nd 111 P artl cular should it be deducted 

16. Are any alterations desirable in the system of administration and t *• 

statutory bodies or persons connected with taxation?** 0 d funct,ons of the various 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation . , 

taxpayers (e.g„ public corporations, co-operative societies, chartS)?° f SPeClal classes of 
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Sir Geoffrey Heyworth 
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1938/9 


1951/2 

(Budget Estimates) 


Tax 


Yield 
of Tax 


Percent- 
age of 
Total 


Yield 
of Tax 


Percent- 
age of 
Total 






Per cent. 


£ mill. 


Per cent. 




336 


37 


1,625 


40 


Surtax 


63 


7 




3 


N.D.C., E.P.T. and Profits 
Tax 


22 


2 


312 


8 




421 


46 


2,065 


51 


Death Duties 


77 


9 






Total Direct Taxation . . . 


498 


55 


2,245 


56 












Other Customs and Excise 


340 








Other Taxes (Motor Vehicles 
Stamp Duties, etc.) 


68 


7 


138 


3 


Total 


906 


100 


4,034 


100 



MEMORANDUM SUBMITTED BY THE BRITISH EMPLOYERS’ CONFEDERATION 

I. INTRODUCTORY Taxation Levied by Central Government 

„ _ . _ , (Derived from Financial Statements presented to Parliament 

1. The Royal Commission on the Taxation of Profits * April, 1939, and April, 1951) 

and Income was appointed in December, 1950, with the 

following Terms of Reference : — 

“To inquire into the present system of taxation of 
profits and income, including its incidence and effects, 
with particular reference to the .taxation of business 
profits and the taxation of salaries and wages : to con- 
sider whether for the purposes of the national economy 
the present system is the best way of raising the re- 
quired revenue from the taxation of profits and income, 
due regard being paid to the points of view of the 
taxpayer and of the Exchequer : .to consider the present 
system of distributing the tax burden fairly among the 
individual members of the community : and to make 
•recommendations consistent with maintaining the same 
total yield of the existing duties in relation to the 
national income.” 

The Confederation has noted that forms of taxation 
other than those on profits and income are excluded from 
the Terms of Reference of the Royal Commission, and 
that as regards the taxation of profits and income, the 
Commission is limited to making recommendations con- 
sistent with maintaining the same total yield of the 
existing duties in relation to the national income. 

2. The Confederation is the central Employers’ Organi- 
sation dealing with labour questions arising out of the 
relationship between Employers and their workpeople. 

While therefore, the Confederation has given careful con- 
sideration to the list of points to which the Royal Com- 
mission has asked that evidence should be directed, the 
following Memorandum sets out the views of the Con- 
federation in regard to those aspects of the Commission s 
inquiry which seem to fall within its purview. 

II PRESENT SYSTEM OF TAXATION IN RELATION 
TO DISTRIBUTION OF PERSONAL INCOMES 

3. Despite the limitations imposed by the Terms of 
Reference of the Commission, the Confederation feels 
that, in considering the effect of the present system of 
the taxation of profits and income on the distnbuUon of 
personal incomes, it is necessary to view the matter agarnst 
the .background of the total amount raised toy all forms 
of taxation, and the principal heads of national 
expenditure. 

The following Table contrasts the central Government 
Jtfkn S in 1938-39-the Jut complete pre-war 
year — with (the Budget estimates for 1951-52. 



4. It will be seen from the above Table that the total 
central Government taxation has increased from £906 
millions in 1938-39 to the prodigious figure of £4,034 
millions in 1951-52. Although the total national income 
— as estimated in the Government’s White Paper National 
Income and Expenditure of the United Kingdom ” (Cmd. 
8203)— has increased from £5,253 millions in 1938 to 
£11,970 millions in 1950, and may have increased further 
to some £12,500 millions in 1951-52, the proportion _ of 
the national income taken in central Government taxation 
has increased from 17 per cent, to 3- per cent. 

In that connection it should be borne in mind that 
the above Table does not include the contributions of 
Employers and Insured Persons to the National Insurance 
Scheme, amounting in 1950 to £198 millions and £242 
millions respectively. Whatever view may be taken as 
to the appropriate classification of the contributions of 
Insured Persons, it is dear that the contributions of 
Employers constitute a tax on employment. Further, 
the above Table does not ndu. ie th. s Ri atts : So£s 
Local Authorities, amounting in 1950 to £338 millions 

5 It will also been seen from the Table that in 1938-9 
at. , a V - Ui*. taxes on profits and income was 

same period the .proportion which those taxes bear to me 
SS ax revenue of the State has increased from 46 per 
cent, to 51 per cent. 
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The corresponding increase in Income Tax alone is from 
£336 millions to £1,625 millions or from 37 per cent, of 
the total to 40 per cent, of the total. In that connection 
it may be noted that the imposition of Profits Tax itself 
reduces the yield of Income Tax — since the amount paid 
in Profits Tax is treated as an expense for the purpose of 
assessing Income Tax — and if there were no Profits Tax 
the yield of the Income Tax in 1951-2 would amount 
to some 44 per cent, of the total tax revenue. 

As regards Surtax, it will be noted that, while the yield 
has been approximately doubled since 1938-9 and the 
combined rates of Income Tax and Surtax rise to 19s. 6d. 
in the £ on the higher slices of -personal income, the 
contribution which Surtax makes to the total amount of 
tax revenue has actually decreased from 7 per cent, to 
3 per cent, since 1938-9. 

6. The following Table compares the principal items 
of central Government expenditure in the Budget Esti- 
mates for 1938-9 with the corresponding items for 1951-2. 

Estimated Ordinary Expenditure of 
Central Government 



(Derived from Financial Statements presented to Parliament 
in April, 1938, and April, 1951) 





1938/9 


1951/2 




Expenditure 


Percent- 
age of 
Total 


Expenditure 


Percent- 
age of 
Total 




£ mill. 


Per 


£ mill. 




Defence 


256 


cent. 

27 




cent. 


National Debt 


230 


24 






Social Services: 

Old Age Pensions, 
Unemployment, 
Sickness, Assist- 
ance, etc 

Education 

War Pensions 
Housing 
Health Services 
Family Allowances... 


139 

60 

40 

18 

1 

258 




248 

252 

85 

60 

398 

63 




Food Subsidies 








10 


General Grant for 
Local Services ... 








Strategic Reserves ... 










Other Services 


145 


16 


680 


16 


Total 


944 


100 


4,197 


100 



7. It will he seen that the expenditure on Defence 
has risen from £256 millions in 1938-9 to £1,274 millions 
in 1951-2 — some £500 millions of that amount being due 
to the additional charge resulting from the Government’s 
Rearmament Programme — and that the cost of the 
National Debt has increased from £230 millions to £535 
millions. 

As regards the Social Services, it will be seen that the 
payments from the national Exchequer have increased 
from £258 millions in 1938-9 to £1,106 millions in 1951-2. 
In that connection it should be borne in mind that these 
figures do not fully reflect the increased cost of the 
National Insurance Scheme, since a higher proportion 
of the cost of this Scheme is now borne by the contribu- 
tions of Employers and Insured Persons than was the 
case in the comparable Schemes in 1938-9. 

It will also be seen that, as compared with 1938-9, a 
new item of Food Subsidies, amounting to over £400 
millions, appears in the 1951-2 expenditure. 

8. The Confederation considers that the redistribution 
of personal incomes which has taken place since before 
the war has been materially contributed to not only by 
the taxation of incomes but by the whole pattern of 
taxation levied by the State and by the direction of State 
expenditure, as disclosed by the foregoing Tables. 

On the taxation side, for example. Purchase Tax, which 
did not exist in 1938-9, and is estimated to yield some 
£310 millions in 1951-2, itself has a definite redistributive 
effect in that higher rates of tax are imposed on those 
classes of goods which are more likely to be purchased 
by persons in the higher income groups. 

On the expenditure side, individuals in the lower income 
groups benefit to a much greater extent in proportion to 
their income than those in the higher income groups from 
the Government expenditure on Social Services of over 
£1,100 millions, and from the Food Subsidies of over 
£400 millions. 

9. As regards the redistribution of personal incomes 
effected by the taxation of profits and income, the follow- 
ing Table illustrates the changes effected between 1938-9 
and 1949-50 by Income Tax and Surtax. 



Distribution of Personal Income, by Ranges of Income before Tax, 1938-39 and 1949-50 
(Derived from “ National Income and Expenditure of the United Kingdom, 1946 to 1950 ” — Cmd. 8203) 



1938/9 



1949/50 



Under £250 ... 
£250— 

£500— 

£ 1 , 000 — 

£2,000— 

. £10,000 and over 
Total 



1,890,000 

539.000 

183.000 
98,000 

8,000 



Total 
Incomes 
before Tax 

£ mill. 
2,559 



4,322 



Tax as 
Percentage 
of Incomes 



10. It will be seen that, while in 1938-9 the proportion 
of income levied by Income Tax and Surtax increased 
steeply for the higher ranges of income, the graduation 
increased with much greater severity in 1949-50. No fieures 
f< l r 195l ‘ 2 > but in considering the above 
lable it must be borne in mind that since 1949-50 the 
rates of Income Tax have been increased and that the 
fhfw ^ owances — ' which have the greatest weight in 
the S gr0 . UpS ~ haVe c a i. so been increased, with 
hie result that the steepness of the graduation shown in 

Ta t b J e . f l 0r 1949 - 50 has been still further accem 
tuated since that time. 

0f f u e extent t0 wbich taxation of the 
ShvJwM? gT ^ PS basbeen carried, it was pointed 
out by the Chancellor of the Exchequer in his address to 



10,310,000 

2,443,000 

545.000 

219.000 

11,000 



Total 
Incomes 
before Tax 

£ mill. 
2,209 
3,546 
1,614 



the Trades Union Congress in September last that if all 
ae excess net income over £2,000 a year were taken by 
!n tax ° Iy '* W ° U d bnlle m only “ £ur,her f53 millions 

11. While direct comparison between 1938 -9 and 1949-5n 
is rendered more difficult by the fan in the value of money 
which has occurred m the interval, it will be seen that 
die increase in the number of incomes in the hishS 
income groups is very much less than those in the low., 
income -groups. For example, while the number of 
sons wtffi incomes of £2,000 a year or more in 1949-50 
lQ3lo tty .a m0rc “T . d ° uH ° the corresponding L\mb ° r 
£ 'mi'x'n* 080 Wlth ra ?° mes of £250 to £500 a yea£ 
m 1949-50 were more than five times as many aj ?n 
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1938-9. It is therefore clear that, quite apart from taxa- 
tion, the gross money incomes of the lower groups have 
increased to a considerably greater extent than those 
of the higher groups. 

12. It will thus be seen that, since the war, a num- 
ber of factors have been operating to bring about a 
redistribution of incomes from the higher to the lower 
income groups. 

The Confederation realises that the only one of these 
factors falling directly within the Terms of Reference of 
the Royal Commission is that of the taxation of profits 
and income. The Confederation considers, however, that 
it would toe unrealistic to consider the effects of that 
factor in isolation without having regard to the repercus- 
sions arising from the other factors operating in the 
same direction. 

In the opinion of the Confederation, the full effects of 
these factors have not yet materialised since there must 
inevitably toe a considerable time-lag — amounting in some 
instances to one or two generations — 'before the national 
economy has fully adjusted itself to their operation. The 
Confederation submits, however, that the foregoing Tables 
demonstrate clearly that a stage has already been reached 
in the graduation of income tax and surtax when it is 
impossible to effect any material lightening of the burden 
on the lower income groups by any further transfer to 



the higher income groups, and that the only remedy for 
the existing situation is a substantial reduction of public 
expenditure which will permit of a corresponding reduc- 
tion in the burden of taxation as a whole. 

III. PRESENT SYSTEM OF TAXATION IN 
RELATION TO INCENTIVES 

13. Under the existing Income Tax legislation and rules, 
the liability to tax is calculated on the amount of “ tax- 
able income ” found by deducting from the gross annual 
income various allowances, the principal of which — so 
far as concerns the great majority of employees — are the 
Earned Income Allowance of one-fifth of the income (sub- 
ject to a maximum of £400) and personal allowances of 
£110 for a single person, £190 for a man and wife, and 
£70 for each dependent child. 

The first £50 of “taxable income" is then taxed at 
■3s. Od. in the £, the next £200 at 5s. 6d. in the £, and 
the remainder at 9s. 6d. in the £. 

14. The following Table shows — taking account of the 
above allowances and of the fact that the family allow- 
ances of 5s. Od. per week in respect of the second and 
subsequent children are taxable — the approximate level 
of average weekly earnings at which persons with various 
family responsibilities become liable to tax at 3s. 0d., 
5s. 6d. and 9s. 6d. in the £. 



Approximate Maximum Weekly Earnings up to which no Tax, or no Tax at the Higher Rates, 
is Payable 



(1951-52 Financial Year Basis) 







Married 


Married Man and Wife with — 




Person 


Wife 


1 Child 


2 Children 


3 Children 


4 Children 


5 Children 


No tax payable 


£ s. 
2 16 


£ s. 
4 15 


£ s. 
6 8 


£ s. 
7 17 


£ s. 
9 6 


£ s. 
10 14 


£ s. 
12 3 


No earnings taxed at rate higher 
than 3s. -Od. in the £ 


4 0 


5 19 


7 12 


9 1 


10 10 


11 18 


13 7 


No earnings taxed at rate higher 
than 5s. 6d. in the £ 


8 16 


10 15 


12 8 


13 17 


15 6 


16 15 


18 3 



15. It is clear from the above Table that the effect of 
taxation in relation to productive effort will operate with 
different intensity on different individuals according to 
their average level of earnings and family circumstances. 
Moreover, taxation is only one of a number of factors 
operating in the economic field. 

In these circumstances, no precise measure of the effect 
of taxation on workpeople as a whole can be given, but, 
from the information which has been received by the 
Confederation, the Confederation has no doubt that the 
weight of existing taxation does tend to discourage effort 
on which increased output depends. 

16 The effect of taxation is most clearly noticed by 
workpeople when there is a change— however temporary 
—in their level of earnings. Since the steps in the rates 
of tax involve progressively higher taxation on each addi- 
tional slice of income, the effect is marked when workers 
go on overtime for a week. 

When this occurs, the worker tends to note the pro- 
oortion which his normal weekly tax bears to his normal 
Stwlfichhe regards as his normal tax rate, and has the 
impression that the additional overtime earnmgs are taxed 
at a higher rate than on any portion of his normal earn 
ines even though the overtime earnings do not in fact 
attraot such higher rate of tax. Where the workers 
normal earnings take him close to the Emit of a particular 
tax rate the additional payment for overtime is in fact 
taxed at a higher rate than any portion of his normal 
earnings, and the reaction on the worker is accentuated. 

17 Overtime hours are normally paid for at an en- 
hanced rate but in many cases the actual or apparent 
incidence of ta *° n he °[S 

Sfw for to o'ertime ‘ton for his normal 
hours. 



The result is, therefore, that in many industries the 
incidence of taxation is an important element in discourag- 
ing workers from undertaking overtime. This is particu- 
larly the ease with single men, ot mamed men without 
children, where the overtime earnings may well attract 
tan at Ore full standard rate (less earned income allow- 
ance). 

18. While discouragement from overtime working 
atmears to be the most widespread effect of present taxa- 
S “L Confedtration has aim had ddfi^lttes hrouj 
to i s notice in regard to the fixing of P>“™ rk rates 
or the introduction of a bonus rncent.ve scheme. 

Such schemes are in general desirable to encourage 

would be uneconomic. 

— the 

‘SS^af^nmync^hig importance in 
the future, if the existing high rates persist. 

IV OPERATION OF P.A.V.E. 

20. Ure 

couraging effort appear method of coilection of 

of taxation themselves, o confederation accordingly 
desires* to submiMise^ollowing yiews on that aspect of 
the matter. A 2 
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21. Before the introduction of P.A.Y.E. in 1944, there 
had for some three years been in operation a system of 
tax deduction from weekly wages. Under that system, 
Employers were required to send in half-yearly returns of 
the earnings of their manual workers to the Tax Offices 
and they were then notified of the amount of tax to be 
deducted from each employee during the first 24 weeks 
of a half-year, any amount which could not be deducted 
during this period being deducted in the remaining 2 weeks 
of the half-year. 

This system led to many difficulties. The tax deductions 
were not related to current earnings and in seasonal indus- 
tries, where the tax resulting from a period of high 
earnings might require to be deducted during a period of 
comparatively low earnings, this led to trouble. Further, 
much delay and inconvenience in effecting appropriate tax 
deductions arose when workers changed their jobs. The 
system, indeed, had a bad effect on production in that it 
encouraged workers in some industries to change their jobs 
frequently with a view to tax evasion. 

22. The Confederation appreciates that if substantial 
sums are to ibe levied by way of direct taxation on the 
general body of manual workers some system of tax 
deduction from weekly wages is essential. 

The Confederation regards it as imperative, in any such 
system where the machinery of the employer is used to 
effect the deductions, not only that the volume of work 
imposed on the employer should be kept to a minim um, 
but that the employer shall make the deductions in accord- 
ance with instructions from the Tax Authorities and shall 
in no way be placed in the position of assessing the tax 
due. In particular, no employee should be required to 
disclose his domestic affairs to his employer. Any 
infringement of that principle might lead to serious 
impairment of industrial relations. 

23. The introduction of P.A.Y.E. in 1944 observed those 
principles and avoided many of .the difficulties experienced 
under the previous system. The amount of tax to be 
deducted is broadly related to current earnings, evasion of 
■tax is reduced to negligible proportions, and, while Em- 
ployers are involved in a large volume of routine work, 
the system has, on the whole, worked smoothly and 
involved few difficulties. 

In that connection, the Confederation welcomed the 
full consultation which was accorded it by the Inland 
Revenue Department before the introduction of the system 
and which has continued ever since when there has been 
any proposal for a modification. The Confederation is 
convinced that such consultation has proved of great value 
both to the Inland Revenue Department and to Employers 
in providing a smooth working and effective system. 

.24. The most important element in the present system 
of P.A.Y.E. is perhaps the cumulative principle. 

Under that principle, on the occasion of each payment 
•of wages, the total of the employee’s earnings from the 
•beginning of the Income Tax Year is taken into account, 
that the total tax due for that period is calculated by 
•reference to Tax Tables which are based on the assump- 
tion that the average earnings since the beginning of the 
Income Tax Year will persist during the remainder of 



Where weekly earnings fluctuate, this principle has the 
•broad effect of relating higher deductions of tax to the 
weeks in which higher earnings are received, but it also 
results in a tendency to accentuate the incidence of tax in 
weeks of high earnings. This accentuation is particularly 
noticeable where additional earnings are paid as a result 
of overtime having been worked, and may have a pro- 
nounced effect on the apparent incidence of tax on the 
additional earnings when the previous average earninas 
were near the point at which a higher rate of tax begins 
Ta?Y ’ CSpeCially during the earJ y Part °f the Income 



25. A further effect of the cumulative principle is thal 
it in any week earnings fall substantially below the ore 
vious average, it may result in a refund of tax. This i 
no doubt a desirable feature in cases of sickness or in 
voluntary unemployment. Unfortunately, it may als< 
encourage voluntary absenteeism and even provide ; 

subsidy to workers engaged in a strike. P ‘ 



26. While, therefore, the major effects in discouraging 
productive effort result from the high rates of tax them- 
selves, and not from the method of collection of that tax, 
the Confederation is of opinion that the P.A.Y.E. system 
does tend to accentuate certain of these effects, and the 
Confederation has accordingly examined a number of 
proposals for varying the existing system. 

27. The most important of these proposals for varying 
the existing system would provide that each week’s pay 
would be taxed by itself on the assumption that the man’s 
yearly earnings will be in proportion to the earnings in 
that tax week. This method would reduce the volume 
of the Employer’s work by avoiding the necessity for 
calculating the cumulative earnings from the beginning 
of the year but it would produce an approximation to the 
correct amount of tax during the year only where there 
was little fluctuation in earnings from week to week. This 
condition do.es not apply to the great majority of manual 
workers and, in all cases of fluctuating earnings, the effect 
of the method would be to lead to over-deduction of tax 
and the necessity for a periodical refund, either by em- 
ployers or by the Inland Revenue Department. 



28. It appears to the Confederation that, if this method 
were adopted, it would have the following effects : — 

(a) Where there were substantial fluctuations in earn- 
ings, not only would there be over-deduction of tax, but 
the periodical refunds of tax would, in a number of 
cases, amount to a considerable sum, and payment in a 
lump sum might encourage absenteeism at the time of 
the refund with detrimental effects on production. 

W The incidence of tax in a week of additional 
earnings would not be diminished as compared with the 
present system, and in most cases its effect would 
actually be increased. 



( c ) The automatic refund of tax now payable under 
P.A.Y.E. in cases of sickness would be lost and, if it 
were thought necessary to retain this feature of the 
existing system, it would require special provision with 
considerable complications. 



vAMu-eueraiaon nas also examined a number 
ot other proposals for effecting deductions of tax from 
earnings. One group of such proposals, under which the 
Income Tax and Social Security systems would be linked 
is examined in the following section of this Memorandum! 
oome other proposals contain ingenious devices for reme- 
dying certain of the disadvantages of the existing system. 
After careful consideration, however, the Confederation 
has come to the conclusion that all such proposals which 
have come before it contain other features which would 
be disadvantageous and on balance would not lead to 
more satisfactory results than the present system. 



V. LINKING OF INCOME TAX AND SOCIAL 
SECURITY SYSTEMS 

wJir,T h ?„i,n X ! Stillg * ncome Tax and Social Security 
systems, whilst operating under separate enactments and 
administered entireJy separately, have certain features in 
common in that both make provision by way of allow- 
ances for varying family circumstances. 

° f . I ? come T “. the personal allowances to 
an/fi ? ai i lst 1Q ? orae are increased for married men 
and for each dependent child and also for certain other 
form nd f Qt rd f 1V ? S ’ a ? d the allowa nce therefore takes the 
reductl ° n ia the amount of income tax which 
ri ld i 0therWIS , e kf chargeable, the value of the allow- 
andrh P °™v f dlVld ual depending upon his total income 
and the rate of tax which that income bears. 

o/ss'odTJLfk lJ “ S ° C w ? ervices - « family allowance 
ot 5s. Od. a week is payable in respect of the second and 
each subsequent dependent child irrespective of whether 
the claimant is employed, or not. In addition Lrams to 

Mn?Ln f efif tlIe ”™ t ■ P T 1 ™i , sidaiess Snemploy- 

he“fit °r injuries benefit are entitled to an allowance 

dent “ huslj ? nd Cm certain other depen- 

with further 5 show'”’ ‘ S d ?P e h d <Mt wife or husband), 
with thither allowances for dependent children These 

« °S c St2 form 0( cash beMfits p * yabIe weekl y 
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31. It may be noted that the conditions under which 36. The same considerations would apply, though not 
■the allowances are made under the two systems are not with equal force, if the flat rate of tax adopted were, 
identical. For example, under the Income Tax system, a say, 3s. Od. in the £. It appears, however, that such a 
married man is normally entitled to the increased personal rate would only be practicable if the cash allowance to be 
allowance in respect of his wife even though she is em- paid in lieu of the existing personal allowances did not 
ployed and earning a substantial income, while the allow- extend to single persons. Under such a scheme, while the 
ance for a dependent wife under the National Insurance total amount of taxation (less cash allowances) might 
Acts is not payable if the wife is earning more than approximate to the total amount at present collected in 
20s. Od. a week (40s. Od. a week in certain circumstances), tax up to the income limit adopted for the operation of 
It will also be noted that, under the National Insurance the new rate, there would inevitably be a considerable 
Acts, weekly contributions at a fixed rate are payable by shifting of the burden between individuals and the single 
employers and workers, self-employed persons and non- person would bear a heavier load than at present, 
employed persons, and that in the great majority of cases j n v j ew Q f the fact that the discouraging effect of the 
benefit is dependent upon certain contribution conditions, existing income tax system in the field of industrial em- 

32. During recent years, a number of proposals have ployment is probably greatest in the case of single pereons 
been put forward for merging the Income Tax and Social * » J W tot estimate the net effect on all workpwple 
Security systems. These proposals, while varying con- of P r °?° sal and may wel1 ** that on balance 111616 
siderably in detail and the extent to which the merger would be little advantage. 

would in fact be effected, all aim at simplification of 37 The Confederation is also strongly of the opinion 
administration, particularly as regards income tax. t ba t those schemes which involve a higher rate of tax on 

Under these proposals, all the personal allowances income over a certain level would introduce a new dis- 
under the Income Tax system would be abolished and couragement of additional effort when that level was about 
weekly cash allowances would be substituted. Further, to be reached. This effect would be greater than in the 
the reduced rates of income tax would be abolished and caS e of changes to a higher tax rate under the present 
income tax would be levied at a flat rate, either on all system, since it would bring the tax-payer into a different 
earned income or on .all earned income up to a certain class and would apply to all workers whose earnings 
limit, e.g. £500 or £600 a year, with higher rates on we re near .the upper limit of the flat rate of tax, 
income above the limit. irrespective of their family circumstances. 

33 There is also considerable variation between the The Confederation is therefore convinced that there 
different proposals as to the rates of the cash allowances would be a marked tendency for workers to limit their 
and the conditions in which they would be paid and also earnings so as to avoid payment of the higher rate of tax. 



as regards the flat rate of income tax to be charged on 



earnings. 

For instance, under one proposal, the Social Services 
would not be substantially modified, but tax would be 



38. A further difficulty of these schemes lies in the 
fact that all earnings, however small, would be subject to 
tax. 

Under existing Regulations, an employer is not : 



chareeable on earnings up to £500 at a flat rate of 3s. Od. under existing *.eis udumu, «u " *£" V n 

in the £, while cash allLances-to replace the existing quired to deduct tax from an cn|loyee who* cub nn|s£ 
allowances— would be payable only to married not exceed £3 a week, though ne snouia nouiy 
men. and a single person would lose the value of his Inspector of Taxes if ^ earnings exceed £1 awe d h 



men, and a single person 
existing personal allowance. 

Under another proposal, while the flat rate of tax 
would be 6s. 8d. in the £, weekly cash allowances would 
be payable to all individuals, except possibly where they 
were “ voluntarily unemployed ”, and the conditions 
attached to the receipt of benefit under the Social Secur- 
ity system would, in general, be rendered unnecessary. 

Under other proposals again, while all individuals would 
be entitled to a weekly allowance, this would be supple- 
mented in the event of sickness, unemployment, industrial 
injury, etc., and it would appear that the main adminis- 
trative machinery of the National Insurance Acts would 
require to be maintained. 

The various proposals also differ in their treatment of 



has reason to think that the worker has other employ- 
ment. This provision is of great administrative conveni- 
ence, both to employers and the Inland Revenue, in regard 
to casual and part-time workers, not only m industry but 
also in domestic employment 
Under the proposed schemes, small earnings could not 
be ignored— to do so would bring the law into disrepute 
and would cause grave dissatisfaction amongst other classes 
of workers— but the administrative arrangements necessary 
to ensure that the appropriate tax deductions were made 
would cause great difficulty. 

39 So far as concerns those proposals under which 



Acts would he XSirf and the cost of the Social S 

me various piuyuonu “wv — . . Ti„/iAr • _„i j s „ financed out of general taxation, the 

contributions under the NafMnai S„ WOuld - - M ” '" m ' ““ 



.promsals these contributions would be continued, 
while m others they would be merged with general taxa- 
tion. , 

34 The Confederation has examined these schemes 
from the employer's .point of : view 



Confederation appreciates that there would in some eases 
bp an imDrovement in the incentive to work. I he cases 
which Confederation has in mind are 



attention 't^Sr eS^n^ntom effort by" workers ^ployerh 

in industry, on industrial relations and on the volume of ^Wr’s^.nWion. whines 

work involved for employers. for any employment over four hours a week, may re 



some of *the discouraging effect of the present proves- j n suc h cases, therefore, the ab 
sive rates of taxation, the imposition of tax at a high itribut j ons would be an advant g- 
sive +„ hnne cpTiirviia Teoer- , • a.j _..* *1.0+ tbe abolition 



While the adoption of a flat rate of tax might remove part-time employment u con . 

Of the discouraging effect of the present progres- [ n SL1C ’ R cases, therefore, t>he ^ should, however. 



rate onTll “ar.Snp wonid"^' lSly to have serious leper- 7 ed oil that the abolition of ^ NationaMnsnr- 



6s. 8d. in the £ charged in regard to part-time J" ^ ™to£nd S 



For example, a rate such as 6s. 8d. in the t cnargen difficulty m regard o pv ™"- coSederation 
on all earnings — which would be involved in those schemes federation has referred, „ relation to part-time 

"" MASSES**- by the Ministry 



a compute, i—s- v - ---- . . .. - .~£ stion OI . c ,3‘r consideration by the Ministry 

arrangements— would in the opinion of th6 ConfederaUon workers^ as at_,present_ under 



— 'wouiu ill , .. «;„_* ” — . , , c 

n uprv ctrone discouragement to productive effort of National Insurance. 



should be noted that a suosimuai aumu. “ Y* tg abolition of National awi"rr whole conce ption of 

are not liable to income tax und ®f .PJf f u Stan- volve a fundamental change JLS T he Confederation 
Vi + themselves 



ana an suui . • . + „ v wu i e they vne l^auuuai ***»■ — +_:v,i,tinnR themselves are noi 

tial proportion of tbeir eammgs a * cg thig would appreciates that the C ° r efits under the National Insur- 
would also receive a direct cash a ’ tbe ta x sufficient to finance the b _ nt ribut j ons are necessary from 

be divorced in the minds of the workers the aQC e Acts and that large c t . , t finance retirement 



be divorced in the minds ol me aQce Acts and that to finance retirement 

deducted from their earnings and would not miugaie ^ National Exchequer, in particular 3 



aeauciea iium ? rr .. 

discouraging effect of the taxation itself. 
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pensions. Nevertheless, the Confederation attaches great 
importance to the maintenance of the principle in the 
National Insurance Scheme that the right to benefit should 
be related to the payment of contributions, and the aboli- 
tion of weekly contributions would necessarily carry with 
it the abolition of all existing contribution tests for the 
receipt of benefit. This would entail not only an imme- 
diate increase in cost through the payment of benefit 
which would be withheld under existing rules, but would 
also tend to encourage extravagance in the Social Ser- 
vices by giving the impression that benefits are financed 
by the State out of a bottomless purse, and by removing 
the existing objective test of relating the value of the 
benefits to the value of the contributions, leaving the 
level of benefits to be determined on purely political 
grounds. 

41. So far as concerns the abolition of the existing 
income tax allowances and the substitution of weekly cash 
allowances, the Confederation would also point out that 
under existing income tax law there are a number of 
allowances, such as tools allowances, industrial clothing 
allowances, and life assurance relief, which would either 
be ignored under the new proposals or would involve 
additional cash allowances with consequent difficulty of 
administration. The Confederation appreciates that, in the 
case of the great majority of manual workers, the value 
of these allowances is comparatively small but it feels 
that their abolition would be strongly resented by the 
workers concerned and that in some cases (e.g. tools 
allowances) their abolition would result in demands for 
increased wages. 

42. As regards the effect on industrial relations of the 
various proposals, this would largely depend on how the 
amount of the weekly cash allowances is to be deter- 
mined and the arrangements for their payment. It was 
pointed out in paragraph 22 that the Confederation would 
regard it as essential that the employer should in no way 
be placed in the position of an assessor nor should the 
worker be obliged to reveal his family circumstances to his 
employer. 

If arrangements were to be made for these allowances 
to be paid otherwise than through the employer, the neces- 
sary administrative machinery would be likely to show 
little saving over the existing system. Nevertheless, for 
the reasons given above, the Confederation would regard 
it as entirely inappropriate that the machinery of the 
employer should be used for the payment of family allow- 
ances, and is of opinion that such an arrangement would 
have serious repercussions on industrial relations. 

43. From the point of view of the volume of work in- 
volved for the employer, it would appear that the normal 
weekly operation of tax deduction would be somewhat 
simpler than under the existing system, provided that the 
employer was not in any way involved in the payment 
of the weekly allowances. Such saving would, however, 
be offset to some extent if the flat rate of tax did not 
operate throughout the whole range of earnings, and 
supplementary tax had to be deducted by the employer 
from employees’ earnings over some limit such as £500 
or £600 a year. The volume of work entailed by a two- 
fold system of this nature is difficult to estimate in the 
absence of precise details of the proposals but it would 
appear to the Confederation that it would be unlikely 
that any material saving would result in the volume of 
work to be performed by the employer. 

44. In view of the foregoing considerations, the Con- 
federation is unable to recommend any of the various 
proposals for linking the Income Tax and Social Security 
Systems which have been put forward because on balance 
they would be detrimental to productive effort and indus- 
trial relations and would' unnecessarily increase the exist- 
ing pressing burden of taxation. 



VI. OTHER MATTERS 

(a) Deductions from Taxable Income for Outgoings an 
Expenses 

45. So far as concerns the matters falling within th 
purview of the Confederation, few difficulties in regard t 
deductions from Taxable Income have been brought t 
the attention of the Confederation. 



Certain difficulties have, however, been experienced in 
various industries in regard to expense allowances for 
industrial clothing and tools. While manual workers in 
a number of industries have established claims for these 
allowances, it would appear that the amount of the allow- 
ances varies in different areas, and it is felt that there 
should be a review of the position by the Inland Revenue 
with a view to establishing a uniform policy. Further, 
many clerical and staff workers also experience heavy 
wear and tear on their clothing, which must be replaced 
at their own expense, but a comparable allowance is not 
normally made by the Inland Revenue in their case. It 
is felt that this anomaly is not justified and should be 
removed. 

46. The Confederation would also wish to refer to diffi- 
culties arising when employees are sent abroad, often to 
areas where living conditions are unhealthy or unpleasant, 
when high salaries have to be paid to induce employees 
to accept such posts. 

Under existing Income Tax law, such employees are 
subject to British Income Tax unless they are resident 
outside the United Kingdom for the whole of an Income 
Tax Year. A man may therefore be employed abroad 
for a period of nearly 2 years and still be liable to British 
Income Tax throughout the whole period. 

This anomalous position is causing great difficulty in 
obtaining staffs for overseas contracts and may result in 
the loss to this country of both the prestige and the benefits 
accruing from the foreign currencies earned by contracts 
of this type. 

The Confederation would therefore urge that workers 
sent abroad on such contracts should be afforded a tax- 
free allowance or equivalent concession to compensate 
for the conditions under which the work must be carried 
out. 

(b) Additional Steps in Graduation of Tax 

47. The Confederation has considered whether any 
advantage would be afforded if additional steps in the 
rates of tax were introduced. 

It would appear that the introduction of further steps 
would produce a less severe effect at each step, but more 
workers would be brought into the position where tax 
on overtime earnings would be payable at a higher rate 
than the tax on their normal earnings, and the discourag- 
ing effects of differential tax rates on extra effort would 
occur more frequently than at present. 

In these circumstances, the Confederation has come to 
the conclusion that that course would be unlikely to effect 
any material lessening of the discouragement of extra 
effort, and would merely tend to add a further complica- 
tion to the tax system. 

(c) Differentiation between Earned and Unearned Income 

48. The form which differentiation between earned and 
unearned income takes under the existing law is a tax- 
free allowance of one-fifth of the earned income, subject 
to a maximum allowance of £400. 

The net result of the allowance is to reduce the effective 
rate of tax on earned income as compared with that on 
unearned income. Since the principal discouraging effects 
of income tax on effort appear to result from the present 
high rates of tax, the Confederation approves this reduc- 
tion in the effective rate. 

(d) Rules for Taxation of Husband and Wife 

49. The aspect of the Rules for taxation of husband 
and wife with which the Confederation is concerned is 
their effect on the incentive to work of husband and wife. 

Under the present Rules, the income of a wife living 
with her husband is normally regarded for tax purposes 
as the husband’s income but in addition to the usual 
allowances granted in respect of the husband’s earnings 
and earned income allowance of one-fifth in respect of the 
wife’s earnings, the following further concessions apply 
in respect of the wife’s earnings : — 

(i) an additional allowance of four-fifths of her earn- 
ings, up to a maximum additional allowance of £1 10 ; 
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(ii) further reduced rate reliefs in respect of the tax- 
able balance of her separate earnings, after deducting 
allowances particular thereto and any balance of the 
husband’s allowances not absorbed by his own income. 

The latter concession was introduced in 1948. Before 
that date, reduced rate reliefs only applied to the aggregate 
earnings of the husband and wife, and did not apply to 
them separately. The alteration was thus a valuable con- 
cession in encouraging married women to take up employ- 
ment. 

The Confederation is of the opinion that the present 
Rules for taxation of husband and wife are satisfactory 
so far as incentive to work is concerned. There is some 
evidence, however, that the concessions which apply in 
respect of a wife’s earnings are not widely known amongst 
the general public, and the Confederation therefore con- 
siders that the recruiting of married women into industry 
would be assisted if more publicity were given to the 
Rules. 



VII. CONCLUSION 

50. The Confederation would reiterate that it is strongly 
of the opinion that the present high level of Income Tax 
results in a significant discouragement of effort ; that the 
P.A.Y.E. method of collecting tax itself tends in some 
respects to discourage effort but that the Confederation is 
unable to recommend any of the variants on that method 
which have so far come to its notice ; and that the Con- 
federation is opposed to the adoption of any of the various 
proposals for linking Income Tax with the Social Security 
system. 

51. Finally, the Confederation desires to place on 
record its view that the effects of the present high level 
of direct taxation will only become fully apparent over a 
period of years ; that the perpetuation of high rates of 
direct taxation will inevitably have serious repercussions 
on the industrial efficiency and productive capacity of the 
country ; and that the only remedy is a substantial reduc- 
tion of public expenditure which will permit of a corres- 
ponding reduction in the burden of taxation as a whole. 
8. 10. 1951 



DOCUMENT HANDED IN BY THE BRITISH EMPLOYERS’ CONFEDERATION GIVING REVISED 
TABLE OF INCIDENCE OF TAX. THIS TABLE REPLACES THAT GIVEN IN PARAGRAPH 14 OF 
THE MEMORANDUM. [See Question 2369.] 



Approximate Maximum Weekly Earnings up to which no Tax, or no Tax at the Higher Rates, is Payable 
( 1952-3 Financial Year Basis ) _ 





Single 

Person 


Married 
Man 
and' Wife 


Married Man and Wife with — 


1 

Child 


2 1 3 
Children | Children 


4 

Children 


5 

Children 


No tax payable 


£ s. 
3 3 


£ s. 
5 7 


£ s. 
7 9 


£ s. 
9 3 


£ s. 
10 17 


£ s. 
12 11 


£ s. 
14 5 


No earnings taxed at rate higher than 3s. Od. in 
the £ 


5 12 


7 17 


9 19 


11 13 


,3 2 


15 1 


16 15 


No earnings taxed at rate higher than 5s. 6d. in 
the £ 


9 6 


11 11 


13 13 


15 7 


17 1 


18 15 


20 9 


No earnings taxed at rate higher than 7s. 6d. in 
the £ 


13 1 


15 5 


17 7 


19 1 


20 15 


22 9 


24 3 



EXAMINATION of witnesses 



2360. chairman-. Wt ate grateful to you. Sir Richard, 
and your colleagues for the paper you have seat us and 
for coming here today. May I just clear my own mind 
and see whether I follow the theme of the opening para- 
graphs of your paper, taking it quite shortly. First of all 
you direct our attention to the increase m the volume of 
taxation since 1938-39 and you point out that the total 
of central Government taxation has increased, that is 
paragraph 4, from £906 millions to the prodigious figure 
of over £4,000 millions in 1951-52. That means the 
volume of. (the taxation on profits and income among other 
things has gone up very largely and the proportion of 
national income taken 'by that kind of taxation has 
increased too?— Sir Richard Snedden : Yes. 

2361. That is your theme down to paragraph 5? Yes. 

2362. And then in your table in paragraph 6 you 
analyse some of the main heads of Government ®xP en 
ture for which that taxation is taken and you P om ^ ^ 
that there has been a very great mcr«m 

heads like defence, the service of the nation^ debt and 
the social services. That takes us to paragraph 7, 
then in paragraph 8 you have a point about 
of the purchase tax, with its concessions and its level ot 
charge on the luxury goods, and about the social services 
showfnj that they may bear with different proportions on 
different kinds of income?— Yes. 

2363 And they tend to bear, in your view, I hayeno 
doubt they are intended to, less heavily upon the lower 
income. Then we get your table in para^aph 9 and you 
are showing there, as between the pre-war year 1938-39 

16366 



and 1949-50, certain ranges of income and the total con- 
tribution that the various persons in those classes make, 
the total tax taken from them and the^ntage Much 
Hip tav bears to the total income. Of course m all or 
Sem ie see over the period that there has been a greater 
tShtage of the income taken by way of tax in ail 
5SS Your table does not stud, the proportional 
increases of the various rises?— No. 

2364 A rise from 3 per cent, to 5 per cent, by itself 

or 18 per cent to 26 per cent in the thmi?-Yes. 

2365 You have not worked out what the venous pro- 
portional rises are? No, we have not. 

rite. I cannot do it myaelf. The theme as you go on 

2366. 1 canno s share o{ the higher 

in paragraph 10, l0 “ S th T s form of direct taxation, 
"it taa bixame a much higher share of the total 

" tad' SybX’woiTd describe it as being very 

2367. Ana a y y to paragraph 12, there is a 

heavy. Now may t0 enlarge upon a little. 

Eswssw - 

paragraph. Confederation, the full effects 

f fl n the f n °otors havV not yet materialised since there 
of these fetors conski e r able time lag— amounting 
must urevitably Ue a ^ ^ two generations— before 
SeTtioial economy has fully adjusted itself to their 
operation.” ^ ^ 
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What have you in mind particularly when you say that? — 
I think this whole, may I use the word “ disincentive ” 
though I dislike it myself, this whole disincentive effect is 
I think cumulative. As the weight of taxation gets 
heavier or as it remains heavy and continues people get 
more and more discouraged. I think that is really what 
we mean by that. You may get reconciled to heavy 
taxation after a time but that reconciliation does not take 
into account what you might have done if you had not 
the heavy weight. It is all speculative but that is our 
feeling, your back begins to bend and you can never 
straighten it again. That is the underlying theory. 

2368. In your reference to generations, do you draw 
a distinction between the older people with habits they 
have acquired under less onerous taxation and the newer 
generation which has never known anything different? — 
[ would not go the length of generations myself. I would 
make it shorter than that. May I make a few preliminary 
remarks. I wondered if you would want to know whether 
we wanted to change our evidence or supplement it in any 
way in view of the changed terms of reference. We have 
consulted our members and the answer is “ no.” Secondly, 
we have got a table on taxation in paragraph 14 which 
of course is very seriously modified now as the result of 
the Budget and we have a revised table if you would like 
us to hand it in. 



2369. If you have a revised table it is convenient that 
we should have it in terms of the present Budget?— We 
have it here. Some of the other figures are changed but 
I do not think we need worry about that. Last of all 1 
should explain we do not represent nationalised industry. 
In saying that I do not count iron and steel as being 
nationalised for this purpose. ( Document handed in ; 
reproduced at page 209.) 

2370. Now you have given us your new table which 
corrects the figures for the current Budget proposals, does 
it alter the general effect of the evidence in your paper?— 
I do not think so. It is very difficult to say what effect 
this is going to have. It is of course putting more work- 
people out of the income tax range and to that extent it 
may modify the disincentive effect. On the other hand 
wages have gone up and earnings have gone up with them 
in the last year so the difference between the old table 
and the new may not be so great as it appears to be, but 
the general effect I think is still what we have put down 
m our paper. There is no doubt at all that this makes a 
married man with family responsibilities -better off from 
the point of view of taxation and that of course from 
this limited point of view is a help.— Mr. Amphlett : May 
J add a word on that. Personally I should say the recent 
Budget has gone slightly in the direction that we 
envisaged that taxation might be changed when we drafted 
this report, it has gone partly in that direction in that 
it has introduced a further step and has relieved a larger 
number of people from taxation at all. It is a move in 
the direction of lightening the load of taxation on certain 
people. 

.t 2 . 371 ' V*" 1 " ® a * er paragraph 47 of your paper 
hat you do not see any very great advantage in increasing 
die steps in the lower ranges?— Sr Richard Snedden 
S'* * er f kas been one step introduced. 

L h .J thmk rs ail to the good. What we were thinking 
° f J Putting forward this memorandum was the 
total yield of taxauon and you were not going to get 
anywhere by altering the grades. You are rneHy gofng 
LfdL! ° n r to T jmeb t dy d * PO’SiWy lower down, but 
step LSnT “ W arransem “ t welcome 

2372. On the question of the marginal rate affectine 
the person s readiness to put out more effort bringing in 
more reward, what is your general view about the in1r“ 
ductron of a number of slight steps in the progression' — 
nf 1S rIpf trem f ly ff lfficult t0 be d °S matic about this question 

at StSSulSf* So l0 “S “ ^ any d33S5 

k hinl ? f age wo , rkma n feels that something 
s being taken from him, and in particular, his overtime 
is being penalised. We may be able to prove toSS 
own satisfaction that this is not the case, but everyone 
talks about the effect of taxation on incentive and 7 the 
more you talk about it, the more the effect becomes Tt 
becomes a sort of habit of mind Yon • 

statistically. I notice yo n r ^ 



asked for a concrete witness. You cannot really tie 
people down. You can get a man to come and say -to you 
in your office “ I do not want to work overtime because 
income tax is taking it all from me, let us get back on 
my hourly rate ”. If you press him you might find he 
was wanting to be at home that night, he was wanting to 
go to the dogs, he was wanting to look at television or 
something like that. There will always be some other 
reason as well and you can never tie these cases down, but 
I do not think anyone who is in industry would deny that 
there is a general disincentive effect whatever the rate ; 
the higher the rate the greater the disincentive. 

There is the other point, and here I am speaking per- 
sonally, when you come down to a low -rate of 
tax, and that is whether it is not wise from the point 
of view of public policy that everyone should pay 
some amount of tax however small, even though the cost 
of collection is more than the amount brought in, but that 
is a personal view, I should not like that to be -taken as 
the view of the British Employers’ Confederation. — Mr. 
Amphlett : May I add a pointon this question of disincentive. 
I think there is one element that we are liable to overlook, 
and it is this ; that a large number of work people, I am 
talking of wage earners of course primarily, a large number 
of work people get into the habit of working to a budget 
and though they may object to taxation being deducted, in 
course of time they get used to it. They are paid and the 
time required to earn that amount of money becomes more 
or less accepted. You have got to bear in mind if there 
were to be a sudden reduction in taxation it would enable 
that element among the wage earners to reach their 
necessary budget with less work and you might temporarily 
have a reduction in the amount of work that is done. I 
think we have to remember that. 



2373. Does that mean you find on the whole that the 
man thinks in terms of the net receipt he is going to get 
from his work? — You cannot generalise ; the work motive 
behind the mass of the work people in industry is a 
variable. Some work because they must, some work 
because they want to earn enough to maintain a certain 
standard of living, some work because they want to earn 
enough -to buy something extra above their present stan- 
dard of living, and some, and I feel it is the very large 
majority, work because it is the natural and proper thing 



1 think then we may take it that your point in 
paragraph 15 really stands as you put it -there. 

“ No precise measure of the effect of taxation on work 
people as a whole can be given, but, from the informa- 
tion which has been received by the Confederation the 
Confederation has no doubt that the weight of existing 
taxation does tend to discourage effort on which 
increased output depends 

That is dealing with the weight.— Sir Richard Snedden • 
Weight as opposed to the system. 

2375. Then in paragraph 17 you deal with the specific 
questions of overtime, piece work and bonus schemes 
Y ou say there : 

In many industries the incidence of taxation is an 
important element in discouraging workers from under- 
taking overtime ”. 

That is derived from actual experience of particular indus- 
tries?— What we did, we sent out a questionnaire based 
on the questions asked by this Commission and we got 
rephes from the vast majority of our members and that 
is what tins memorandum is based on. Do you want me 

often puTfOTwrd*? UeStl0n °‘ ‘ XCmPtiae OVertime is 

2376. I should be grateful to have your views— It is 
of course a very attractive idea, this exemption of overtime 
Si ngS f $° m ta I atl , on - but we think it is utterly imp5£ 
S“S“ “ d . we ■* *ouId be quite unfair to fpply 
Lv Stne f- are 9 m te variable in the way in which thev 
reckon overtime hours. There are some industries fS 
example where you have to work, shall we sav’ the 
normal hours of eight before overtime operates In other 
cases overtime operates at a certain time on the Sock 
whether you have m fact worked before that or not tS? 

Saturday and Sunday workhS 
m shift industries where that sort of working i, 
frequently normally not overtime at all, and we do not see 

how you can exempt overtime which is additional work from 
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taxation without trying to do something for the various 
incentive bonus schemes and piece work schemes and that 
sort of thing, because that means additional production, 
increased effort within the normal hours. It would cause 
considerable uproar throughout industry if you singled 
out one particular type of extra work for exemption from 
taxation and did not deal with the others. You have got 
office staff who in many cases get a salary which includes 
overtime. Many offices have seasonal overtime and that 
is included in the general annual salary. I hesitate to 
think what would happen in industrial negotiations if you 
say that overtime is going to be exempt because you would 
get some pretty unusual claims for reduction of hours. I 
think those are sufficient reasons. I do not think that the 
word “ overtime ” is generally understood outside indus- 
try. People have the .general idea that once you have 
worked a certain period the rest is overtime. That is not 
how it works at all, and while there is a great deal of 
attraction about the idea, I am bound to say all our 
knowledge goes to show 'the thing would be utterly im- 
practicable. 

2377. I am much obliged. Have you had under con- 
sideration schemes that have been mooted to settle what 
is called a “ normal ” working week and then remove tax 
from anything that involves labour in excess of that? — 
No, we have not. 

2378. I rather gather from what you say that you would 
not regard is as a practicable .proposition? — We would 
look at anything, tout I .think we should need a good deal 
of convincing. 

2379. Then you go on in Part IV of your memorandum 
to bring us closely down, apart from questions of weight 
of taxation in a progressive tax system and its grades, to 
the method by which P.A.Y.E. is worked today, and then 
you raise a point in paragraph 22, I do not know if you 
would like to enlarge on it at all. You say you think it 
very important that in any tax system the employer should 
have no assessing responsibility himself at all, but should 
merely be an instrument for the work of the Inland 
Revenue. That is the effect of what you are saying?— 

I would put it higher than important. I think it is no part 
of our job, and I think it would be most unfortunate 
if we were asked to do any calculations at all from the 
point of view of actual assessment. Our job is merely 
to act as agents and do what we are told in this particular 
instance and we have no desire to take over any of the 
other functions of the Inland Revenue.— Mr. Amphlett : 
May I add there, it is not only a question of our taking 
over functions, but I think it would be psychologically 
wrong that the employer is placed in .the position of having 
to look into the domestic affairs of his work people. 

2380. There are two aspects, the question whether it is 
right at all that the employer should take any responsi- 
bility, and secondly, you feel it would not help labour 
relations if you were asked to enquire? — Sir Richard 
Snedden : We have nothing to do with the man’s domestic 
circumstances and responsibilities. That is ready what 
it comes to. 

2381. I think we sent you a week ago a short paper 
which has been prepared for us about the American with- 
holding system.* Have you had a chance of giving it any 
study? — We have given it a little study, the name attracted 
me, “ withholding ” tax, but I take it it does not mean quite 
what it ap.peai s to mean. Mr. Young is Chairman or 
our Taxation Committee, 'and may like to reply. 

2382. I think that under .that system, this is my impres- 
sion, the question of the exemptions which the employee 
claims on the grounds of personal circumstances remains 
for the current year a matter between himself and the em- 
ployer until he files his claim and to that extent it is a 
disclosure by the employee to the employer of his personal 
circumstances? — Mr. Young: I can see no advantage in 
that over the system Which has been worked out here. 
I tended, in reading this, to think that a comparison ot 
the organisation of the Inland Revenue and the organisation 
of the Tax Collecting Authorities in America showed 
that our organisation is somewhat more advanced and our 
present Method better. I would not have thought that 
the Americans would have chosen their system had they 
found it possible to adopt .the British one. Sir Richard 
Snedden : There is an indication at the end of paragraph 5 



* Not reproduced in these Minutes of Evidence. 



of this summary that in some cases the employer from 
•his own knowledge does interfere with the employee’s 
claim for exemption certificates. 

2383. There is a suggestion that the fact that the 
employer may know the circumstances of the employee 
would be a check upon the claim that the employee was 
making for personal exemption? — That is the point 

2384. But it is a much simpler system, is it not, for the 
the employer to work, in the sense that the tables he has to 
operate are much more simply conceived? — Mr. Young'. 
Largely, almost entirely, due to the fact that it is not a 
cumulative system. Apart from the fact that it is not 
cumulative I think there is no question that the American 
organisation is a less effective one than the British and not 
one that we would like but there is. of course, the question 
of the principle of cumulative deduction. 

2385. And you appreciate that the American system 
appears to involve universal assessment after the end of 
the year of all employees ; withholding is merely a provi- 
sional arrangement? — Yes. 

2386. Is there any attraction from the employer’s point 
of view in having the simpler tables to work on? — We 
would welcome simpler tables but we are not at all sure 
that we welcome doing away with the cumulative system. 
The disadvantage of the cumulative system is, from an 
employer’s point of view, a tendency of work-people to 
take a short period off knowing they will obtain an advan- 
tage in taxation, but if the American system were adopted 
we would have to visualise that there would either be 
an over-deduction of the individual or under-deduction. 

If there was over-taxation then he would have a very 
large sum returned and he might take a much longer 
period off. If you had under-taxation he would suffer 
from a sense of frustration or a sense of grievance and 
that would be a bad thing. The view of my Committee 
which dealt with this is that the present income tax 
system which is cumulative has certain disadvantages, but 
the fact that it is basically a just system, that in practically 
every case justice is done and done promptly, has tended 
to make it possible to collect the large sum of taxation 
which is at .present collected in this country with the mini- 
mum of interference with industrial relations. We rather 
tend to think that where it hurts, shall I say, a resistance, 
a kind of thick skin has grown over those points and it is 
now considerably well understood by the employee and 
we would think that if the Inland Revenue following 
Government policy has to collect the same amount, the 
present system, being basically a just system, should not 
be materially altered. 

2387 Would there be, in your view, an additional diffi- 
culty from the fact that having started with the system 
more just and considerate it might be more difficult to 
change over to the simpler but less considerate system. 

I should think that in so far as people benefited by it there 
would be no difficulty. In so far as they did not benefit 
there would be considerable difficulty. We only have 
to deal with that proportion of the employees who have 
a sense of grievance and no advantage would accrue 
from those who benefited by any change.— Sir Richard 
Snedden: May I add on that last point, it may not be a 
very robust view, but I think it is a very practical view, 
that many of us have got accustomed to rhis P.A.Y.E. 
system and while no doubt you might devise one which 
in theory would be simpler and better there is a great 
deal in having the devil you know. There is quite a lot 
in that, and I would like to say again, as we have said 
in this document, we have, from our many years experi- 
ence of this now found the Inland Revenue always ready 
to “Site ^ practical amendments that we put forward 
and the scheme is not now S0 .^ th / ng p !^P°^ n d a 

but something we have worked together on for quite a 
time now and there is a period of adjustment. I am 
cerfainly not going to say that every workman throughout 
ceriduuy UUL s _ p a Y E by no means, but I do 

thfnk a ffiey U are er getting to understand it a little better and 
tninx tney are ge b j ha ve been, in conversation 

with 'groups^rf workmen who know sometimes better than 

» 2- moment say'that’tbe’scheme 

worked in .and t lot of opposition 

entirely new scheme you wm nave 

at the outset. This scheme has been run in. 
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2388. It began in 1944 I think?— Yes. I do not want 
to speak about shipping but we had a scheme before that. 

2389. Do you regard it as a serious administrative bur- 
den on the employer to have to operate the present system? 
— I think it is. It is not one of which we have asked to be 
relieved. It varies enormously with the size' of the works 
or the size of the undertaking. There is no doubt that 
some small employers particularly find it pretty burden- 
some. The large employers of course get a section to deal 
with it, but we .think in the nature of things it is impossible 
to give any definite figures, those we have are a guess. 
I will not put. it higher than that. The guess varies of 
course according to whether you have a mechanised system 
or not, but we have reckoned the cost is somewhere in 
the neighbourhood of £5 millions or £6 millions a year 
on employers throughout the country. That is only a 
guess but it is a guess we think that is fair. It might be 
a million either way ; we could not say. We have never 
asked to be reimbursed for that because we do not want 
to be regarded really as the paid agents of the Inland 
Revenue, but it is undoubtedly a burden and it is an 
intense irritation .to the smaller employer. It may sound 
odd, I can fill up the forms for my own office, but I 
have great difficultly sometimes in dealing with domestic 
staff at home, and that is a simplified method. — Mr. 
Amphlett: I think I should like to add there, as far as 
my own experience is concerned, I have not seen any 
representations from employers that we should endeavour 
to get them relieved from this work — Mr. Young : I might 
say I think largely the reason for this has been that the 
Inland Revenue has co-operated with the employers in 
bringing this scheme in and the employers at an early 
stage appreciated the necessity for assisting the Inland 
Revenue in this matter. At all stages the difficult points 
have been ironed out. I do not think we want to pretend 
we like operating this. We should prefer there was nothing 
to do at all. It is not the cost ; it is largely the difficulty 
from an administrative point of view. It is the fact that 
there is an additional piece of work to be performed 
which lengthens the period of working out the pay. There 
has been a tendency, recently, for employees to ask for 
payment early in the week, largely because some other 
person got paid earlier and, as things were short in the 
shops their wives wanted the money to get those things 
before somebody else got them. That factor, we hope, 
will disappear but the fact remains that, compared with 
pre-war, an additional operation has to be performed 
which cannot be done the week before and, in fact, the 
operation cannot be commenced until the wages have been 
calculated. This operation if performed by skilled junior 
staff or, at any rate, by staff used to the work, does tend 
to add perhaps half a day to the making up of the wages 
and is of considerable embarrassment to the employer. 

2390. Have you any idea in terms of the labour involved 
in this work, what it amounts to, per employee? — There 
have been various estimates made and time studies have 
been taken. The lowest ascertainment that I know of 
personally, embracing the whole ascertainment of tax, 
amounts to approximately one minute per employee per 
week. The average will be much higher than that but 
there cannot be many cases where it is lower . — Sir Richard 
Snedden : We did get out figures, but again they are based 
on a comparatively small sample, showing a cost of about 
4s. a year where you had a large firm with a mechanised 
system, and 10s. a year where you had not, per employee. 

2391. Thank you. In paragraph 27 of your paper you 
begin to deal with various alternative schemes which you 
have had under consideration. I do not think I need ask 
you anything about that. In your view nothing has been 
brought to your attention by way of alternative schemes 
which seem to you as satisfactory as the present P.A.Y.E. 
system? — That is so. 

2392. Then you deal with the special proposals which 
have been made very public about the possibility of 
linking the income tax and the social security systems. 
I suppose one of the difficulties is that it depends what 
particular scheme you are going to consider from that 
point of view, because they take different forms?— Yes, 
we know of three main ones. 

2393. If you are going to have a flat rate it very much 
matters what the flat rate is going to be? — Yes, certainly 

that of course is true. 



2394. I pass to your criticisms of that kind of proposal. 
In paragraph 35 you put your point : 

“While the adoption of a flat rate of fax might re- 
move some of the discouraging effect of the present 
progressive rates of taxation, the imposition of tax at a 
high rate on all earnings would be likely to have serious 
repercussions.” 

If therefore one is to regard such a scheme as a practic- 
able one, you must think in terms of a relatively low rate. 
Then you deal with one proposal which has thrown up 
a rate of 6s. 8d. in the £ as a flat rate, and I think your 
view is that is quite impracticable? — Yes. The only low 
rate scheme was the one we referred to in paragraph 36 
which gets down to 3s., but there the scheme does not 
apply to certain persons, single persons would not receive 
any weekly allowance. Our main objection to the scheme 
is, as you have said, this idea of taxing all earnings be- 
cause naturally one is attracted by any scheme which 
throws out some hope of simplification. That is why we 
have examined the schemes, but the trouble with all of 
them is, I think, they ignore what one might call the flesh 
and blood aspect. It is all very well to say you take away 
with one hand and you give with the other, but I do not 
think the average man regards the schemes in that way 
at all. He will feel under a grievance (when I say 
average man, I mean average wage earner, man or woman) 
he regards the money he has earned as his own money 
and if it is taken away in taxation he regards himself as 
being taxed much more highly than before. Then you 
■hand him back some form of allowance or benefit. We 
certainly would not want that to be done through the 
employer. We do not want the employers to be a paying 
agency for what you might call national benefits, but 
once you start this theory, it seems to me, as we have said 
in paragraph 40, you divorce all idea of restrictions from 
the social services. You then get the idea that you have 
paid in something for taxation and the State, which in most 
people’s minds has nothing to do with them, it .is some- 
thing separate, the State is providing these benefits and 
you take away all restrictional contribution qualifica- 
tions. It would be very difficult to resist putting up the 
benefits even though the Exchequer could not bear it, and 
it seems to me under this system while having a few 
attractive simplifications at the outset, it means that you 
are taking the brakes off. That is our objection to every 
scheme. The objections vary in strength according to the 
scheme and the objections have been adjusted as the result 
of public discussion, but we still object to them. 

2395. I think you say in paragraph 40 that the question 
whether you should remove the right to benefit from the 
payment of contributions for social services involves a 
major question of principle. — Certainly. 

2396. Your view is that it is a bad principle to allow 
it to be done? — Yes. 

2397. Of course, as you say the 6s. 8d. flat rate, to 
which I was referring, is in the view of the proposer of 
such a scheme to be mitigated by these cash allowances 
which are to be paid out?— Yes. 

2398. And in your view that would not psychologically 
make much difference?— No difference at all. 

2399. Then you deal with further points and difficulties 
in paragraphs 37 and 38. At paragraph 41 you have 
another point, that is, it would be difficult under any such 
scheme to provide the machinery for dealing with small 
income tax allowances that are of importance to the 
workman in respect of his liability. — If you bring that in 
you are adding to the complications that the scheme was 
directed to get rid of. 

2400. If you leave out any such allowances you would 
have a very difficult position in your view? — Yes, you 
would get grievances. 

2401. In paragraph 46, you have something about 
employees who go abroad which I should be grateful if 
you would explain— I will ask Mr. Honey to speak about 
this. It is primarily in the engineering and civil engineer- 
ing industry. 

2402. Let me get what is involved. Engineers and civil 
engineering people might have to go to very bad climates 
in the service of their firm, they remain perhaps up to 
two years and though remaining abroad they are liable 
to be .taxed at British income tax rates. — Mr. Honey : Yes 
They have to be paid highly to go to what would be an 
unattractive job and the fact that they are subject to 
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British income tax means that the .gross inducement has 
to be very big indeed. It is I understand a big difficulty 
in .getting people to take on overseas contracts. 

2403. I follow the difficulty. You are not suggesting 
there should be an amendment of the system of law which 
makes them liable to British income tax for what may be 
up to 24 months after going. You want a special conces- 
sion for foreign conditions? — We thought that would be 
a simpler solution rather than a major amendment of the 
law. 

2404. Would it not be administratively rather difficult 
to get a scheme out? People are going to various parts of 
the world on all sorts of kinds of jobs, some quite short 
Something is to be allowed off by way of expenses be- 
cause they are going to an unpleasant part of the world. 
I am only asking for your view. It sounds a difficult 
thing to press as a rule? — We do appreciate the difficulty 
but if the man stayed three or four years the position is 
different, 



1LCXCUL. 

2405. Indeed, then he is outside the scope of the tax? 

— Mr. Young : I think we did tend to suggest that the 
Inland Revenue might consider the possibility that all 
earnings abroad should be treated as earnings abroad. — 
Mr. Amphlett: This is not only a question of keeping 
down the cost to the employer of sending his workers 
abroad, but it is a very important question in obtaining 
contracts for doing work abroad, which is a national 
matter, and I think that is the important angle. It is so 
important that it might be even worth while amending 
the law because of its effect on our export business 
especially as we are having to deliver more and more 
capital plant and practically all capital plant involves send- 
ing out workmen to do the erection. 

2406. Chairman : Thank you. I think those are all the 
questions I wanted to ask. Now my colleagues will put 
some questions. 

2407. Mr. Woodcock : Just one or two questions. You 
do not deal in this paper with .any of the larger questions 
such as replacement cost. I suppose you are leaving that 
to the Federation of British Industries? Sir Richard 
Snedden : That is right outside our scope. 

2408. You deal, as you say, in paragraph 2 with the 
labour questions as you call them arising out ol the 
relationship between employers and employees?— Yes. 

2409. Your tables show how taxation has increased 
and how Government expenditure has increased and so 
on and you make it a complaint that there is so much 
taxation and so much Government expendi^ 

if you assume the Government needs this ex^ndhure 
have you any suggestions as to how you ^ adjust 
those percentages you set out in paragraph 3 . 
think so. We are merely setting out the facts “re. AU 
of us have our own private ideas of where economy 

SuS be effected, but I do beSed 

to say how we think the expenditure should be reduced 
or how the proportions should be. reduced. We con 
sider that there is a pretty heavy rate of tax*' JgnMJ 
and that in itself has a pretty serious deterrent effect on 
industry. . . + „ 

, 2410. You know that the ^issio" wiffi 

make .recommendations on tne wnoie 
securing the same yield of taxation. Y . 

2411 If we take that limitation upon us, mat is, it 
„e are to assume the rate at Government »P»*tme 

t srs 

Sage? & P^agSph 3 Would £» 
portion of indirect Spared to 

answer that question Y Government expendi- 

SSVKSS proportions. I am sorry. 

You raised the point. I did not 

write the memorandum. Confederation has 

2413. Chairman: I su PP“ e , y Matter and therefore 
not considered that aspect of the matter 

you cannot speak t° r ^ was a point yo u made 

2414. Mr. Woodcock. There wi taxable 

in paragraph 45, about deduct t £ ^ anomaly where 
SL“r£fSive oori aliowances and oft* 



workers do not. Are you asking for uniformity all round 
in these allowances? — We are never very sure about that. 
Sometimes when we suggest that to individual members, 
I kuow it happens in one of the industries with which 
I am conneoted, some of our people say, " We are better 
off with the local inspector”. That is quite a common 
practice. On this question of office workers, it happens 
for example in the cotton and jute industries where there 
are no allowances for certain clerical work where overalls 
are used but there are allowances for manual workers 
who use overalls. I expect Mr. Woodcock knows a great 
deal more about this in practice than I do. 

2415. I was wondering about it, I think your paragraph 
is based on a misapprehension. You say: 

“ It is felt that there should be a review of the posi- 
tion by the Inland Revenue with a view to establishing 
a uniform policy.” 

but the law is of course that you can only claim as an 
expense that which is wholly, necessarily and exclusively 
incurred. A clerical worker in incurring an expense of 
that kind has a claim anyhow, but are you suggesting 
there should be an automatic allowance for all workers? 
— No. 



-INO. 

2416. Then you really do not want any alteration in 
the present position where they make claims for the actual 
expense incurred in earning a salary? — 1 think our sugges- 
tion here is that there are different practices in different 
parts of the country. 

2417. Is that so?— We are told it is so. 

2418. You know, that as far as manual workers are 
concerned, it is done mostly on negotiation with the trade 
unions. There is uniformity in that field, a smoothing 
out They do not examine each individual case. If you 
are an engineer you claim the allowance given to 
engineers. You think that is not working uniformly in 
the country?— I think it is working on the whole well, 
but there are exceptions. 

2419- You do not want an alteration in the law?— No. 

2420. Miss Sutherland: One very small point on para- 
graph 19 of your memorandum. You say: 

“ Another effect of present taxation is to narrow the 
differentials between skilled and unskiU^ worken This 
factor does not yet appear to have had any 
effect in limiting the supply of persons willing to under 
take the training necessary for skilled work. 

That is vour experience?— I think that is true, yes, that 
k eenerallv true You will get any amount of exceptions 
LufSi on “‘those 8®«alisa.ion S thaU^toi, »P£ 

whether at this stage at any rate it is generally true 
•M?i Mrs Anstey: May I ask one question on the 

2421. Mrs. Ans y sent to your members. 

questionnaire which you more information ; was it 

Perhaps I o pinion as to the effect 

a general question asking r much 

01 “‘jTt.S ‘m” the questions put out by this 
more detailed?— They TO V ^ sjying that7 _ lfr . 

s*r.n so far asdic, related £ the *ope 
qL^n" S r £ ae,^ which do no. fall within cot 

province at all. disincentive, when talking about 

2422. In relation to disincemi , { said you had 

overtime and dismcenti , your members that 

KKafl SK3ST® 

question?— Mr. Young: 

The question we put ^ examples of undesirable 

“Can yon E‘V= “YJ ^ect taxation.” 
effects of high actual evidence 

2424. I wondered if opinion?— Some industries 

about cases or was h a | , x perience. some said it was 
said that was their {m t there were excepuons 

not their general «penc" n is very difficult to prove 
with young unrnat™“ m ■ with >ny experience of 
anything on this but n”? taxation does have some 
industry knows this heavy 
disincentive effect. 
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2425. Mr. Crick : Perhaps the most important para- 
graph in your whole paper, from an information point of 
view, is No. 15, where you make this categorical assertion 
which has already been mentioned ; that assertion relates 
to work people, by which I take it is meant wage earners. 
When you summarise your findings in paragraph 50, you 
say: 

“ The present high level of income tax results in a 

significant discouragement of effort.” 

Is that very general statement to be read as implying that 
you feel there is a disincentive effect in sectors other than 
the wage earning sector, for instance, in the technical 
or the managerial staff? — Sir Richard Snedden: There 
is not the slightest doubt about that I should say. There 
is a disincentive effect right through, but the higher the 
tax, there are limits to this, but the higher the tax the 
greater the disincentive effect. 

2426. Would you say there is a strong disincentive effect 
at the suntax level? — Certainly, we are rather getting away 
from the people we represent. In industrial negotiations 
we have not got many at the surtax level, but I think we 
might stray a little from that and say certainly surtax 
has a deterrent effect on the higher executive. 

2427. At the wage earning level it takes the well-known 
forms which you mention in your paper. What particular 
form would you say it took at the level we are speaking 
about now? — Reluctance to take on extra work, reluctance 
to advance to higher responsibilities. A good deal 
depends on one’s own domestic circumstances. The 
married man has probably a spur to go on even for com- 
paratively little benefit, but I think in the case of others 
there is not anything like the spur — Mr. Amphlett: May 
1 add a word on that? I think when you are dealing 
with the effect on executives of high taxation, it is a 
mistake always to relate it to terms of work on the part 
of the higher executive. Work is only one part of our 
job. Perhaps the most important part of our job for the 
future of this country is the change in direction of our 
work and I think these high tax levels tend to deter a man 
from branching out into a new field of development and 
it is on new fields of development that the industrial 
strength of our country depends. I hope I have made a 
distinction between work and the type of effort he puts in. 

2428. Would you say there is any obstruction imposed 
by tax factors upon transfers out of one group of occupa- 
tions to another, for instance, from the wage earning 
level to the managerial level?— Sir Richard Snedden : The 
first stage is from the chargehand on the shop floor to 
foreman and I should think the level of taxation has an 
effect on that and would deter some men from accepting 
the foremanship job. 

2429. Beyond that? — No. once a man has gone on to 
the staff, that is he has accepted a job as foreman, I 
doubt whether the present tax level would affect his 
accepting higher promotion unless he reaches a fairly high 
level in the executive. 

2430. There is one question I should like to put ; a 
difficult psychological question, hut it has been touched 
on particularly in some remarks that Mr. Young made. I 
suppose the perfect tax system would have, among other 
qualities, the quality of simplicity, that is to say it would 
be very easy for a man to work out his own liability, 
and at the same time the quality of equity— a palpable 
paradox. I gather from what Mr. Young said that if 
he had to choose between the two qualities, recognising 
that maximum simplicity and maximum equity are together 
unattainable, then he would choose equity in preference 
to simplicity? — Mr. Amphlett: May I add to that one 
qualification, that the equity would have to be apparent 
to the worker. You have that limitation. 

2431. Yes. Would you say from your experience of 
the psychology of tjie wage earner that would be his 
preference?— Yes, I think it would. As long as he under- 
stands he is being fairly treated he is not much worried 
about the complications the employers might be involved 
in or the income tax authorities— Mr. Young: I would 
agree with that. 

2432. Mr. Carrington : I want to follow up the answer 
to one of the questions put by Mr. Crick, that is in regard 
to the deterrent effect of surtax. Do I gather your evi- 
dence is to this effect, that whereas surtax does not deter 



a man from accepting promotion within his own organisa- 
tion or his own field of activity, it is known from 
experience, that it is a deterrent in branching out into a 
new field of activity. Is that a fair summary of that 
point? — Mr. Amphlett: As it was I who made that state- 
ment, I will reply. We are not giving formal evidence 
on this question. Sir Richard agreed to extend our repre- 
sentation by commenting on the point when it was raised. 
Subjeot to that, then you have correctly interpreted what 
I said — Sir Richard Snedden : I would personally go much 
further, subject to the fact that we are not giving written 
evidence on this, we are only giving our experience. I 
think there is a deterrent effect from surtax whether within 
or without the same organisation. There is no doubt 
about the deterrent effect outside, but I do know cases 
in my own experience where first rate men have hesitated, 
and in two cases I know they refused to take on substan- 
tial extra work for that reason. At least, that is the .reason 
they gave. I do not know what the real answer is. It is 
the same story again. You can never really tie this down, 
only get a general impression, but leaving aside surtax and 
coming back to income tax alone, it is certainly true in my 
experience that what you might call foremen or petty 
officers, men who might .make good foremen or petty 
officers, I use the phrase because I am in shipping myself, 
have hesitated and quite often refused to take on these 
n.c.o.’s jobs because they feel they are as well off without 
it and they do not have the responsibility. 

2433. In other words there is more than one motive 
involved? — Certainly. 

2434. Just one point of detail in regard to what is stated 
in paragraph 46, this problem of the employee who is 
required to work abroad for a period. Have you in mind 
an allowance which compensates the man for the addi- 
tional cost of living in some unpleasant place or which 
compensates him for the discomfort. In other words, are 
you seeking an allowance for some additional expenditure 
which he has to incur or for what you would regard as 
true remuneration, viz. compensation for effort and dis- 
comfort. — Mr. Young: I think the position is that the 
Confederation has felt it was its duty to point this diffi- 
culty out to the Commission and to suggest to the Com- 
mission that they should suggest some way out. 

2435. The reason I ask the question is .that I have come 
across the very same point in practice in my own work 
and I was wondering whether you could help towards a 
solution of the problem? — Unfortunately with most solu- 
tions in income .tax which can be found to the immediate 
problem the Inland Revenue immediately find there will 
be nine cases where this solution can be used to give 
an allowance which is not justified. 

2436. In other words you have not arrived at the stage 
of putting a concrete proposal forward to deal with this 
problem? — That is so. 

2437. Sir Geoffrey Hey worth: In talking about the 
operation of P.A.Y.E. in paragraph 22 and again when 
considering some form of consolidation of social service 
payments with the income .tax, paragraph 42, you come 
to this point, that it is undesirable in principle that the 
employer should have knowledge of the family circum- 
stances of his employees. If that is to be accepted 
absolutely it seems to me that bars the way to a big field 
of possible simplification. I would just ask you this. A 
number of concerns have pension schemes. You cannot 
operate a pension scheme without some knowledge of the 
family circumstances of the people who are concerned. 
In those cases you get information about family circum- 
stances? — Sir Richard Snedden : It depends I think a good 
deal on the pension scheme. The number of employees 
under pension schemes as opposed to the State scheme is a 
comparatively small percentage, though very large in 
certain industries including my own. It does not follow 
if you have a pension scheme that you have real informa- 
tion about the family circumstances. I know one that 
covers about 35,000 employees where there is no informa- 
tion at all ; there is no widow’s pension or children’s 
allowances in that case. 

2438. Where there is a widow’s pension and children’s 
allowances it does involve some knowledge? — Yes. 

2439. And it has not prevented pension schemes of that 
sort operating or impaired good industrial relations? — That 
is so. Mr. Amphlett : I think it is a fact that for income 
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tax purposes you would have to have a more detailed 
knowledge of the person’s circumstances. 

2440. I am coming to that. The next point is that there 
have been family allowance schemes worked by individual 
industrial companies from time to time. I mention one in 
particular, Pilkingtons of St. Helens. They had a scheme 
which operated for many years and that involved a 
tremendous amount of disclosure. Presumably, since the 
scheme continued, the advantages of the scheme out- 
weighed any interference with the lives of the people? — 
Sir Richard Snedden: This raises the whole question of 
f amil y allowances which I think started as a scheme on the 
Continent, particularly in France. I am not sure that we 
are stating an official view but I think it is a general 
view,.! look to Mr. Honey to stop me if I am wrong, 

I think the employers as a whole are against family allow- 
ances; I am not certain but I rather think the T.U.C. 
probably takes the same view because our view is a man 
ought to be paid for his work and not for his domestic 
circumstances. 

2441. I was making the point that family allowance 
schemes had been operated in this country and it did 
involve disclosure of personal family details. You have 
mentioned that on the Continent these schemes exist. In 
Switzerland the whole of the family allowances are paid, 
as I understand, by the employer. All an employee does 
when a child is born, is to get a certificate and hand it 
into the pay office of the company which employs him and 
they automatically pay out the allowances. That is the 
simple system, yet I think probably you would agree 
industrial relations in Switzerland are of a high order? — 
Mr. Amphlett : May I comment on that. I suggest it is 
a mistake .to assume that because a system works in 
Switzerland it is therefore desirable to operate it in this 
country and it is also a mistake to assume that because 
a particular firm is able to operate in this country a scheme 
of family allowances, it is suitable for general application 
in industry. The relationship between employer and work 
people varies enormously as between one firm and another. 

2442. The only point I wish to make is this. I wondered 
if this generalisation that we must not consider these 
things because they interfere with the life of the people 
has in fact received detailed study, or whether it is a 
generalisation which happens to fit the idea “I do not 
think .that that business is worth going into ”. It does 
seem to me, because of the instances I have given, that 
in certain circumstances when everybody agrees a thing 
is desirable (and that of course would mean the employee 
as well as the employer) disclosure can be accepted. One 
must not shut it out and say there is a sacrosanct prin- 
ciple that nobody should know anything about .the life of 
anybody else and therefore we cannot alter it ? — Sir 
Richard Snedden: We cannot say it is sacrosanct but it 
is a very strong view that is held. Not only in this matter 
but we have had many questions put to us by Government 
departments which would involve disclosure of family 



circumstances .and that is never received well, but there 
are exceptional cases. 

2443. Mr. Greenwood: Only a small point. Mr. 
Carrington really raised .the point I was going to. In the 
case of an engineer going abroad for a year or a year 
and a half to build a bridge or something like that, 
presumably all the cost of his living abroad would be 
paid for as an expense if you sent him out to do a job? — 
Mr. Amphlett: Normally he does have expenses as well 
as his salary, that is true. 

2444. And I imagine he would not be out of pocket at 
that end anyway, or he should not be? — He should not be. 

2445. But what does happen is, he still has to pay his 
taxation on his remuneration from the firm? — That is 
right 

2446. Mr. Bullock: Coming back to that same point 
again, I take it your complaint about the difficulty in 
regard to people who are working abroad is on the 
question of tim e rather than of merit. Assuming for the 
sake of argument that a man leaves Britain on the 5th 
April and he stays there until the following 5th April he 
gets away with it. He can leave Britain on the 7th 
April and come back within a few days of two years and 
he gets no relief at all. That is your complaint?— Mr. 
Young : Exactly. 

2447. It is on time rather than on merit? — We think it 
is merit as well. 

2448. My other question concerns the point that was 
raised by Mr. Amphlett on the question of allowance for 
wear and tear. What you are really saying is that in the 
same industry, take one or two that I know such as 
quarries or bricks, in one .part of England there can be 
allowances for wear and tear on boots and clothing and 
in another part of England they may be half and there is 
a sense of inequality? — Mr. Amphlett: Yes, that is one 
point but I do not want the Commission to be misled 
into assuming that is the only one. Reference has been 
made to the authorities allowing the cost of overalls as 
a charge against income when overalls are worn by work 
people in, say, a cotton mill or jute mill but they have 
refused to allow the same cost for the same type of overall 
to a man on the staff who also has to work in the mill. 
That is the other point, in other words, different categories 
of employees are treated in different ways. 

2449. I think you will agree that the human factor 
comes into, this, just as you find differences in other classes 
of individuals so you will find mean, or just or generous 
people in the employment of the Inland Revenue ? — Sir 
Richard Snedden : We make no comment on that. 

Chairman: The Commission are very grateful to you 
and your colleagues both for your helpful paper and your 
helpful evidence. Is there anything arising out of the 
questions we have put to you that you would like to 
enlarge upon before we say goodbye? — I do not think so. 

Chairman : Thank you very much. 



The witnesses withdrew. 



Mr. J. H. Keeling and Mr. G. P. S. Macpherson, O.B.E., accompanied by Mr. F. B. Proctor and 
Mr. J. W. Margetts, on behalf of the Issuing Houses Association; called and examined. 



MEMORANDUM SUBMITTED BY THE ISSUING HOUSES ASSOCIATION 



INTRODUCTION 

1. This memorandum makes submissions under Section 
A of the “ Heads of Evidence ” notified by the Commis- 
sion. In preparing these submissions, the Issuing Houses 
Association has endeavoured to confine its remarks to 
those principles and practices in the present system of 
taxation to which the critical attention of its members is 
constantly being drawn in the day-to-day practice of their 
business. The members of the Association feel, from long 
experience in the raising of finance for industry .that these 
particular principles and .practices are proving detrimental 
to the economic welfare of the nation. 

2. In general, evidence is provided by experience of — 

(a) the causes obliging businesses to raise fresh 

capital, 



(b) the frequency with which established and profit- 
able businesses are obliged to turn to the Issuing Houses 
for finance, 

(c) the difficulties experienced by the Issuing Houses 
in satisfying the requirements of their clients with due 
regard to the principles of sound finance and the main- 
tenance of a proper balance of capital structure. 

3. The submissions made all relate to Heading 3 of 
Section A of the “ Heads of Evidence ”, namely, “ Is the 
present treatment of companies for taxation purposes satis- 
factory, or should it be altered?” 

4. If the Commission should so request, the Issuing 
Houses Association will be pleased to nominate members 
to present oral evidence on the submissions made in this 
memorandum and to provide specific cases. 
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PROFITS TAX 

5. Profits Tax is a heavy burden imposed specifically 
upon industry which adds markedly .to the difficulties of 
providing capital requirements on a sound basis. 

6. This tax varies in its incidence on individual com- 
panies according to their capital structure and tends to 
influence companies to obtain by the issue of loan capital 
rather than of share capital the finance required to provide 
for development and to meet higher prices. It introduces 
a distorting and what would otherwise be an irrelevant 
element into deliberations on the form of capitalisation 
best suited to a company’s future stability and develop- 
ment. 

7. Under existing Profits Tax regulations interest on 
Debentures, Notes and Loans is allowed as a charge before 
arriving at taxable profits, but Preference dividends' are 
not. Thus with Profits Tax at the current rates, the cost 
of a Preference dividend of 5 per cent, is raised by 55 
per cent, to 7.778 per cent, and of a 6 per cent, dividend to 
9.333 per cent. This has trwo effects : 

(a) Companies are influenced to seek new capital by 
way of Notes, Unsecured Loans and Debentures rather 
than by the issue of Preference shares, whereas the latter 
•may be the more prudent method of finance. 

(b) Companies which in the past have raised finance 
by the often more prudent method of issuing Preference 
capital rather than Loan capital are seriously penalised 
as the effective cost of dividends on such Preference 
capital is far higher than was contemplated under the 
terms of issue. 

Smaller companies, whose Preference capital often 
carries high dividend rates, tend to suffer more than the 
larger companies. 

8. Profits Tax is also clearly a deterrent to the issue of 
Ordinary capital as opposed to the raising of Loan capital 
when, as now, the combined rate of Profits Tax and 
Income Tax on a company’s profits may be as much as 
13s. 3d. in the pound. There are comparatively few com- 
panies which are uninfluenced by .the difficulty of main- 
taining a rate of dividend on increased capital in addition 
to making sufficient reserves for replacing fixed assets and 
stocks when, so little is left out of each £1 profit. 

9. The discriminatory .and inequitable effect of Profits 
Tax, where Preference dividends are not allowed as a 
charge, is clearly shown in the following example. 

If there were no Profits Tax, a company with equal 
amounts of 5 per cent. Preference and Ordinary Capital 
and earning just enough profit to pay 5 .per cent, on the 



Ordinary Capital could divide each £1 of profit as 
follows : — 

s. d. 


Income Tax ... 


9 6 


Net Preference 


5 3 (i.e. 10s. less income tax 


dividend. 


at 9s. 6d.). 


Net Ordinary 


5 3 (i.e. 10s. less income tax 


dividend. 


at 9s. 6d.). 

20 0 


With Profits Tax at 50 per cent, the corresponding figures 
are as follows : — 

s. d. 


Income Tax and 
Profits Tax. 


13 3 


Net Preference 


5 3 (i.e. less income tax at 


dividend. 


9s. 6d.). 


Net Ordinary 


1 6 (i.e. less income tax at 


dividend. 


9s. 6d.). 

20 0 



i.e., the effect of Profits Tax on the Preference dividend 
is to cut the Ordinary dividend to less than a third of 
what it would otherwise be. 

10. In practice, in their endeavour to maintain net 
profits companies will tend to offset the incidence of Pro- 
fits Tax by raising prices with a consequent inflationary 
effect. 

11. It is generally admitted that it is often sounder 
to obtain fresh capital for development by the issue of 
Ordinary shares rather than Debentures or Preference 



shares. The issue of Ordinary shares provides a cushion 
against the losses which trade fluctuations may bring and 
borrowing power is available against the time when finance 
must be obtained and Ordinary shares cannot be issued, 
The influence of Profits Tax therefore tends to the dis- 
tortion of the capital structure of a company and this 
is harmful and not in accordance with the soundest finan- 
cial principles. We therefore recommend : 

Submission I 

That Profits Tax as at present levied should be re- 
placed by other .taxation less conducive to unsound 
capitalisation ; and that if Profits Tax is not so replaced, 
the fixed element in dividend distributions on Prefer- 
ence Shares should be allowed as a charge against pro- 
fits when calculating the amount of Profits Tax or any 
other substituted tax payable. 

TAXATION OF WORKING CAPITAL 

12. The general proposition on which our submissions 
with regard to the taxation of working capital are based 
is that a continuing business cannot be said to have made 
a true economic profit unless its real capital has been 
maintained intact, and in particular that such business 
has made a true economic loss to the extent that any 
profit in terms of money is insufficient to cover any in- 
creased money cost over the same period involved in 
holding its normal physical volume of stock-in-trade. 

13. Accounting must necessarily be done in terms of 
money as the common denominator of the relative value 
of goods, and while the value of money in terms of 
goods is relatively stable accounting profits will fairly 
represent true economic profits. But accounting profits, 
based as they are upon historical cost in money, do not 
take into consideration the change of value of that com- 
mon denominator relative to the general value of goods; 
if the value of money depreciates fairly rapidly, as it has 
done during .the past 12 years in this country, a 
business may show large accounting profits but be quite 
unable to replace its initial stock of goods even though 
no profits have been distributed to the owners. During 
these last 12 years the Second World War and its after- 
math together with the devaluations which have occurred 
in our currency have introduced special features into this 
problem which, however, have not been recognised by 
those responsible for the incidence of taxation. 

14. The true position is easily seen if a 100 per cent, 
tax on profits is assumed to be universal. The present 
system of stock-in-trade valuation for taxation purposes 
would then, in a period of steadily rising prices, result 
in the confiscation every year not only of all profits on 
transactions, but also of any excess of the valuation of 
the closing stock over that of the opening stock. If all 
prices doubled during such a period businesses would lose 
half tlje working capital in the form of stock-in-trade 
with which they began : if the process were continued, 
business would soon cease to function, for what purported 
to be no more than a tax on profits would in fact tax 
away almost the entire working capital of the country’s 
business community. 

15. While the value of money remained relatively stable 
or depreciated only very gradually and the rate of taxa- 
tion was low, the effect of taxing company profits without 
reference to the value of money were inconsiderable; 
with company taxation at its present levels and the in- 
flation of prices, we submit that in the interests of the 
economic wellbeing of the country the existing situation 
cannot be allowed to continue. It has already caused 
serious difficulties in the financing of industry and trade 
during the last 12 years of rising prices. 

16. The true nature of “ inventory profits ” is generally 
recognised by the managements of companies of any size 
and importance and it is recognised as sound finance to 
create inventory reserves against the additional costs of 
holding stock-in-trade. We submit that this practice 
should now be given formal recognition in the taxation 
laws of the country by allowing such inventory reserves 
as a charge for Income Tax purposes. 

17. Though the working out of the system in practice 
is bound to present some difficulties, rather than that some 
•measure of relief should not be given it would be prefer- 
able in the economic interests of the nation that the raising 
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Inventory Reserves should be permitted on some 
approximate but easily calculated basis. We therefore 
submit : 



Submission II 

That in the calculation of profits according to the 
rules of Schedule D, Cases I and II, the option should 
be given to businesses of raising an Inventory Reserve 
by a charge against profits before tax. 



TAXATION OF FIXED CAPITAL 

18. The maintenance intact of the fixed real capital of 
a business such as that embodied in buildings and plant 
and machinery requires that sufficient funds should be 
set aside out of profits over the life of such fixed capital 
to replace it when it wears out or becomes obsolete. 

19. In a period of stable price levels, or over a period in 
which the price level fluctuates above and below a stable 
mean, this requirement is satisfied if the money cost of 
each fixed asset is set aside as a charge against profits over 
its effective working life. 

20. Over a long period in which there is a movement 
of prices in one direction only, however, the aggregation 
of allowances for depreciation based only on the original 
costs of .fixed assets fails to provide funds for the replace- 
ment of the asset. When taxation is as high as it is now, 
taxed profits are only too frequently insufficient to make 
good the deficiency and recourse must be had to outside 
finance. 

21. Accepted accountancy practice applies the historical 
cost of an asset over its working life ; it does not take into 
consideration altered values in terms of goods of the unit 
of money in which the accounting is made. Where the 
money unit of account depreciates in terms of goods, 
allowances beyond depreciation charges based upon the 
historical cost are needed to replace assets. If taxes are 
levied on an accounting profit arrived at before making 



such allowances they will be taxes which will often reduce 
the real capital employed. 

22. The dangers in this respect are greatly intensified 
when the level of taxation on companies is as great as it 
is at present, and when taxation at such levels has been 
in force for more than a decade of rising prices. The 
practical results are evidenced by the difficulties experi- 
enced by companies, big and small, all over the country 
in financing their businesses from internal sources, despite 
what appear to be record gross profit levels. 

23. Certain European countries which have experienced 
an even more rapid decline in the value of money than 
in the United Kingdom have recognised the dangerous 
consequences of basing .taxation on profits arrived at by 
accepted accounting .principles on the historical cost basis 
in terms of depreciated units of currency and their taxa- 
tion codes now establish in various ways provisions for 
charges against such profits which have helped to alleviate 
the position. 

24. The conditions resulting from the depreciation in 
the value of the pound and the extremely high rate of 
taxation demand that account should be taken of the 
replacement cost of fixed assets in determining the amount 
of depreciation to be allowed for taxation purposes. 
Provisions giving as close ian approximation as possible 
to the required result should be introduced into the taxa- 
tion system without delay. Even a partial or approxi- 
mate safeguard against taxation of the real oapital of 
industry in times of prolonged inflation is greatly prefer- 
able to no safeguard at all. A method of adjustment 
should not be turned down upon the grounds that it fails 
to achieve perfeot results in every case. We therefore 
make the following submission : 

Submission III 

That account should be taken of replacement cost 
in determining the amount of depreciation allowances 
for taxation purposes. 

6.6.1951. 



SUPPLEMENTARY MEMORANDUM SUBMITTED BY THE ISSUING HOUSES 
ASSOCIATION 

SPECIFIC CASES IN SUPPORT OF MEMORANDUM DATED JUNE 6th, 1951 



The following specific cases are submitted .to illustrate 
the arguments submitted by the Issuing Houses Associa- 
tion in their Memorandum dated June 6th, 1951, to the 
Royal Commission on the Taxation of Profits and 
Income : — 

1. Case “A” relates to the Associated British Picture 
Corporation Ltd., a public company, and is in support 
of Submission 1 of the Association’s memorandum in 
regard to Profits Tax. 

2. Case “B ” relates to Johnson, Matthey & Co. Ltd., 
a public company, and is in support of Submission 2 
of the Association’s memorandum dealing with the 
Taxation of Working Capital. 

3. Case “C” relates to a private company, “X”, 
which desires to remain anonymous, and is in support of 
Submissions 2 and 3 of the Association’s memorandum 
dealing with the Taxation of Working Capital and the 
Taxation of Fixed Capital. 



ASSOCIATED BRITISH PICTURE CORPORATION 
LTD. 

1. In February, 1946, the above Corporation had out- 
standing £2,955,883 4£ per cent. First Mortgage Debenture 
Stock. In a letter to the members dated 15th February, 
1 946, it was stated : — 

“Your Directors have had under consideration for 
some time .the question as to what steps could be taken 
to strengthen the financial structure of the Associated 
British Picture Corporation Group of Companies by the 
reduction of the very large amount of loan capital and 
the redemption of the Preference Capital and Income 
Certificates of the Corporation’s subsidiary company. 
Union Cinemas Limited. 

It is accordingly proposed that the Group should 
exercise at the earliest opportunity its right to redeem 



the following prior charges which it has the option to 
redeem on advantageous terms: — 

4\ Per Cent First Mortgage Debenture 

Stock — £ 

Associated British Picture Corporation 
Ltd.— £2,955,883 Stock Redeemable at 

103 per cent 3,044,560 

Redeemable 6 Per Cent £1 Preference 
Shares — 

Union Cinemas Limited — 

629,596 First Preference Shares 
(excluding Group Holdings) £ 
redeemable at 22s. per share 692,556 
619,099 Second Preference Shares 
(excluding Group Holdings) 
redeemable at 22s. per share 681,009 

1,373,565 

5 Per Cent Redeemable Income Certifi- 
cates — 

Union Cinemas Limited — £174,493 Certifi- 
cates (excluding Group Holdings) re- 
deemable at 102 per cent 177,983 



£4,596,108” 



2. The above prior charges were redeemed out of the 
proceeds of an issue of 4± per cent. Pre-Preference shares 
of £1 each. 

3. In their letter the Directors stated : — 

“The Directors are satisfied that, as a result of the 
issue, the finances of the Group will be placed on a 
much firmer basis and are of the opinion that the 
proposals now .put forward are in the interests of both 
classes of Stockholders.” 

4. At the time the above transaction was carried through 
the rate of Profits Tax (then National Defence Contribu- 
tion) was only 5 per cent, and was .payable at the same 
rate on distributed and undistributed profits. 
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5. Since 1st January, 1947, however, the rate of Profits 
tax on distributed profits has increased very substantially 
and the effective gross cost of the divident on the 4} per 
cent. Pre-Preference shares based on the rate of 17-1 per 
cent, net {equivalent to 33-J- per cent. Gross) for Profits 
Tax on distributed Profits proposed in the Finance Bill, 
1952, would be 6 per cent. 

6. Thus the Corporation has been heavily penalised 
as regards Profits tax as the result of the action taken in 
1946, which was taken solely for the purpose of strengthen- 
ing the Corporation’s financial position. 

7. The following remark was included in the Ohairman’s 
statement accompanying the Accounts of the Corporation 
for the year to 3 1st March, 1951: — 

“ I would point out that if the Group’s large Pre- 
Preference and Preference Capital took the form of 
Debentures, these additional charges would not arise. 
The present anomalous position in which interest on 
borrowed money is allowed as a charge for profits tax 
whereas fixed preference dividends are treated as dis- 
tributions, must tend to influence the financing of busi- 
nesses on fundamentally unsound lines by encouraging 
the use of borrowed money instead of fixed preference 
capital.” 



CASE B 

JOHNSON MATTHEY & COMPANY LIMITED 

1. The business of the Company is principally that of 
refiners of gold, silver and platinum ; it also manufactures 
articles from these metals. 

2. A comparison of the net assets of the Company at 
31st March, 1946, and at 31st Maroh, 1951, is as follows : — 



31st March 



Fixed Assets ... 



1946 



£ 

570,220 




Subsidiary Companies : 

Shares 

Indebtedness 

Trade Investments 

Stock ; 

Debtors and Bills Receivable 
Cash 



Deduct: 

Liabilities and Provisions 

Net Assets before deducting borrowed 
money 



Representing: — 
Shareholders Funds: 

Capital 

Reserves 



174,087 

364,346 

17,672 

3,216,310 

644,691 

145,024 


180,544 

1,075,219 

74,477 

3,056,794 

2,091,951 

249,759 


3,132,350 


8,408,952 


511,752 


1,805,011 


£2,620,598 


£6,603,941 


£ 


£ 


760,000 

770,847 


760,346 

2,490,223 



Reserve for future Tax 



145,000 540,000 

1,675,847 3,790,569 



Borrowed Money 



944,751 

£2,620,598 



2,813,372 

£6,603,941 



Since the date of the Balance Sheet the Company has 
made an issue of Ordinary shares to raise approximately 
£2,100,000 in order to improve .the liquid position and to 
finance a programme of modernisation and development. 

3. It will be noted that in the period of five years 
ended on 31st March, 1951, the book values of the net 
assets employed have increased by approximately 
£4,000,000 of which £1,840,000 represents the increase in 
the book value of the Stock. 



4. The Company’s officials have estimated that of the 
£1,840,000 increase in the book value of stocks an amount 
in excess of £1,350,000 represents the amount attributable 
to increased prices. Assuming an average rate of tax 
of 10s. in £ taxation of approximately £675,000 has been 



paid on this inflationary increase and this sum is included 
in the amounts borrowed by the Company at 31st March 

5. The following are extracts from information published 
by the Company — 

26th July, 1950 — Chairman’s Statement on Accounts 
to Slrf March, 1950 
" Taxation Impact 

If you refer to the consolidated profit and loss 
account, you will note that it has been thought well in 
this particular year to differentiate between the £615,999 
trading .profit of the parent company, and the amount 
of £813,734 arising out of the increased values of 
precious metal stocks of which £689,849 is solely on 
account of the increased prices of gold and silver 
directly due to the devaluation of sterling.” 

“ It is difficult to understand what justification can be 
found for treating this £689,849 as well as the apprecia- 
tion in value of metals of the platinum group as a 
taxable profit.” 

“The weights of .these working stocks of precious 
metals must be .preserved so long as the scale of our 
operations is maintained. The greater amount of sterling 
for whioh the same weights could be sold, as a conse- 
quence of sterling having diminished in buying-power 
puts no cash in the till of the Company. To tax 
increased value of working stocks of precious metals, 
on this score, is the exact equivalent of taxing the 
increase in value (the difference between present cost 
of replacement and the original cost) of every bit of 
plant and machinery in every factory in the country.” 

"A Policy of Abstinence 

“ If your company were not financially strong— and 
the fact that it is strong is due to its having abstained 
from a full distribution of profits in the past— whence 
could it derive the cash with which to pay tax on the 
increase in sterling value of its working stocks? ” 

“ Only by selling a large .part of such stocks, reducing 
the scale of its operations, parting with many of its 
employees, rendering itself unable to make the same 
contributions to inland revenue as in the past and 
destroying its powers of continuing and increasing the 
great dollar-earning capacity to which so much thought 
and effort has been applied during recent years.” 

14tfi July, 1951 - — Circular letter to Ordinary Shareholders 
in connection with issue of Ordinary Shares to raise 
approximately £2,100,000 and increasing borrowing 
powers 

“The Directors have decided that further capital is 
now required to finance the Company's present pro- 
gramme of modernisation and development and also to 
improve the liquid 'position of the Company which has 
necessarily been affected by the high cost of maintaining 
adequate stocks of gold and silver, metals of the 
platinum .group, and base metals.” 

“ The taxation liabilities of the Company coupled with 
the increased cost of financing stocks of precious metals, 
base metals and other stores, have reduced the margin 
between the current liabilities and current assets of the 
Company. In this connection your attention is drawn 
to the statement by the Chairman accompanying the 
Report of the Directors for the year ended 31st March, 
1950, in which he stressed the particularly heavy in- 
cidence of taxation on the Company which is taxed not 
■only on its trading profits but also on the paper profits 
representing the consistently increasing value of its 
working stocks of precious metals.” 



CASE C 

X. COMPANY LIMITED 

1. The business of .the Company is the purchase of 
sheep and cattle in Australia and New Zealand and the 
sale of the constituent .parts, viz. Wool, Meat, Skins and 
Hides, Pelts, Tallow, Casings, etc. 

2. The .period under review is the three years to 31st 
August, 1951. 

3. The volume of business varied very little in each of 
the three years, it being slightly lower in 1951. 
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4. The stock held at each Balance Sheet date comprises 
livestock products, i.e. Wool, Meat, Skins and Hides, Pelts, 
Tallow, Casings, etc. {see 1 above). The amounts were 
remarkably constant as at 31st August, 1948, 1949 and 
1950, but at 31st August, 1951, owing to a dock strike, 
the quantities in stock were substantially higher. 

5. The quantities of works stores (comprising in the 
main Stockinette and Hessian) increased by around 15 
per cent, over the period under review. The stocks of 
stores were purposely increased to avoid breakdown of 
operations owing to difficulties in obtaining stores and 
delivering them to the works. 

6. The following Statements are attached: — 

Statement I 

Summary of the Profit and Loss Accounts for the 
three years to 31st August, 1951 : 

(a) before redrafting, 
lb) after redrafting. 

Statement II 

Summary of the Balance Sheets of the Company at 
31st August in each of the years from 1948 to 
1951: 

(a) before redrafting, 

(b) after redrafting. 

Statement III 

Reconciliation of Fixed Assets. 

7. It will be noted from Statement I that no distributions 
have been made to the shareholders, the whole of the 
profits shown by the Profit and Loss Accounts having been 
retained in the business. In the two years to 31st August, 
1950, these profits totalled £1,294,000 before Depreciation 
and Taxation, out of which £301,000 was provided for 
Depreciation and £486,000 for Taxation, leaving £507,000 
to augment the oapital resources of the business. 

8. In spite of this. Statement II shows that over the 
two years to 31st August, 1950, the Company 'has had to 
increase its borrowings by no less than £1,194,000 from 
£2,029,000 at 31st August, 1948, to £3,223,000 at 31st 
August, 1950. 



9. The above position arises in the main because sub- 
stantially the same volume of stock ihas been valued at 
progressively higher prices each year and taxation has been 
paid on the amount by which the valuation of such stocks 
has been increased. 

10. In 1951, owing to a dock strike, the Company was 
unable to ship large quantities of its produots before 31st 
August and had a substantially increased quantity of stock 
at 31st August, 1951. 

11. The Company’s Accounts have been redrafted on 
the basis of the profit or loss after making appropriate 
provision for maintaining the physical capital intact. The 
revised Profit and Loss Accounts and Balance Sheets are 
set out in Statements I ( b ) and II (b) and the basis adopted 
in redrafting these Accounts is shown in the notes on 
Statement I. No adjustment has been made to creditors 
in respect of taxation at present provided for but which, 
on the basis of losses shown, would not have been exigible. 

12. It will be seen from the above statements that far 
from having made a profit over the three years under 
review, the Company would, after making provisions on 
the above basis to preserve its physical capital intact in 
so far as it is represented by Fixed Assets and Stocks, 
have incurred a loss estimated at some £2,250,000. This 
has operated to reduce the physical capital of the business 
and this capital has been further depleted by taxation levied 
on the profits shown by the Accounts. 

13. Had it not been for the fact that the Company was 
able to obtain additional finance from its Parent Company, 
the hold-up in deliveries at 31st August, 1951, might well 
have resulted in the financial collapse of the business. 
Although large profits were shown by the Accounts for 
the two years ended 31st August, 1950, the whole of which 
were retained in the business, the Company had to borrow 
increasingly large sums in order to maintain the same 
volume of business in 1951 as in 1949. 

It is clear that although the Company’s accounts have 
shown that profits have been earned in terms of money, 
it has in fact .incurred a loss in terms of its physical capital. 
In such circumstances it is contended that no taxation 
should have been payable since such taxation has been 
met only by further depleting the physical capital of the 
business. 

Statement I 



X COMPANY LIMITED 



Summary of Profit and Loss Accounts — 3 Years to 31st August, 1951 





(a) 

Before redrafting 


(6) 

After redrafting 




Years to 31st August 


Years to 31st August 




1949 


1950 


1951 


1949 


1950 


1951 




(expressed in £1, 


000) 


(expressed in £1,000) 




£ 


£ 


£ 


£ 






Profit before Depreciation and Taxation 


364 


930 


284 


364 


930 


284 


Deduct: 

Depreciation — 

(a) Based on historical cost (corresponding 
approximately to taxation allowances) 


139 


162 


148 


139 


162 


148 


( b ) Additional provision to provide for replace- 




_ 


_ 


278 


324 


296 


Stock adjustment 


— 


— 


— 


219 


774 






225 


768 


432 


272 


330 


1,652 


Deduct: Taxation 


125 


361 


— 


125 


361 


~~ 




100 


407 


432 


397 


691 


1,652 


Retained Profits or Losses brought forward 


647 


747 


1,154 


647 




441 


Retained Profits or Losses carried forward 


747 


1,154 


722 


250 


441 


2,093 



Notes. 

(1) The replacement cost of the Fixed Assets is estimated at around £7,000,000 compared with the book value of 

£2,128,000. For present purposes it is assumed that the Depreciation provision should be increased by at least 200 per cent, 
to provide funds for the replacement of the Fixed Assets. , , . _ . „. , . 

(2) The stocks of livestock products in Australia and New Zealand have been revalued at each Balance Sheet date 
subsequent to 31st August, 1948, at the stock value as at 31st August, 1948, in respect of quantities up to those held m stock 
at that date, and in respect of increased stocks, at the cost in the years when the increase first arose. As regards stores, it has 
been assumed that half of the increased value in years subsequent to 1948 is attributable to increased prices and half to 
increased quantities. It is thought that in fact more than half would be attributable to increased prices. 
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X COMPANY LIMITED 
Summary of Balance Sheets— 4 Years to 31st August, 1951 



Statement H 





( a. ) 

Before redrafting 




(6) 

After redrafting 




31st August 


31st August 


1948 


1949 


1950 


1951 


1948 


1949 


1950 


1951 






expressed in £1 ,000) 


(expressed in £1,000) 


Stock— 


£ 


£ 


£ 


£ 


£ 


£ 


£ 




As valued before redrafting 


2,130 


2,722 


3,362 


5,304 












At stock value at 31st March, 1948, or cost 


















in subsequent years where stock in excess 


















of 1948 level 


— 


— 


— 





2,130 


2,503 


2,369 




Debtors less Creditors 


91 


251 


168 


339 


91 


251 


168 




Fixed Assets less Depreciation ... 


1,387 


1,695 


1,933 


2,128 


1,387 


1,695 


1,933 


2,128 












3,426 


3,947 






Deduct: Provision for Replacement of Fixed 


















Assets 




— 


— 


— 


— 


278 


602 


898 


£ 


3,426 


4,166 


5,127 


7,771 


3,426 


3,669 


3,532 


4,956 


Financed as follows: 


















Share Capital 


750 


750 


750 


750 


750 


750 






Retained Profits 


647 


747 


1,154 


722 


647 


250 


441 


2,093 




1,397 


1,497 


1,904 


1,472 


1,397 


1,000 


309 


1,343 


Net Borrowing: 


















From Parent Company 


3,105 


3,157 


3,602 


5,245 


3,105 


3,157 






From Banks 


9 


61 


15 


1,483 


9 








Less: Cash and Marketable Securities 


1,085 


549 


394 


429 


1,085 


549 


394 


429 




2,029 


2,669 


3,223 


6,299 


2,029 


2,669 


3,223 


6,299 


£ 


3,426 


4,166 


5,127 


7,771 


3,426 


3,669 


3,532 


4,956 



X COMPANY LIMITED 
Reconciliation of Fixed Assets 





Years to 31st August 




1949 


1950 


1951 






(expressed in £1,000) 




Balance at beginning of year ... 


1,387 


1,695 


1,933 


Additions: 








(a) Replacements of existing works 








(£>) New Works 


105 


.34 


33 


Less: Depreciation 


1,834 

139 


2,095 

162 


2,276 

148 


Balance at end of year _£ 


1,695 


1,933 


2,128 



The replacement cost of the above Fixed Assets is estimated at around £7,000,000. 

EXAMINATION OF WITNESSES 



2450. Chairman : Mr. Macpherson and Mr. Keeling, 
we are grateful to you for the two memoranda you have 
sent us and for coming here today. We have studied 
what you have sent in and I have just one or two ques- 
tions. Would you mind telling me first of all, what does 
the Issuing Houses Association exactly represent? — Mr. 
Keeling : We represent all, I think I may say, of the issuing 
houses in the City of London and the one or two in the 
provinces and members of our Association have in each 
of the past two years been responsible for more .than £100 
millions of issues of capital. I would like to say my com- 
mittee is composed not of experts or economists. We 



are only business men who have had long experience in 
the issuing business and it is really in that capacity we 
have come rather than on any technical grounds. Mr: 
Macpherson has been the Chairman of my sub-committee 
which, has been studying this matter and is much better 
qualified than I to answer any questions. 

2451. We want .to get ail we can from you. The issuing 
house is concerned in the issue of capital to the public?— 
Yes, .that is right. 

2452. May I go through your memoranda and ask one 
or two questions to clear my mind. First of all, you deal 
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with the subject of profits tax. Am I right, your main 
criticism of it is that it has a distorting effect on the 
arrangement of the new capital which is concerned in 
the issue? — Mr. Macpherson: That is right. 

2453. The distortion being due, I think from what you 
say, to a distinction which the present system of tax draws 
between interest on debentures or notes or loans being 
deductible against profits for the purpose of the tax 
whereas the dividends on preference capital are not? — 
And ordinary capital. 

2454. And ordinary capital, yes. You have given us 
one case where the distinction on that fine has operated 
rather to thwart the obvious expectations of people who 
arranged a large preference issue, that is the Associated 
British Picture Corporation, the first case in your second 
document But have you come across a number of prac- 
tical cases where, when an issue of capital to the public 
is being made, the natural thing has been diverted by this 
consideration? — I think it is fair to say that the incidence 
of profits tax and the fact that it is unpredictable from year 
to year in rate is always an important, and sometimes an 
overriding factor in calculating an issue. May I put it 
this way. Take a smaller company whose shares can be 
issued at 10 per cenit. -to the public; that will cost the 
company under the present rate of profits tax nearly 15 
per cent. Perhaps they can issue a debenture on a 5£ or 
6 per cent, basis. There must in certain circumstances 
be a tendency to be attracted towards loan capital rather 
than what we might think fundamentally the sounder 
method of ordinary share capitalisation. 

2455. I follow that, but what inherently is your objeotion 
to the use of loan capital? Is it the rigidity it tends to 
lend to the capital structure? — Yes, Sir, and also .that 
when you have ordinary share capital some of that can 
be lost and the company can just carry on under the 
same auspices. If you have loan capital and suffer losses 
the whole control of the 'business may have to be changed. 

2456. If you cannot maintain your interest in a bad 
year you may find a receiver put in? — Yes, in such times 
as the textile companies have had in the last few months, 
the existence of loan capital rather than ordinary share 
capital may be very dangerous for the existence of the 
company. — Mr. Keeling: It has always been the habit of 
issuing houses to advise companies to issue preference 
shares keeping the debenture stock up their sleeves for 
difficult times. In the last few years everybody has shown 
good profits but where companies have elected to put 
out debenture stock they can, when they come on difficult 
times, find they have mortgaged their future because most 
debenture stocks are secured upon their assets. 

2457. If a company falls on bad times it has not the 
margin of power to issue further capital that will attract 
anybody. It has issued its prior charges in the form of 
debentures? — But it is very attractive to issue a debenture 
stock which you can issue at 5 per cent, as compared with 
issuing ordinary shares when the cost with profits tax even 
for larger companies may be nearly 15 per cent. 

2458. You have actually come across cases, have you, 
where against what would seem to be the natural arrange- 
ment of the issue, the capital has been raised in the form 
of debentures, notes or loans? — I have, many cases. In 
fact, I hardly remember an issue where this point has not 
come up for consideration. The boards of companies 
are responsible for the final decision. The issuing houses 
point out the pros, and cons. If one can avoid a debenture 
issue from the point of view of sound finance I am sure 
it is right; but it is very difficult to prove it on actual 
figures wiith taxation as it is. 

2459. If you allow a preference dividend against profits 
for the purposes of tax, you will throw an even heavier 
burden on the ordinary shareholder unless you reduce 
the tax? — I think that comes to the fundamental point, 
the taxation which industrial companies have to bear. It 
would seem to me to be illogical that a company which 
happens to have raised its capital in the past in preference 
shares has to bear a heavier burden than a company which 
less prudently issued debenture stock. But if the whole 
burden falls on the ordinary share capital one of the things 
we fear is that attracting capital over a period of ten or 
twenty years is going to become increasingly difficult. 

16366 



2460. I see you say in paragraph 10 : 

“In practice, in their endeavour to maintain net 
profits companies will tend to offset the incidence of 
profits tax by raising prices with a consequent 
inflationary effect.” 

Is that drawn from your experience or is it what you 
think is a reasonable deduction? — Mr. Macpherson: It 
was represented to the sub-committee by one of the mem- 
bers of the committee that that was so and it was thought 
it should be included in the evidence. 

2461. I am trying to separate off what you have actually 
come across in your experience from what you think is a 
reasonable argument. — It did not come into my experience 
but it was represented as coming within the experience 
of a member of the committee. Mr. Keeling: I think 
one can say in general practice any company must look 
to the net profit they are going to make and if it is 
possible on their turnover to make a profit that is suffi- 
cient to look after this point, I should have thought human 
nature and certainly industrial companies with which I 
am concerned would take that into consideration. 

2462. Then we get to your proposal in paragraphs 12 
to 17 about the taxation of working capital. You have 
given us an interesting example in your other document, 
that is the second case, the company, Johnson, Matthey & 
Co. Ltd., of this problem of inventory reserves. I wish 
you would make it clear to me what exactly you have got 
in mind in this proposal to allow inventory reserves? 
Are they to be for all purposes a charge against the 
profits of the year in which you make them? — Mr. 
Macpherson : Do you mean for taxation and other 
purposes? 

2463. Yes, that is what I meant first. — I think that 
was certainly our belief ; rather following the experience 
in the U.S.A. 

2464. You would then expeot a company, if this was 
to be the acceptable system for the purposes of assessing 
taxation, to carry out the same system in regard to the 
treatment of its profits in regard to its accounts for its 
shareholders? — Y es. 

2465. Would you regard it as a way of dealing with 
profits that it has made or a charge against the profits 
before they are made? — As a charge before they were 
made, and this should be clear in the accounts. 

2466. A charge against the profits of the year? — Yes. 

2467. What then is it to be a reserve against? You 
transfer the amount of money you want from the profits 
of the year to what you call an inventory 'reserve. What is 
it kept for, what do you do with it for the following years? 
— -As prices vary it would be employed ; that is to say, 
where prices of end stock as compared with opening stock 
fell there would be a withdrawal from that reserve accord- 
ing to the practice current, as I understand it, in the U.S.A. 
This is rather a technical side of accounting procedure. — 
Mr. Keeling : Might I add something. In the wool textile 
industry, inventory reserves have been created by almost 
all companies. With the very quick rise in the price of 
64 B Tops after devaluation from under 100 pence per lb. 
to 345 pence, it was impossible not to make profits on the 
rise in the value of stock apart from normal trading, and 
this led companies to set up one of these reserves against 
a subsequent fall in the value of the stock or losses result- 
ing from such a fall. Take the case of a Company which 
has set up a Reserve of £500,000. This comes out of 
taxed profits and really represents a million, but it is all the 
same in the long run from the point of view of the Inland 
Revenue, as the tax has to be paid eventually. If the 
company subsequently makes a loss, then the taxed reserve 
comes into its own but some years later. It would be 
much clearer from the point of view of studying accounts 
and easier from the point of view of issuing houses if the 
reserve against the stock could be made before the in- 
cidence of taxation. The tax is paid sooner or later ; it is 
a question when. 

2468. Is it a reserve against the fact that having bought 
stock in one year at what seemed very high prices, you 
may in later years find you cannot realise it at that price? 
— In the wool textile industry we went round the cycle. 
The price of 64 B Tops was 125 pence per lb. ; it went 
down below 100, rose to 345 and is now about 125. Quite 
clearly when you are carrying on an active business and 
an enormous fall like that takes place, there are a number 

C 
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of ways in which you can lose money. You can lose it if 
you are in an over-bought position, or you can lose it if 
your customers cannot stand up to their commitments. 
Worse still there are countries, such as Australia and Eire 
where they have brought in laws which prevent their 
nationals taking up the goods which they have bought. 
This shows the need for a stock reserve, though as far as 
possible companies charge such losses against current 
trading profits if these permit it, thus keeping their taxed 
reserves intact. 

2469. I do not want to harass any of you gentlemen 
with questions, I want just to clear my mind. Supposing 
in the following year then, after you had bought stock 
at a rising price, you do not expect, indeed you are not 
able to get rid of it at the same price or higher. Would 
you need your inventory reserve then?— I do not think 
one would use one’s inventory reserve except for fairly 
urgent requirements. It is a reserve against a very serious 
fall, but the price of wool is not similar to the price of 
other commodities and when you have a tremendous rise 
as has occurred with wool you are liable to get a 
tremendous fall such as has subsequently taken place. But 
as far as possible one would take one’s current loss against 
current trading profits on the way down. 

2470. I thought what you had in mind was a reserve 
which really represented the additional cost in the year of 
carrying the same volume of stock as you opened with. 
Is not that the conception? If that is so it does not matter 
the next year whether the price goes down or not? — Mr. 
Macpherson : That is the conception as we understand the 
principle to work. 

2471 I wanted to get at what you had in mind. You 
open the year with a certain volume of stock which has 
cost you whatever it has to acquire it. In the course of 
the year you get rid of it or part of it. If you get rid of 
it at higher prices you have a profit, but you have to 
carry on the business by getting more stock in and you 
have to pay a higher price. I thought in so far as you had 
to pay per unit a higher price for the new stock you made 
a reserve against it because you are trying to carry the 
same volume of stock at higher price?— Yes. 

2472. You carry forward the amount put to the reserve 
and you would use it in future years to write back into 
profits? Yes, on a reduction in replacement cost, that 
is to say the difference between the value of the opening 
stock and the end stock for the same physical quantity. 

2473. Your profit is made on your sales, sales above the 
price which it cost you to acquire the stock. There is no 
writing up of the stock itself?— Or against the replacement 
S' J 9ft"! “ * e . chllic » 1 matter, but I understand 
tnat in the U.S.A. it is accepted in certain accounting 
quarters that you should charge against your sales the cost 
ot replacement rather than the original cost of stock on 
the ground that you. have to preserve your base stock, 
your normal trading stock intact. 

Wh * t you are favouring is some method, how- 
nf f out . tec ? inica ll y » which would take account 

ot the fact that a business has to carry throughout the 
years a certain volume of stock?— That is right. 

2475. And if it costs it more to finance the carrying of 

2476. That is what it comes to? — Yes. 

2477. The other question you deal with is the taxation 
treatment of fixed assets, and in your third st.braissiol ta 
paragraph 24 you say that account should be taken of 
replacement cost in determining the amount of denrecia- 
tion allowances for taxation purposes. Are you thinking 
of actual replacement of the asset you are depreciating and 
would you allow it only if you replace or am yoTtliiHg 

P rop ® r Pleasure of depreciation during the years 

Pknlfit ffSEe? ■*“ its A when 

wh£h?$, aregotag to Sa2tatVf te “ 5 T life 
the assumption underlying accounting pStlL^hlt I bSf 



[Continued 

2479. You may have a different piece of plant or vo» 
may find that the moneys you have put aside you can 

more profitably use for some other purpose. Yes r 

agree. * ’ 1 

2480. But what you are thinking of is a calculation vear 
after year while you retain the fixed asset you have bought 
which will somehow compensate you for the loss of that 
asset over the years?— I think there again that is rather 
more technical than we wish to be. We felt it was nec« 
sary to provide the funds somehow if business was to he 
carried on with the same capital but whether that was 
done by an allowance towards the end of the period or 
annually with the use of scaled-up index figures, or what 
ever it might be, we felt was very technical. Our view 
would be on the whole we would favour a system which 
enabled the money to be provided annually over the period 
because from the point of view of those who have to pro 
vide the money for the business or for the carrying on of 
the business at the due date of replacement, and that is 
certainly part of our function, it is better to see it accumiu 
late from year to year than wait for a renewal. 

2481. I follow that, but at any rate your main theme is 

that in, a period of depreciating currency the historical cost 
of the asset is not the right test?— Yes. ost 

2482. You start with that negative?— Yes. 

2483. Mr Greenwood : Just one thing on the question 
of issuing debentures, you gave reasons why that is not 
•altogether a satisfactory solution to the problem. Would 
n °t the fact that these debentures have to be dated 
probably make it worse still?— Yes, I think that is true 

2484. They might have to be redeemed at a most 

awkward time?-I think that is fair; that is recogS 
1" t™ 8 * ! ssu «s if possible by giving a span of years so 
the liability does not accrue at the least fortunate time • 
out It IS so. ’ 

2485. Mr. Carrington: First of all in regard to your 
submissions on profits tax, what would your view as 
issuing houses be to the proposition that the system of 
taxing companies should be changed ; that industrial 
profits earned by a company should be taxed in the 
2““?. ? f that c ?m?any and that any further taxation 
should be on an individual basis. Following the practice 
or Canada and certain other countries, the individual 
would pay tax on his dividends as and when he got them, 
but the company would pay tax on its profits as and 
when it made them. In other words, there would be a 
separate company tax, amalgamating, if you like, income 

f" d Profit tax, but one .tax only on companies which 
would not be passed to shareholders or debenture holders? 

Mr. Keeling: It would be very difficult to argue against 
it because as you say it is practised successfully in Canada 
tw if • ir/4- 1 su PP°sc one has that human feeling 
that it might be a method of getting a bit more out of 
all of us, but it has worked in those countries and it is 
clear cut taxation without the complications we have got. 
I suppose I may not refer to E.P.L. but that has added 
considerable difficulties to the issuing houses. 

2486. I gather, speaking at large, you would prefer it 
o the present system? — I agree with you but we would 
only be expressing our own personal opinions on this 
particular point. It might be very controversial. I am 
not even sure that my Committee would agree with me, 
but as I have said it is very difficult to argue against a 
the USA S bCen Working satisfactorily in Canada and 

2487. It would be much simpler than our present three 
taxes on profits, income tax, profits tax and E.P.L.?— 
Very much. 

2488. The next point I would like to raise with you 
" it your experience that companies have found 

greater difficulty by reason of inflation in relation to 
carrying stocks or replacing fixed assets?— Mr. 

Macpherson: It depends upon the industry but broadly 
add * undou ' btedl y carrying stocks; so far, I should 

_ ^9. So that taking your two submissions, some relief 
on stocks, which I will come to in more detail in a 
moment, or some relief on fixed asset depreciation, you 
think that industry as a whole would benefit more by relief 

. the ® tocks? ~^ Keeling: Yes, I think certainly so 
talcing the experience of what has occurred during the 
past few years. In regard to the other point, this may 
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become more important in the future. If we are to keep 
up-to-date with other countries, particularly the U.S.A. 
where they spend a great deal on renewal of plant and 
on new and efficient buildings, the question of depre- 
ciating these assets assumes considerable importance. 

2490. The U.S.A. do not allow depreciation on the 
replacement cost, but they have greater elasticity in regard 
to stocks than we have? — They still have the “ certificate 
of necessity.” As you know they have established many 
new industries in the last few years by granting a certi- 
ficate of necessity which allows accelerated depreciation 
of up to 80 per cent, and in the case of armament firms 
100 per cent. 

2491. That is more on the lines of our special wartime 
legislation to encourage expenditure on defence projects? 
—It resembles initial allowances. 

2492. No ; what we had during the war. We had 
some additional depreciation allowances which were 
granted for wartime plant? — Accelerated depreciation has 
been allowed also for industrial plants not connected 
with defence. 

2493. Is it not rather dependent on the nature of the 
industry? — It is, and I think it is more or less coming 
to an end now. 

2494. It was a temporary measure? — Yes. 

2495. Looking at the matter as a financial one, would 
you take the view that these additional charges against 
profit and loss account, either for stock replacement or 
fixed asset replacement should be made, even though it 
might involve passing the preference dividends on a com- 
pany? — It must be so. One could not recommend a 
preference dividend if the inventory reserve was necessary. 

2496. In other words, your Association would take the 
view that it would be a reasonable amendment of the 
legislation to require that if these allowances were 
granted, they should be given effect to, come what may, 
in the company’s accounts? — Apparently in the U.S.A. it 
is a condition of claiming depreciation allowances. There 
can be no question of using it for both purposes, so to 
speak. 

2497. I was putting the question rather more broadly 
than it arises in the U.S.A. I was postulating it, not only 
in regard to stock allowances but also replacement costs 
allowances in relation to fixed assets? — Mr. Proctor : I 
think if I may answer that; the making of a claim of 
such a nature for taxation purposes would not be possible 
unless the matter had been dealt with in that way in the 
company’s accounts for all purposes. 

2498. That is your view? — I think that is the view of 
the Association. 

2499. Now coming back to a point of detail in regard 
to stocks, what would your view be in cases where 
current market value of stocks fell below the base stock 
figure? — Mr. Macpherson : That it should be allowed. 

2500. In other words, you want the best of both worlds? 
— We would be starting at a fairly high price for stock. 

2501. You would not get it in the U.S.A.? — Not yet ; 
there is a Bill before Congress about it. 

2502. Your view is that industry should be allowed to 
make these reserves in times of rising prices. If prices 
fall to a level below those existing at the time the new 
system comes in, then any fall in value below the base 
stock price, I use that phrase for short, is or should 
be the required charge for tax purposes and likewise 
should be provided for in the company’s accounts? — 
That would be our view, taking the broad objective of 
encouraging industry, yes. — Mr. Keeling : I think also, 
if I may say so, from the point of view of issuing houses, 
we rather want to be sure that the stock is not over- 
valued. Whereas the tax authorities get the revenue 
sooner or later, it is a vital consideration when making 
an issue that investors should know with confidence that 
the stock has not been over-valued, and one hopes it is 
conservatively valued. It used to be considered prudent 
to have a conservative valuation of stock, but there has 
been a different approach to this matter in recent years, 
which has caused trouble. 

2503. Have you or your accounting advisers come 
across any cases in practice where the base stock method 
is already followed in this country? — Mr. Macpherson: 



I do not know whether Johnson Matthey is a case in 
point. It is not perhaps technically base stock, but it 
has the same sort of effect. — Mr. Proctor : I think the 
answer to that is “ yes ” and one particular example is 
Johnson Matthey, who do for certain of their stocks deal 
with them at a base price which is not allowed for tax 
purposes, and the Chairman has from time to time com- 
mented on that fact in his annual statement. 

2504. But it is an acceptable accounting practice pro- 
vided it is disclosed in the accounts? — Yes, provided it is 
made clear. 

2505. You know there has been a decision by the 
Special Commissioners that a base stock method is admis- 
sible for tax .purposes? — I am aware of that, but I cannot 
say my experience has been that it has been followed in 
practice by the Inland Revenue Department. 

2506. Mr. Crick : The major complaint in the first part 
of your paper is that, having regard to the standards of 
what may be called sound company financial structures, 
there has, since the war, been too much resort to the 
raising of loan capital, broadly speaking, and too little 
resort to the raising of risk capital. That is your sub- 
mission? — Mr. Macpherson : A tendency towards that, yes. 

2507. Now your concern is mainly with companies of 
substantial or large size? — No, Sir, a great variety. 

2508. Do you get down to the small company elements? 
— We have to advise them, certainly. 

2509. Then you can answer my next question which is 
this: Is that feature, which you have spoken of, as 
apparent or more so among smaller companies as it is 
among larger companies?— I should say very much more 
so. 

2510. You would regard that as perhaps making the 
conditions even more undesirable and harmful than you 
would consider them in the case of big public companies? 
— Yes, Sir. I would. 

2511. You would, I think, agree that there are a number 
of other factors in the situation. For example, stamp 
duties bear upon this problem, I believe? — Yes, that is 
true. 

2512. Costs of issue would bear upon this problem? — 
Yes. 

2513. The standing, I mean standing in the eyes of the 
public, of the company concerned would bear upon the 
problem: so that taxation is not the only factor by any 
means in the situation? — No, Sir, but it is an important 
factor and it can be an over-riding factor. 

2514. There are cases, are there, in which you would 
say taxation has definitely swung the decision in favour 
of loan capital? — Yes, very definitely. 

Z515. That is so, is it?— Yes. 

2516. On this difficulty of raising risk capital, I suggest 
one has to look at it partly from the point of view of the 
demand side and partly from the supply side. Would 
you suggest that another element in the problem is the 
scarcity of money available for investment in risk capital 
forms? — Yes, certainly. — Mr. Keeling: And becoming 
increasingly so. 

2517. To what do you attribute that? — Mr. Macpher- 
son : I think there are probably two sides ; first of all, the 
cost of living bears very hardly on private individuals ; 
secondly, that the reserves available to public companies 
from which other risk capital comes are not as great as 
they would be if taxation was a great deal less, and 
thirdly, I think venture in industry is not under present 
taxation conditions very attractive except in the great 
companies which are perhaps what you might call grade A 
ventures rather than the smaller companies which would 
not be regarded as grade A quality. 

2518. If the conditions were right, do you think private 
capital would be forthcoming readily for new investment? 
— I think it would be more readily forthcoming. 

2519. I wondered if you felt taxation on the personal 
side was affecting the flow of funds available for equity 
investment? — Mr. Keeling: There is no question at all, 
over the last 20 years the position has changed absolutely 
and completely and it is a matter of considerable anxiety 
to my Association as to what is going to happen in the next 
20 years if the same graph is continued. Twenty years ago 
the most important investor was the private individual. The 
investment trust company often formed to help the private 
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individual invest his money was the next most important 
and insurance companies were low down on the list. Over 
these 20 years the insurance companies as we all know 
are through the roof ; the pension fund which is the new 
source of savings (it is so difficult for the richer people 
to save) comes second. The investment 'trust companies 
have in recent years remained static and the individual 
large investor has been rather living on his capital than 
able to save the money which would be new money for 
industry. 

2520. So the trouble to which you are referring here is 
not due solely to the taxation of company profits, but in 
your judgment may be also a reflection of taxation on 
personal incomes? — Very much so. In effect really our 
general submission is that industry as such is being over- 
taxed and the individual is also because he cannot provide 
the money, or may not over the next 20 years be able to 
provide the money, which will be required to finance 
industry. 

2521. I gather in those circumstances there is a trend, 
on your observation, to more and more institutional 
investment as against personal investment? — There is no 
question about that. 



2522. Do you regard that as deplorable? — I think that 
the greater the spread of investors the better for the coun- 
try taking the long run. 

2523. But one way of getting that spread is by institu- 
tional investment, is it not? — Indirectly, yes. 

2524. I am anxious to get your views, if you hold 
strong views, on the question whether the extent of insti- 
tutional investment, which is one consequence you suggest 
of the pressure of taxation, is a good or bad thing, broadly 
speaking? — Mr. Macpherson : It involves fewer decisions 
and fewer choices among investments. The investment 
decision is concentrated in a relatively small amount of 
investors, that is to say, institutional investors. It is true 
the beneficiaries are scattered through the people who 
depend on that institution, but the decisions regarding 
investments are made by a very limited number of people. 
There are various things that appeal to different people 
and it is by no means certain the smaller group of in- 
vestors would be right. It is not necessarily true the 
smaller the group, the more right they are. 

2525. You would not like to guess which way it goes? — 
Mr. Keeling : I think to some extent it is a question of 
degree. The institutional investors in recent years have 
been absolutely invaluable in the raising of fresh finance 
and every day become more and more important. 
Whether one would want the institutional investors to be 
only a very limited number, taking a long view, I am not 
so sure. 



2526. When you are speaking of the development of 
industry and the difficulty of financing, I wonder if you 
would consider this point. In para. 22 you refer to the 
difficulties experienced by companies, big and small, in 
financing their businesses from internal sources. Would 
you feel disposed to make a distinction between financing 
their businesses on the current level and financing expan- 
sions of the business? — Mr. Macpherson: I think it is 
fair to say there have been great difficulties in financing 
businesses at the current level. That was the object of 
the case C which we submitted here, where the business 
was precisely the same. There was little variation in the 
throughput or the amount of stock that was being financed 
yet the amount of money that was required was very sub- 
stantially greater and the chance of financing the main- 
tenance of that business at the current level was en- 
dangered by the fact that they had to find a considerable 
amount of taxation on the appreciation on their stock. 



2527. You would lay it down as a principle that busi- 
ness on the current level ought to be financed from interna 
sources?— -Mr. Keeling: The normal development of z 
business should largely be out of its own resources a< 
opposed to some new venture of a large size when -then 
has always been recourse to the capital market for the 
funds required. 



2528. You would suggest that the normal growth 
expansion of the business ought not to entail the issui 
new capital?— It is a question of degree, I think. In re 
years there have been very high stocks to finance wl 
has taken away the money, so they have not had anyfl 
to spare for the normal expansion of business, apart f; 
the development of new enterprises such as have t 
undertaken by chemical companies. 



2529. I think you suggested earlier that the unpredin 
ability of the rate of profits tax was a further obstacle tn 
sound company finance ; am I right? — Mr. Macpherson- 

2530. This is a related point. I wonder if y ou hav P 

any views on the desirability of the differential rates of 
profits tax as against a possible alternative of a flat rat? 
irrespective of whether the profits are distributed or not 
to yield approximately the same revenue?— Of two evil!’ 
I think we prefer the flat rate. s ’ 

2531. Can you tell me why?— I think it is largely due 
to the complications that a differential rate involves As 
a pure matter of practice you do not know ’what 
dividend you can pay until you have worked out your 
taxation or your taxation until you know your dividend 
and At is very much .more difficult to explain to people 
who are .not skilled in taxation matters and figures?— 
Mr. Keeling: I think it adds to the complication of 
writing a prospectus where you have these two different 
taxes. 

2532. It is a practical matter rather than a difference 
of degree in effects or anything of that kind?— I think 
one’s feeling is that these new taxes stunted by beine 
political and anything political always adds complications 
to our normal business life. The present system of 
taxation with income tax, profits tax and now EPL 
makes the drawing up of any document or the forecasting 
of results extremely difficult. 

2533. Then there is one question I should like to ask 
you on your first submission which occurs in paragraph 11 
The submission is that profits tax as at present levied 
should be replaced by other -taxation less conducive to 
unsound capitalisation. Have you any particular alterna- 
tive in mind?— Mr. Macpherson: No, Sir. 

2534. You leave that to us to discover?— Yes. 

2535. Mr. Kaldor: Just one or two questions. I think 
we must distinguish between the burden of taxation, which 
may be very heavy, and the methods by which it is raised. 
Supposing the Government wants .to raise a certain amount 
of .tax on profits, any narrowing of the basis of that taxa- 
tion would necessitate the raising of the rate of taxation, 
would it not? In view of that would you say, if confronted 
with your first problem, that of the profits tax on .prefer- 
ence dividends, it would be better to relieve the preference 
dividends of profits tax or to bring the interest on deben- 
ture stock into charge as profits? -Mr. Keeling : I should 
not like to suggest extending the already extended basis. 
I think we might answer the question generally like this. 
It has been, I think, accepted always that loan interest has 
been a charge and I would hate to see that one changed, 
but I .think generally we would prefer one simple tax, and 
we would prefer dt to be income tax. If there must be a 
special levy against industry, it should be one further tax, 
a profits fax. 

2536. May I put the question in another way. Sup- 
posing the Government could relieve industry of some 
or ithe profits tax by reducing ithe total amount raised in 
profits fax, would you say it is better .to do this by 
reducing the rate of .tax, or by giving bigger tax free 
allowances ; for example, bringing preference dividends 
as a charge against profits computed for tax? There may 
be many others. That is the sort of problem I want to 
put to you.— Could I put the question another way; if 
we could get what we liked in regard to this stock reserve 
and depreciation, would we prefer that and have a larger 
tax on ithe company? 

2537. On the rest? — If it were a question of deprecia- 
tion or stock reserve on L.I.F.O. principle or whatever 
rorm it may be taken, I would say we would prefer that 
and a higher rate of tax on .the balance. 

„ K 25 i 8 ' P ot ne ccssarily as regards this other point of 
whether preference dividends should be allowed as a 
cnarge. it has already been mentioned by somebody that 

, means a bigger burden on the ordinary shareholder 
unless you reduce the total .tax burden. If you do, the 
question arises is that the best way of doing it?— On the 
L!r 0 ^° f P re f erei ? ce shares, there are two main objec- 
■ c ? s ;, u 6 1S * , lt has a very unfair incidence through 
nw ch i nce of how companies were capitalised in the 
One company may have capitalised itself in one 
vpX ,?„fv noth H company in some other way, and it is 

y nrair. The second objection from the point of 
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view of issuing houses is shown by the fact .that there have 
been very few issues of preference capital in the last six 
months or so. One of the reasons far .this certainly is 
that companies, if they feel that there is any chance of 
this tax on distributed .profits continuing, have to add 
approximately 50 per cent, to the rale of preference divi- 
dend which they will .have to pay, which today may be 
51 or even 6 per cent., making the total cost nearly 9 per 
cent. Taking the long view this is extremely unfortunate 
as there are only three main methods of .making issues, 
by way of loan capital, .preference capital and ordinary 
capital. It is not always desirable to issue Ordinary 
Capital, so if the issue of Preference Capital is too expen- 
sive, this does away with what has in the past been an 
extremely valuable form of financing. 

2539. Just one other question I wanted to ask. You 
favour the creation of an inventory reserve which would 
be relieved of charge to tax, but that comes to very much 
the same thing as this American L.'I.F.O. method. You 
do not prefer that because when prices do fall, under 
the L.I.F.O. method a company is more heavily taxed 
than it is under the present British system? — Yes. 
— Mr. Macpherson : I think 1 should explain that “ inven- 
tory reserves” is really used in a very untechnical way. 
As my Chairman has said, we do not pretend to be 
accountants and economists, .therefore we did not want 
to use very technical phrases. I think it is fair to say that 
the sub-committee, when they use the words “ inventory 
reserve ” have in mind a deduction in .the form of L.I.F.O. 
rather than the creation of a specific stock contingency 
reserve, whatever it may be called. 

2540. But you would stick to that throughout, would 
you, in valuing stocks on the last in first out basis? — 
Yes. — Mr. Keeling: Surely the valuation of the stock 
would not under any circumstances be above cost or 
market. That would have to be the limiting factor. 

2541. Chairman : I did not hear what you said? — I was 
asking Mr. Proctor what he thought. I take it that even 
on the L.I.F.O. basis stock would not ibe valued above 
cost or market. 

2542. Sir Geoffrey Heyworth: Not on the American 

system. Once you elect for L.I.F.O. in America you have 
to stick to it, and you can .get into the position where 
your valuation would be above market? — Mr. 

Macpherson : I think the answer to that .may be, they 
brought in the L.I.F.O. system in America in 1938 so that 
the question of the use of market value has not as yet in 
practice arisen. 

2543. The answer is you opt for L.I.F.O. when you 
think it is never likely to happen that your market cost 
will be below that basis?— That, after all, only .happens 
to be the way L.I.F.O. is applied in the U.S.A. It is not 
an essential ingredient of a system for .providing for inven- 
tory reserves of this kind. Certainly our view would be 
at this stage of (the price cycle, having regard to what 
companies have suffered on the way up, it is necessary 
to allow for cost or market if .prices fell below your 
L.I.F.O. basis value. As Mr. Kaldor said, under our system, 
as in L.I.F.O., when stock losses were .being made we 
might have to pay more tax than at present when stocks 
depreciate. 

2544. Mr. Kaldor : I am sorry, I merely wanted to 
elucidate. I thought the difference was this. What you are 
suggesting is to allow companies to set aside the reserve in 
times of rising prices and that that part of the profits 
which is so set aside should not attract tax.— Yes. 

2545. Otherwise leave .the existing methods of stock 
valuation as accountants practise it unchanged? — Yes. 

2546. That would have the effect in times of rising 
prices that companies can set aside this reserve tax free. 
But in times of falling prices they would still get the 
benefit ; they would in that case be getting an inventory 
loss which reduces .the tax charge below what some econo- 
mists call a real profit.— Mr. Keeling: I think if a method 
could be evolved of doing that it would be extremely 
satisfactory from our point of view. Probably we favour 
this L.I.F.O. as we have been looking round for a way to 
deal with something which has been a very real problem. 



If we were to elect at .the top of the boom to have 
L.I.F.O. it might be the worst possible thing. 

2547. Would it be your suggestion that if L.I.F.O. is 
the alternative to your present system this may not be 
the fortunate time at which to introduce it. It may be 
better from the point of view of industry to wait for a 
better time to introduce it, if you are expecting a period 
of boom? — Mr. Proctor says it would presumably be 
optional. 

2548. Mr. Carrington: Just one point arising out of 
questions put by Mr. Crick. Mr. Crick asked you in 
regard to profits tax, whether you would prefer a flat 
rate as compared with the present position of a differential 
rate as between distributed and non-distributed profits and 
that leads me to make an enquiry of you on another point. 
Have you any views concerning the contingent liability 
of companies for the repayment of non-distribution relief 
that they have received under the present system? — Mr. 
Macpherson: A gloomy one, so far as we understand it. 

2549. Have you any submissions to make in regard to 
that position? — I think we would feel that that contingency 
should be removed. At the present time as I understand 
it the position is that you are charged at a level of tax 
and given relief which has to be accounted for later if 
you subsequently distribute in subsequent years. If we 
have to keep a differential system I think that method of 
charge should be abandoned. You would just be charged 
at the present rate on your undistributed profits and your 
present rate on distributed profits with no contingency 
left over. 

2550. Under a flat rate system suoh as that mentioned 
by Mr. Crick this would not arise? — It would disappear. 

2551. Another point arising out of Mr. Crick’s questions, 
you mentioned that the growing importance of institutional 
investors narrowed the field so far as decisions on invest- 
ment matters was concerned, and in the course of the 
answer yon mentioned also pension funds. Having regard 
to what is being considered in another committee, do you 
regard pension funds as desirable investors in industrial 
companies or have you any feeling of uneasiness about 
a position which might develop where pension funds were 
holding very considerable blocks of shares? — Mr. Keeling: 

I have myself personally very strong views on this subject. 
It is very easy I think for the directors of a pension fund 
to take the simple course and invest in gilt edged, par- 
ticularly at times like this when one hopes they are 
bound to go up and not go down, but there are already 
the savings movement and the savings banks which are 
collecting money to go into gilt edged securities. My own 
feeling .is, though it may not be generally accepted, that 
it is a duty for some part anyway, some considerable part, 
of the money which has been obtained from industry 
and which goes into the pension funds to be returned to 
finance, either directly or indirectly, industry in the future. 
I feel strongly that pension funds have arisen through 
industry and that part of these funds anyway should be 
returned, directly or indirectly, to industry. 

2552. So you do not regard it as a danger point that 
there would be an increasing flow of pension fund money 
into company investments? — We should welcome it. Mr. 
Macpherson: The only possible way of getting the risk 
capital of the future may be from such investors if present 
trends continue. 

2553. The reason I asked the question was this. 1 
had heard it suggested elsewhere this was possibly a danger 
point for pension funds to become the major investors 
in industrial equities. — Mr. Keeling: I think it is one of 
the few ways one can see of getting the savings of the 
people into industry because the ordinary small chap will 
not invest in an industrial security. He .puts it in the 
bank or into savings certificates or a gilt edged security 
and the only hope, taking the long view, of getting money 
back into industry is largely through .these pension funds 
which are already collecting large sums of money. 

Mr. Carrington: Thank you. You have answered my 
question completely. 

Chairman : We are much obliged to you gentlemen for 
coming and for the help you have given us. 



The witnesses withdrew. 
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Professor F. W. Paish; called and examined. 

MEMORANDUM SUBMITTED BY PROFESSOR F. W. PAISH 

THE ESTIMATION OF BUSINESS PROFITS IN PERIODS OF 
CHANGING PRICES 



1. It is not the purpose of this memorandum to present 
in any detail the case for allowing such amounts to be set 
aside from business profits before tax as would enable the 
“ real ”, as opposed to the money, value of the capital of 
the business to be maintained intact. The Commission has 
already heard much evidence on this point, and there is 
little that I could usefully add to it now. My main pur- 
pose is to attempt to find a convenient criterion for the 
maintenance of real capital intact, and to make suggestions 
about possible methods of achieving it. All that I wish 
to say here on the general subject is that I support a defi- 
nition of business profits which would provide for the main- 
tenance of real capital intact for reasons not only of equity 
but also of public interest. I believe that to base estimates 
of profit, both for tax and other purposes, on the main- 
tenance merely of the money value of the assets of a 
business tends to promote over-spending and over-taxation 
in times of rising prices, and under-spending and under- 
taxation in times of falling prices. Thus existing methods 
of estimating profits tend to intensify both booms and 
slumps, unless indeed their effects are offset by deliberate 
Government action in the form of Budget surpluses in 
times of rising prices and of Budget deficits in times of 
falling prices. I consider that it would be most desirable 
to relieve the Government of this responsibility for pro- 
viding a compensating mechansim to obviate the distorting 
effects on the economy of our present methods of 
estimating profits. 

2. As a temporary offset to the excessive taxation 
imposed on businesses in times of rising prices by present 
methods of estimating profits, the Government granted in 
1945, and increased in 1949, a specially high rate of de- 
preciation allowance on new plant and equipment during 
the first year of its life. This initial allowance, which 
is now about to be withdrawn, probably brought the 
aggregate amount of depreciation allowances throughout 
the country up to something like the actual cost of main- 
taining the total of real fixed capital intact. While, how- 
ever, the aggregate amount of depreciation allowed was 
probably about adequate between 1949 and 1951, the 
method used had at least four serious shortcomings : it 
was essentially a temporary concession, for the more the 
depreciation allowed in the early years of a piece of equip- 
ment, the less there will be in its later years ; its benefits 
were distributed between firms, not in proportion to the 
equipment they had ,to maintain intact but in proportion 
to the new equipment they installed ; it made no attempt 
to deal with the problem of .tax on book profits due to 
the rise in the recorded values of physically unchanged 
inventories ; and above all it acted as a subsidy to new 
investment at a time when investment was in any case 
tending to outrun saving, and thus undid such anti- 
inflationary effect as it had through allowing businesses 
to increase their savings. Its discontinuance is therefore 
to be welcomed ; but its absence makes essential its 
replacement by a more rational method of allowing busi- 
nesses to set aside out of profits before tax sufficient pro- 
visions .to enable them to keep their capital intact. The 
urgency of some new provision after the withdrawal of 
the initial allowance is clear if we consider the estimate 
of the finance of investment for 1951 given in the Economic 
Survey (Cmd. 8195, Table 26). This shows that in 1951, 
after setting aside £1,120 Mn. for depreciation and 
£530 Mn. for increased tax reserves, the undistributed 
profits of businesses were estimated at £780 Mn. But 
of this sum, no less than £700 Mn. was expected to be 
needed to cover the increased cost of stocks of un- 
changed size, leaving only £80 Mn. for actual increases 
in fixed or working capital. Now Table 6 of the National 
Income White Paper (Cmd. 8203) shows that out of 
£1,124 Mn. of depreciation allowed in 1950, £260 Mn. 
was due to the initial allowance. If, therefore, the initial 
allowance had not been in existence in 1951, provision for 
income and profits tax would have had to be more than 
£130 Mn. higher and net business savings would have been 
put at some £50 Mn. negative. In other words, taxes 



would have taken more than all the amounts that business 
was able to put aside after making provision to maintain 
its capital intact. 

3. It is sometimes suggested that the correct method 
of deciding whether a business is setting aside sufficient 
amounts from its profits to maintain its real capital intact 
is to ascertain whether .the amounts set aside would be 
sufficient, if reinvested continuously in the business, to 
maintain the assets of the business physically intact. This 
“ replacement cost ” criterion, however, is not necessarily 
satisfactory, though it is likely to be a much closer approxi- 
mation to a solution of the problem than the present 
“ original cost ” criterion. The reason for the possible in- 
adequacy of the “ replacement cost ” concept is that all 
prices do not change at the same rates. Even in a time 
of a generally stable price level, some individual prices are 
rising and others falling. Owners of assets which rise in 
price relatively to the general level obtain a real advantage 
thereby. For owners of non-durable goods, such as stocks 
of unhedged raw materials, this is fairly obvious. The 
owners of a large stock of raw cotton at a time of a short 
crop and a sharp rise in cotton prices will be in a favour- 
able position as compared with other manufacturers whose 
stocks are small. If prices of finished goods rise com- 
mensurately with raw material prices, those with large 
stocks will benefit immediately. If, on the other hand, 
prices of finished goods do not show an immediate rise, 
those manufacturers who must buy raw cotton at the 
higher prices in order to produce at all will find production 
unprofitable and will be unable to continue to produce. 
Output of finished goods will, therefore, fall and prices 
rise until .they reach their normal relationship with that 
of the raw material. Those with large stocks, who have 
been able to stay in business, will then reap an excep- 
tional profit as long as their old stocks last. 

4. The same considerations apply, though perhaps rather 
less obviously, to owners of durable assets of which the 
replacement cost has risen. Unless prices of finished goods 
also rise, anyone investing in new fixed assets at the higher 
prices will earn less than the return on other types of 
investment. Not only, therefore, will new competitors be 
deterred from entering the industry and existing com- 
petitors from expanding their output, but those whose 
assets wear out first will find that it does not pay to 
replace them. Output of the finished product will there- 
fore fall, prices will rise and those with the longest-lived 
assests will find that for the remainder of their assets’ 
lives they will make an abnormally large profit on their 
original cost. 

5. Since other prices have, by definition, fallen slightly, 
the owners of these assets will obtain a higher yield not 
only in money terms but also in real terms. As they 
have obtained a real benefit from the rise in the value of 
their assets, there is no reason why this should not show 
as a profit in their accounts. 

6. Similarly when all prices are rising, but some faster 
than others, owners of assets of which the replacement 
cost has risen unusually fast obtain a real advantage as 
compared with .those whose assets have risen more slowly ; 
and it is reasonable that this differential advantage, though 
not the whole rise in replacement costs, should be reflected 
in their taxable profits. It would, therefore, seem that it is 
only that part of the rise in their book profits which is due 
to the general fall in the purchasing power of money which 
should be excluded. 

7. The obvious way of adjusting for a general change 
in the purchasing power of money is to calculate profits 
in exactly the same way as at present (subject to any 
changes which are thought desirable on other grounds) 
and then to make special adjustments at the end of each 
year in order to eliminate those book profits which are 
due to the change in the general level of prices (or, in 
times of falling prices, add back book losses due to the 
same cause). For .this we should need a general index 
of prices, and not merely an index of prices of any one 
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commodity or group of commodities. No such general 
-rice index, covering industrial as well as consumption 
goods exists at present ; but it would not be difficult to 
construct one which would give a more satisfactory result 
than any now in existence. For purposes of illustration, 
I have made a very rough guess at such an index, based 
on 1938 which I give below, showing also for compari- 
son the ’London and Cambridge Index of Retail Prices 
and the Index of Prices of Consumption Goods derived 
from the figures of consumption at 1948 and 1938 prices 
given in Cmd. 8203. 





Index of 
Retail Prices 


Consumption 

Index 


General 
Price Index 




100 


100 


100 




150 








160 


169 






173 


182 






178 


186 






184 


191 




” 1951 (Prov.) ... 


200 


210 





8. While the general price index is very rough, the 
difference made by more refined methods could hardly 
be very great ; for so large a proportion of all goods 
and services used at home enters into personal consump- 
tion that no general index could depart very far from 
the consumption index. 

9. The ways in which the price index would be used 
would depend on the class of asset involved. Business 
assets may be divided for our purposes into six main 
classes : 

(1) Land, non-industrial buildings and other fixed 
assets on which no depreciation is allowed. 

(2) Plant, machinery and other fixed assets on which 
depreciation is allowed. 

(3) Stocks of raw materials, goods in process and 
awaiting sale. These will be referred to as 
“ inventories.” 

(4) Investments in the ordinary shares of other 
companies. 

(5) Long and medium-dated fixed-interest investments. 

(6) Short-dated investments, debtors and cash. These 
will be referred to as “money assets.” 

10. The first class of asset would not be affected by 
any proposed adjustment. The second class would be 
depreciated as at present, and the depreciation allow- 
ance would then be increased by the amount of the rise 
in tiie general index since the year in which each par- 
ticular asset was acquired (it would probably be con- 
venient to regard all pre-war assets as having been bought 
in 1938). The original depreciation would be deducted, 
as at present, from the value of the asset, and the adjust- 
ment would be placed to a special replacement reserve 
account. 

11. As an example, let us assume that a firm has 
£200,000 of depreciable fixed assets which, for the sake 
of simplicity, we will say were all bought in 1946, and 
on which depreciation for 1951 on the existing basis 
would be £20,000. Since the general price index for 
1946 was 162 and for 1951 was 226, the additional depre- 

226 

ciation to be allowed would be £20,000 x £20,000, 

162 

or £7,900, which would be deducted from taxable profits 
and placed to replacement reserve. If at some subse- 
quent date, the general index of prices should fall, so 
that in the current year it stood below its level in the 
year in which the asset was bought, there would be a 
deduction from the normal depreciation allowance which 
would be charged against the balance standing in the 
replacement reserve and added to the profits for the cur- 
rent year. 

12. The present method of dealing with our third 
category of assets, inventories, is to include in taxable 
profit the whole of any increase in the book value since 
the beginning of the accounting period, even though in 
physical terms the closing stock may be smaller than 
the opening stock. It is desired to exclude from the 
total of taxable profits any book profits which are due 
merely to the rise in the general level of prices. If stocks 

16366 



are fairly stable in quantity throughout the year, it will 
be sufficient to deduct from book profit and to add to 
replacement reserve an amount equal to the difference 
between the book value of the opening stock and the 
same value multiplied by the percentage which prices at 
the end of the year are of those at the beginning of 
the year. Let us assume that the book value of a firm’s 
inventory on 31st December, 1950, was £180,000, and 
on 31st December, 1951, £200,000. Let us also assume 
that the index of general prices stood at 204 in Decem- 
ber, 1950, and at 235 in December, 1951. The adjust- 
ment in profits for the effect on inventories of changes in 

235 

the general level of prices will be £180,000 x 

204 

£180,000, or £27,400. Together with the adjustment on 
the depreciation of the fixed capital there will be a total 
deduction from profits as at present calculated of 
£35,300. 

13. Where the level of inventories changes markedly 
during the year a modification of this method will be 
necessary. A simple adjustment would be to take the 
average of the appreciation due to the rising general 
price level in the opening and closing stocks: e.g., open- 
ing stock £180,000; closing stock, £100,000: 

235 204 

£180,000 X £180,000 + £100,000 - £100,000 X 

204 235 

£27,400 + £13,200 

equals or £20,300.* 

2 

Including the additional depreciation allowance, this 
would bring the total deduction from taxable profits to 
£28,200. 

14. No action needs to be taken with regard to olass (4) 
of assets (equity investments), or at this stage to classes 
(5) and (6) (fixed interest investments and money assets). 
If a business financed wholly on equity capital decides to 
invest part of its capital in fixed interest securities or 
money assets, it will suffer a real loss in times of rising 
prices in exactly the same way as a private investor 
would. 

15. It is sometimes urged, in opposition to proposals 
for relieving productive industry from taxation on fictitious 
profits due to a fall in the general purchasing power of 
money, that since individuals or companies who hold 
money assets or fixed interest securities lose part of their 
real capital in times of rising prices, it is only fair that 
owners of productive physical assets should also suffer a 
loss. This contention does not appear to be well-founded. 
The ownership of productive assets carries with it many 
■risks which are not shared, or are shared in a much 
smaller degree, by owners of claims fixed in terms of 
money. To require the owners of productive assets to 
carry, in addition to the risks peculiar to the function of 
entrepreneurship, the risks which are proper to rentiers, 
is not only unjust but likely to have undesirable social 
results. In particular, it makes the ownership of productive 
assets relatively less attractive in times of rising prices 
than the ownership of non-productive assets, and may 
well make the hoarding of goods a better hedge against 
inflation than a share in the ownership of a productive 
enterprise. 

16. While, however, this particular criticism appears to 
be unjustified, it may well be based, perhaps sometimes 
unconsciously, on another which, though rarely expressed, 
has much more validity. This criticism is that, while a 
business in a time of rising prices is taxed on fictitious 
profits, it escapes tax on the benefit it receives from the 
diminution in the real burden of its liabilities. Thus, 
although the reductions in taxable profit as proposed above 
would be wholly apposite to the case of a business financed 
wholly on equity terms, for a business with substantial 
liabilities or fixed dividend capital -the resultant position 
would be much too favourable. For a completely satis- 
factory scheme for eliminating the distortions in taxable 
profits due to changes in the purchasing power of money, 
we must include adjustments not only for the rising prices 
of assets but also for the falling burden of 'liabilities. 



* If the level of inventories shows large seasonal fluctuations, it 
may be necessary to estimate the amount of nominal profit which 
is due to the effect of the rising general level by reference to an 
average of monthly inventories instead of merely the opening or 
the opening and closing figures. 

D 2 
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17. The simplest way of allowing for the fall in the 
burden of liabilities would ,be to treat all liabilities and 
fixed dividend capital as negative .inventories, and .to add 
back, to profits the wihole of the difference between their 
value at the beginning of the year and the same figure 
divided by the percentage which prices at the end of the 
year are of those at the beginning of the year. It will, 
however, be only fair to allow any fixed interest invest- 
ments and money assets to be offset against fixed dividend 
capital and liabilities, and to calculate the benefit which 
the business has received from the effect of .the rise in 
the general level of prices with reference only to the net 
values. Let us assume that at the beginning of 1951 
the business we are considering had among its assets 
fixed .interest investments of £50,000 and money assets of 
£100,000, while its liabilities consisted of £200,000 of 
debentures and £50,000 of short-term debts. Deducting 
its fixed interest .investments and money assets from its 
liabilities, we 'have net liabilities of £100,000 at the begin- 
ing of 1951. The gain from the fall in the real value 

204, 

of these during the year is £100,000 - £100,000 x — or 

235 

£13,200. As the amount to be deducted from profits on 
account of assets was £35,300, and the amount to be 
added to profits on account of liabilities is £13,200, the net 
amount to be deducted from taxable profits and placed 
to replacement reserve account is £22,100. 

18. If the total of liabilities changed greatly during the 
year, it would be possible to average the adjustments 
between the opening and closing liabilities in the same 
way as we averaged the adjustments between the opening 
and closing stocks in the example given in paragraph 13. 

19. In a period of falling prices, the adjustments made 
by the method suggested here would operate in the 
opposite direction. The fictitious losses made through the 

EXAMINATION 

2554. Chairman '. You have sent us in a document to 
which we have all given careful attention. Perhaps to 
get the basis of your paper I might quote the sentence 
in paragraph 1 : 

“ My main purpose is to attempt to find a convenient 
criterion for the maintenance of real capital intact, and 
to make suggestions about possible methods of 
achieving it.” 

That is what you set out to do? — That is roughly the main 
purpose. 

2555. Then you go on to consider the system of initial 
allowances which, as you say, has recently been abandoned 
and you give us four defects you attribute to that system? 

— Yes. 

2556. Then I think in paragraph 3 you consider the 
criterion of replacement cost. I do not know exactly 
what that means. You think that is not in practice 
altogether a satisfactory method of achieving your aim. — 

A great improvement on what is at present, but not 
thoroughly satisfactory. 

2557. What actually have you in mind about replace- 
ment cost? A calculation each year of what it would 
cost you to replace the asset in the depreciated form of 
that year?— -Yes. It is extremely difficult where you are 
replacing with something entirely different from what 
you have had, particularly where you are replacing fixed 
capital. It is normal to replace stock in trade with some- 
thing similar to what you have had, and it would be 
possible in most cases to have an index of the actual 
things you were replacing or take the actual things unit 
by unit and say what it would cost to replace them. 

2558. It would be like charging the cost of restoring 
your stock against the profits you have achieved by selling 
your old stock? — Yes. 

2559. And with the larger problem of the fixed 
asset . . . . — It would be extremely difficult to interpret 
it at all precisely. 

2560. Then you go on in paragraph 7 to come to what 
I think is the method you are going to work out for us. 
You say : 

“ The obvious way of adjusting for a general change 
in the purchasing power of money is to calculate profits 
in exactly the same way as at present (subject to any 
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fall in the 'book value of assets due to the fall in the 
general level of prices would be added back to profits 
and deducted from the replacement reserve, while the 
real losses made through t'he rise in the real value of 
liabilities would be deducted from profits and added to 
the replacement reserve.* 

20. It is extremely important that profits should be 
adjusted in this way, not merely for tax purposes, but 
also for the businesses’ own purposes. Under the present 
system, high nominal profits in times of rising prices and 
apparent losses in times of falling prices may not only 
affect the amount of tax paid but also mislead directors 
and shareholders. This is especially important in times 
of falling prices, when the publication of fictitious losses 
may well cause unjustified pessimism and prevent profitable 
investment from being undertaken. Merely to add to tax 
liabilities at such a time would probably serve to intensify 
the pessimism and prolong .the depression ; but if accoun- 
tants and directors could be brought to keep their accounts 
in such a way as to show an often substantial real profit 
in place of an apparent loss, the 'higher liability to tax 
would be more than offset by the more satisfactory profit 
position. Jf not only the Inland Revenue, but also business 
men in general could be brought to think in .real, and 
not merely in money terms, it would go far to modify 
the violence both of inflationary and of deflationary 
movements. 

25.2.1952. 



* In view of the possible, though not at present very probable, 
event of prices falling so sharply that withdrawals exceeded the 
amount of the replacement reserve, some amendment of the 
existing Companies Act would be required to permit the scheme 
suggested here to be adopted in full. 

OF WITNESS 

changes which are thought desirable on other grounds) 
and 'then to make special adjustments at the end of 
each year in order to eliminate those book profits which 
are due to .the change in the general level of prices 
(or, in times of falling prices, add back book losses due 
to the same cause).” 

The question I wanted to ask you in order to clear my 
mind is this. When you are dealing with fixed assets 
which you are using year by year for .the purpose of your 
business, the change in the general level of prices does 
not affect your profits, does it? — It affects very much the 
cost of the goods you have to buy to replace those of 
your fixed assets which are worn out year by year. There- 
fore to keep the scale of your business unchanged and 
your output unchanged you will have to put more into 
the business than the original cost of the assets that have 
been worn out and you have to make some provision in 
the same way if you are going .to maintain the physical 
size of your business without steadily shrinking to get that 
additional capital to replace articles at increasing prices. 

2561. I quite follow. In a year in which you have to 
replace a fixed asset you meet the burden of the increased 
cost in replacing it. — I am assuming, which I think is the 
typical case, a business where you are continually 
replacing year by year. There are particular and special 
problems where you replace discontinuously as in a firm 
with a few large items such as ships, where you have to 
hold cash, but I think the other is the more normal and 
typical firm. 

2562. You say most businesses contain a variety of 
fixed assets and by and large you will find that something 
year by year has to be replaced? — In a large business 
pretty continually year by year. 

2563. Supposing you were facing the situation in which 
for two or three years though working your plant and 
machinery and using your fixed assets, you were not 
faced with the .immediate problem of replacement. — In 
any period of rapidly rising prices there will be the 
problem of keeping the purchasing power intact. In that 
case you will have to set aside in cash an amount to meet 
an exceptional replacement in a few years’ time and it 
may be an insuperable problem to maintain the value, 
the purchasing power, of that cash intact during the two 
or three years while you are accumulating the exceptional 
lump sum. 
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2564. Just to pause there for a moment : your problem 
then becomes one of how you are to calculate monies 
you are (to set aside each year?— I think the only thing 
you can do is to calculate them in some way and try 
and find some means of, say, investing them that they 
maintain their value. That is one of the reasons why a 
large and integrated group has certain advantages because 
if one company of the group is setting aside money it 
has no immediate use for, it may very well be that another 
company of the group can find a use for it ; therefore it 
is being put into fixed tangible assets immediately and 
has no time to lose purchasing power. Otherwise the 
suggestion has been made that the only thing you can do 
is to speculate in some commodity whose price was likely 
to rise, at least parallel with the fall in the value of 
money. 

2565. But it is part of your suggestion, is it not, that 
you should re-calculate these provisions according to an 
index which you have roughly produced?— Yies. 

2566. The purpose of that is to re-calculate in the case 
of fixed assets the annual provision? — Yes, to adjust, to 
add or deduct. You would calculate the annual provision 
as at present and then make an adjustment up or down 
accordingly. 

2567. The adjusted sum, if it is larger than the normal 
depreciation, you would transfer to a special account, what 
you call a replacement account? — Yes. 

2568. (What is the fate of that account supposing at 
the end of the life of your fixed asset you find it is 
more or less than you needed? — It is not related to the 
life of any particular fixed asset. It would mean that if 
at some future date you should find that in making your 
adjustment you have to reduce your depreciation 
allowance for the year below what it would be as at 
present calculated, the difference would be debited to 
that account, and theoretically there is no reason if you 
start at the peak of prices and prices thereafter fall, why 
that amount should not appear on the other side of the 
balance sheet. It ought really to be called “ account for 
adjustment in the purchasing power of money” and it 
could be equally well on either side of the balance sheet 
according to where you started. 

2569. Then you come in paragraph 12 to the category 
of assets represented by your stock inventories. You 
say: 

“ It is desired to exclude from the total of taxable 
profits any book profits which are due merely to the 
rise in the general level of prices.” 

You mean the closing account of stock which shows the 
increased cost you have paid to acquire it? — It need not 
he identical with the extra amount you have paid for your 
particular assets because as I have tried to explain earlier, 
your particular assets may have moved differently from 
the general prices. Say your assets stand at £105,000 ; 
that is only the same as £100,000 was at the beginning of 
the year. ‘It is really an attempt to try to keep your 
accounts in money of unchanged purchasing power. 

2570. But does that take account of the fact that the 
actual volume of your opening stock and the volume 
of your closing stock may be quite accidental at that 
moment? — I have tried to suggest possibilities. If the 
volume of your stock is fairly constant it would be enough 
probably to work on your opening stock. If the volume 
of your stock changes through the year at an even rate, 
then an average of your opening and closing stocks would 
be adequate. If your stock fluctuates violently during the 
year from month to month or quarter to quarter, you 
would have to have some rather more elaborate arrange- 
ment such as doing this monthly, but I imagine that that 
for most types of business is unlikely. There are some 
businesses which do a highly seasonal business, but I 
imagine that is not the majority of businesses. 

2571. The basis of your adjustment index is really 
domestic prices? — Yes, a general level of domestic prices. 

2572. Is that satisfactory if you are going to adjust 
in respect of the cost of goods acquired in the world 
market? — I think so, because what you are measuring 
among other things is what your dividends will buy. I 
think it is fair to say that, if there is a much bigger rise 
in world market prices than in domestic prices, people 
who hold a large stock of imported goods are really, as 



well as apparently, better off ; and the difference between 
the cost in imported prices and the rise in home prices is 
a real gain to anybody who holds a large stock as com- 
pared with anybody who does not. 

2573. Then you go on in paras. 16 and 17 to deal 
with the real gain whioh it may be said a business achieves 
by being able to .pay its money liabilities and its fixed 
dividends in depreciated money? — Yes. 

2574. And your suggestion is you should treat the 
liabilities and the fixed dividend capital as negative inven- 
tories? — Yes, which is much the simplest way of handling 
it. 

2575. It really means looking at the capital value of 
those liabilities? — Yes. Broadly speaking, it is the amounts 
you have to repay when they mature. 

2576. Yes. I was rather puzzled at the suggestion you 
should look at these things when really you are only 
concerned with the annual service of the interest or the 
dividend according to their capital value rather than the 
annual cost for this purpose. — Most of them will have to 
be repaid and every time there is a rise in prices the 
burden of that prospective repayment falls as well as 
the burden of .the current service. Or if you are thinking, 
as one ought to think, of amortising them, then the 
burden of the total amortisation, including interest, falls. 

2577. But are they not really more like your fixed 
assets than your inventory stock? — I think that is perfectly 
true, and it would be possible to treat them, that is to 
say, the long dated securities as negative fixed assets, but 
that would involve a considerable complication. One 
would .then have to look at one’s own long term invest- 
ments as a positive fixed asset. Instead of taking capital 
from capital, one would have to have a series of amortisa- 
tion quotas on both sides which you would take from each 
other and you would have to calculate the relief in times 
of falling prices, or the amount you add back in times 
of rising prices, on the difference to the amortisation quota 
for the year which the change in prices since the loan was 
issued bears to the price at which the loan was issued. 
You can treat them as fixed capital, but it would be 
very much more complicated and I doubt very much 
whether it is practically, necessary though logically correct. 

2578. Mr. Kaldor: The case for this replacement cost 
basis in calculating .adjustments in depreciation is, is it 
not, that at present the Government gives the tax allow- 
ance to the company in depreciated money? — No, I think 
it is not quite that. My main case really is that our 
present system tends to increase both an inflationary posi- 
tion and a dis-inflationary position ; that the Government 
collects taxes which would otherwise have gone to increase 
business reserves. If you had this method of showing 
lower profits for all purposes in times of rising prices as 
at present, I think it is extremely unlikely any of the 
reduction in tax this would involve would be distributed 
in dividends. If anything, I think it would be the other 
way. Showing lower profits after an adjustment would 
cause dividends to be lower rather than higher so that 
reserves would increase not only by the reduction in 
taxation but also possibly by some reduction in dividends 
and you would get a net increase in saving, whereas at 
present the whole, or more than the whole, of the extra 
tax the Government gets owing to this method of calcula- 
tion ought -to be put to a Government surplus and if the 
Government does not put it to a surplus then there is a 
net increase in the inflationary position. 

2579. Your position is that the Government raises too 
much tax in times of inflation and thereby makes the 
inflationary pressure worse than if it raised less tax? — 
It raises too much tax that come out of profits which 
would otherwise be saved. It very likely does not raise 
enough which would come out of consumption. If it 
raises a very large amount of taxes which reduce savings 
or mop up savings, unless it puts at least the excess in 
a Budget surplus without itself doing additional investment 
because of that Budget surplus, it will increase the in- 
flationary position. It is reducing the amount of the 
national savings. 

2580. You are assuming that when the Government 
raises less in profits taxes it replaces the lost revenue by 
some other form of taxation? — It does not need the 
revenue. What the Government wants the Budget surplus 
for is to equate the total national saving with the total 
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national investment .plan, which is based on the resources 
available in the investment goods industries. If the effect 
of less taxation is that business saves as much or more 
than the Government has 'lost, then the Government does 
not need to replace it by any other form of taxation, but 
can manage to run the country with a smaller Budget 
surplus. 

2581. You say that to the extent business taxation is 
reduced, dividends will not be increased under this scheme 
and therefore the whole of the tax savings will be put 
to reserve and will not stimulate investment? — The 
Government having a Budget surplus stimulates Govern- 
ment investment. 

2582. It is a very far reaching problem ; I do not want 
to go too far. — I think it is true to say at present the total 
of investment is to a very considerable extent independent 
of the total of business savings unless the effect of the 
taxation is that the Government allows money altogether 
to become tighter and the rate of interest to go up ; 
unless there is tighter money and a rise in the rate of 
interest then the amount of investment is not dependent 
on the amount saved by individual businesses. 

2583. I am inclined to agree, but your argument cuts 
both ways. Other people have suggested to us this idea 
of replacement cost and depreciation but they have sug- 
gested it for the opposite reason, viz. that businesses are 
not in a position to replace items of equipment that wear 
out, they are financially not in a position, therefore they 
are to be given these tax reliefs to maintain the physical 
capital of the company intact. Now you are saying the 
amount of capital expenditure which they undertake is 
largely independent of business savings, and I agree with 
you. — I said assuming there is no rise in the rate of interest, 
but unless the Government saves the whole amount of 
the extra taxes that the businesses are paying out of 
reserves, or unless there is a rise in the rate of interest, 
there will be a gap which will take the form either of an 
adverse balance of payments, as it did last year, or of an 
increase in inflationary pressure and forced savings through 
some other channel. 

2584. Your point is that the Government raises too much 
tax which is paid out of savings? — That is right. 

2585. And does not reduce expenditure? — That is right. 

2586. The Government does not have a corresponding 
Budget surplus to offset this? — Yes. 

2587. And for various reasons are not likely to have? 
— Yes. 

2588. Therefore if these taxes were not raised and the 
Government revenue was correspondingly lowered, as far 
as the general inflationary position is concerned it would 
not be worse and it would not be better? — I think there 
is something to be said for the view if the taxes were not 
raised the Government in showing a Budget surplus would 
not feel able to make certain expenditures which it now 
does on capital account. 

2589. It is a means of forcing economy on the Govern- 
ment? — I would not say that necessarily. It may be the 
Government does set aside enough and does have a suffi- 
ciently large Budget surplus. That is an issue I do not 
wish to pre-judge ; but assuming it does, the problem 
arises whether the Government will make use of this 
Budget surplus in the sort of way that will best enable 
the capital of the country to be maintained. The way 
it has been doing it in the last few years is that the 
Government has been paying off debt to the banks and 
businesses have been getting into debt with the banks. 
It would have been better if the businesses had kept the 
money themselves instead of giving it to the Govern- 
ment for the Government to repay to the banks to lend 
to the businesses. 

2590. Your argument is a general argument for reducing 
taxation on business firms. It could be as well used for 
reducing E.P.L.? — For reducing those taxes on profits 
which by their nature are paid out of business savings. 
That might if you like apply to any tax on profits which 
does not in fact have the consequence of reducing divi- 
dends, and that does depend on the form of tax. In 
this particular one, if this system was adopted, the com- 
panies would have smaller profits for their own purposes 
as well as tax purposes, I should have thought it was 
unlikely they would have used the lower tax to increase 
dividends. 



2591. Does it not follow from what you are saying 
supposing you take the sum to be raised in taxation as 
given, whether right or wrong is another matter, but 
supposing you take it as given, the introduction of this 
replacement cost depreciation would be followed by a 
higher general rate of tax?— The whole essence of my 
argument is that the total of taxation must not be taken 
as given. We only need such a large Budget surplus 
because so much of the Government taxation is in fact 
paid for out of capital. 

2592. You would agree it conduces to clarity of think- 
ing to distinguish between these two things. Your answer 
to my question was that there is a strong case for reducing 
taxation, particularly taxation which comes out of savings 
of one sort or another, but the question at issue is one 
of adjusting the basis of taxation on the ground of equity. 
They are two entirely different matters? — Yes. 

2593. When you come to this business, would you put 
your main reliance for this particular reform on this 
matter of savings ; in other words, there is too much 
tax on savings?— May I quote the last sentence of 
paragraph 1 : 

“I consider it would be most desirable to relieve 
the Government of this responsibility for providing a 
compensating mechanism to obviate the distorting effects 
on the economy of our present methods of estimating 
profits.” 

That is to say, that with our present method the Govern- 
ment has to run a large Budget surplus in times of rising 
prices and inflation unless it is to intensify the inflation 
and it ought to run a large Budget deficit in times of 
falling prices unless the effect of this method is to intensify 
the depression. I think it would be much better if you 
could relieve the Government of that responsibility for 
having to offset a distortion of the system which is quite 
unnecessary. 

2594. On this issue do you regard stocks as not so 
important? The trouble is that businesses over-estimate 
their profits on rising prices and under-estimate their 
profits in times of falling prices? — Yes. 

2595. Is the most important correction to be made here 
a new method of accounting in stock valuation? — I think 
I was suggesting one, or a modification of the method, 
but as to the importance, the impact effect of a single 
sharp rise in prices is greatest on stocks, but the effect 
is temporary, while .that on fixed capital may go on 
for years. One has a sudden immediate effect, the other 
a much less immediate effect, but a long term one. I 
think it can be said that in 1929-30 the apparent differ- 
ence between something like this method and the actual 
method ran into £200 or £300 million. At a time when 
most businesses thought they were losing money heavily, 
in fact on a basis of real money they were making 
probably larger profits than they had made at any time. 
The psychological effect of that is extremely important. 
I think it is even more important in times of falling prices 
than in times of rising prices. Businesses may be aware 
of the danger of paying away .their profits in rising prices, 
but in times of falling prices they set aside money they 
cannot spend on replacement, they do not distribute it 
as dividends, they do not have to pay it in taxes and 
they do not want to expand their business. The result 
is that businesses still doing well tend to accumulate large 
amounts of idle cash and thereby intensify the depression. 
It causes you to set aside in a period of falling prices 
money which you cannot do anything with except pay 
debts. 

2596. In times of rising prices, as they are now, com- 
panies may set aside something called “ increased replace- 
ment cost ” on fixed assets, whether it comes out of taxed 
profits or untaxed profits does not matter very much, 
but in times of falling prices they do not automatically 
draw on these reserves as they would under a more 
automatic system of accounting? — Yes. 

2597. I am inclined to agree with that, but I would 
suggest that it is an accounting reform and not a tax 
reform?— Yes, but I think the tax reform would follow 
the accounting reform. If the Treasury accepted a 
revision of the present method of accounting that would 
be the effect of it. 
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2598. Suppose you say that there is too much tax on 
profits because it largely comes out of savings, and the 
Government does not adequately put it into a surplus 
so that it increases inflationary pressure. Let us take 
that case. Where would you put the reduction, so to 
speak? Would you think anything of the argument that 
if you are to reduce taxes on profits it is better to reduce 
taxes on the margin? Any tax concession by way of 
replacement cost leaves the marginal rate of taxation un- 
affected. It is like giving an increase in flat rate personal 
allowances which has no conceivable effect on behaviour? 
—I think its chief effect is on the capital market ; it means 
instead of businesses having to go into the capital market, 
they will not need to. 

2599. Now you are talking of another point. They 
need money in order to spend money? — Where they are 
either having to expand or even, in extreme cases, and 
I believe this was so last year, where they have to go out 
into the market in some way to borrow money even to 
preserve their business physically intact. 

2600. They borrow money because they need it for 
expenditure of some sort? — Yes, probably in the case of 
last year to maintain their inventories in face of rapidly 
rising prices. I think there is an extremely close associa- 
tion between the fact that we do our accounts this way, 
and the way we fix prices. Very often our businesses 
are obliged to charge on the basis of historical cost. We 
did in fact have to draw in £500 millions of capital from 
abroad in the form of adverse balances to fill up the gap 
last year. The total of savings including business savings 
was not enough by £500 millions to pay for our invest- 
ment in business. I think if you had different accounting 
methods, prices would have risen more sharply in this 
country and consumption would have been lower. The 
effect is greatly to intensify, it is rather off the point, if 
you base your selling price on the historical cost of the 
exact ingredients you happen to put in what you are 
selling. . . . 

2601. Now you are back on your first point. Your first 
point was profits are exaggerated in times of boom? — 
Yes. 

2602. And that leads to excessive spending. The second 
and opposite point is that owing to excessive taxation com- 
panies are limited in the amount they can spend and they 
have to go to the market to try to get it. — They are not 
limited in the amount they can spend so long as you do 
not restrict the amount they can borrow. As soon as 
you restrict the amount they can borrow then you come on 
to rising interest rates and tight money and you get less 
investment. 

2603. Would you agree that from the second point of 
view, namely the maintenance of real capital intact (capital 
erosion that we hear so much about) that initial allow- 
ances are as good as anything else if you want to help 
business? — I think I am right in saying the initial allow- 
ances are a much greater help to people who are expand- 
ing than to people who are maintaining their businesses. 
The people who really benefit from initial allowances are 
those who are expanding their businesses : it is a subsidy 
on capital extension. 

2604. Is it not capital expenditure? — 'With two companies 
with the same amount of capital, one of which is expand- 
ing rapidly and the other maintaining its capital intact, 
it is the one that is expanding that is receiving the greater 
degree of subsidy. 

2605. I still feel they are two contrary arguments. — 
What I am saying is you are having too little saving and 
if you have too little saving either it will prevent you from 
maintaining your capital intact or it will develop inflation 
or it will develop an import surplus. What I am saying is 
this method causes you to have too little saving. That is 
the crux of it. 

2606. Any other way of increasing saving would, from 
that point of view, be just as good? — Not necessarily just 
as good. I think on the whole I would rather see the 
savings in the hands of the businesses than in the hands 
of the Government. I do not believe it is easy for Govern- 
ment to get back its savings into risk investment. 

2607. You might increase business savings, in other 
words, by reducing taxation? — You would not always have 
to reduce it. You must have it switching backwards and 
forwards between the boom and the slump. 'It is not a 
question that business taxation is always too high, that 



is a separate question, but given any level of rates, it is 
■too low in the boom and too high in the slump. That is 
apart from the question of rate. 

2608. Mrs. Anstey : Just one question, your method of 
re-calculating or making adjustments for price changes 
would obviously affect different industries in different ways, 
different types of industries, according to their particular 
structures or according to the price changes of the plant 
which they have to replace? — They would all use a com- 
mon index ; there would be one for the whole country. 

2609. I would ask whether in your view that is a desir- 
able or undesirable thing, and if you consider it desirable 
that some types of industries should be assisted more than 
others why is that so? — I do not think it would be types. 
I think it would depend very much more on capital 
structures. At present the industry is hardest hit which 
has the least debts, and the present system of calculation 
is to some extent, I do not think it is a subsidy, but it is 
a great reduction in the burden if you are heavily in debt. 
I do not consider it necessarily a good thing to subsidise 
that as against equity financing, but of two companies at 
present, one of which is financed mainly by debenture and 
preference shares and the other by equities and which have 
the same asset structures, the one with the equity capital 
is much more hardly hit than the company with the large 
amount of fixed capital. 

2610. I was also thinking of the use of a general index 
instead of re-calculating the replacement value of particu- 
lar assets. That also would be affected according to the 
relative position of different firms? — Yes. I have tried 
to say that to do it on the actual cost of the thing which 
each industry uses would be giving an undue benefit to 
those whose assets have risen much more than other people’s 
assets because if you have a stock of asset of which the 
value has risen unduly you are in a better position than 
anybody coming fresh into the industry or anybody ex- 
panding. I have taken the case, to make it simple, where 
you have a constant general level of prices ; for variations 
in particular prices I would claim that under those con- 
ditions the people whose assets have risen in price are 
really better off and those whose assets have fallen in price 
are worse off where the value of money is constant. I 
admit that my calculations for changes in the general 
purchasing power of money are extremely rough, but I 
would say that almost any rough approximation you can 
do would be infinitely better than we are doing at present 
and nobody within a very wide limit can say it is wrong. 
There are a considerable number of indexes, any of which 
I think would be better than the present .position. 

2611. Mr. Crick: I want if I can to refresh my memory 
with your help. Referring to the statement at the begin- 
ning of your paragraph 2 I was not clear whether that 
sentence was intended as an historically accurate state- 
ment of the express purpose of the initial allowances or 
whether as your interpretation of the broad aim that 
this kind of adjustment had in mind? — I am afraid I was 
using it there, perhaps it was the wrong word, not as 
purpose but as effect ; that the effect of this was in fact 
to do this rather than the intention with which it was 
brought in. The Government granted it and it was an 
offset is what I was trying to say. 

2612. The intention, as I recall it, was to stimulate indus- 
trial re-equipment? — I think it was, which is a very 
different thing. 

2613. Would you agree that a time of rising prices is 
the very worst time at which to introduce or enlarge initial 
allowances, and that a time of falling prices is the very 
worst time at which to reduce or remove them, from the 
point of view of stabilisation? — The first point I 
would certainly agree because I have thought of it. The 
second point I have not thought of, but I imagine per 
contra it is true. What you need to do in times of falling 
prices is to stimulate investment ; in times of rising prices 
you do not need to do it. If you have an inflationary 
position excessive investment is probably the main cause. 
Investment is excessive, in this sense, in relation to savings 
and it may be that for other reasons the Government holds 
investment ought to be larger than existing savings, but 
in that case it should not simply allow the savings to be 
forced out by inflation, but it should take particular steps 
to generate savings by some direct restriction of consump- 
tion. I think there was a case after the war for saying 
savings were low largely as the result of the great re- 
distribution of income, partly also to wartime shortages, 
and investment was urgent. We could probably have 
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stimulated saving to some extent by very high rates of 
interest, though that is perhaps doubtful. If it is Govern- 
ment policy that investment should take place ahead of 
voluntary saving it is open to the Government to force the 
saving in some way, except by inflation which is a very 
bad way of doing it. With that gloss T would accept your 
statement. 

2614. This is a very broad question arising out of it, 
and you may prefer not to answer it at this stage, but if you 
are prepared to answer it, so much the better. Do you, by 
and large, regard taxation as applied to incomes and 
profits as a suitable instrument of economic policy? — I 
think there is no doubt that I prefer it as an instrument of 
economic policy to direct controls. I was thinking of 
indirect taxation particularly. I think if you wish to 
reduce drunkenness you will probably do it much better by 
a high tax on liquor than iby prohibition. In that sense 
I would regard it as preferable to certain other instruments 
of policy. 

2615. There you are speaking of moral or social policy 
rather than economic. — I am sorry. 

2616. I was thinking of broad economic policy. — Most 
taxation is moral or social. 

2617. I am not concerned with that at the moment. 

I am thinking purely of economic policy, monetary policy, 
stabilisation policy and so forth? — I think that very high 
and progressive rates of direct taxation have extremely 
harmful effects, high and progressive. I do not think 
moderate rates do very much harm even though highly 
progressive, and strictly on the economic, as apart from the 
social aspect, I think high rates probably do not do much 
harm if they are not steeply progressive. In fact I gather 
one of the ways they get backward races to work is by 
imposing poll taxes. I presume if they get them to work 
one would regard it from the point of view of the Govern- 
ment as economically beneficial, but I would agree where 
rates of direct taxation are both very high and highly 
progressive they can have most harmful results. I t hink 
the problem is not so much the form of taxation as the 
whole level, which again depends on policy on the 
expenditure side. I do not think you can reasonably 
hope to raise a very much larger proportion of our present 
taxes by indirect methods and I think the others are a 
highly regrettable necessity due to the total level of ex- 
penditure. The only way out that I see is somehow or 
other to get down the high level of Government expendi- 
ture. 

2618. There are two small matters of detail which will 
not take a moment. Will you tell us how you compiled 
your general price index and what is included in it? — 
All I did there was this, I had for another purpose made 
a rough index of capital goods prices and I simply com- 
bined them with the consumption index roughly in the 
proportion of the amount spent on the two. 

2619. If you were setting about constructing an ideal 
index or the best index you could for this purpose, would 
you be inclined to include something for prices of land 
and buildings? — At the present moment I should have 
thought the prices of land were so extremely artificially 
bedevilled with all sorts of things and it would not be 
very useful. In a free land market I think I should. 

2620. Would you include wages?— Wages I think appear 
in the other indexes. 

2621. Now on this scheme of yours, and this is my 
last point, would you suggest that your method of com- 
puting profits should be optional or compulsory? — 
Compulsory. 

2622. I was interested to notice that Professor Baxter, 
for instance, in working out the accounting side of this in 
his paper,* took the view that it should be optional. I 
wondered if you shared that view? — I do not suppose it 
would do much harm to make it optional if it were 
irrevocable. What is essential is that people should not 
be allowed to chop and change as convenient to them. 

2623. On the whole, you would prefer that it should 
be compulsory?— I should like it to be universally accept- 
able, to be a universal system ; that it should be the way 
people think and act, so that when people read a balance 
sheet they know it has been treated in this way and they 
know wh at it means. 

* Not reproduced in these Minutes of Evidence. 



2624 .Mr. Carrington : Why do you bring preference 
capital into this adjustment ; it is referred to in paras 16 
and 17. — Because as between two companies, one of 
which is wholly equity and one of which has preference 
capital, rises in prices are beneficial to the fixed-interest 
capital company. They are getting a real benefit froth the 
reduction. 



2625. Relief from the burden of what?— In the debt 
It is a contingency debt ; the repayment of preference 
capital is a contingency debt. 

2626. Why do you suggest it would be repaid except 
in the case of redeemable preference shares? — Except in 
the case of liquidation. 

2627. It is irredeemable if you take the conception that 
the business is permanent; unless you have redeemable 
preference shares I would suggest the preference share is 
there for all time.— One used to think so. There have 
been one or two cases recently which make one doubtful 
Even an irredeemable preference share has been got rid 
of recently under the plea of reduction of capital, but I 
would agree a preferable method of dealing with liabilities 
would be to regard them as fixed capital in which case 
an irredeemable preference share as an irredeemable 
debenture would be equivalent to fixed capital on which 
no depreciation is allowed. I think it would be perfectly 
possible to adopt the same system though it would make 
it much more complicated. 

2628. In other words, you would deduct your irredeem- 
able debentures or your irredeemable preference shares 
from your fixed assets before arriving at the figure upon 
which you are to make your calculation? — I would not 
deduct them from the fixed assets. There are two types 
of fixed assets on one of which depreciation is not allowed 
and on the other of which depreciation is allowed. To be 
strictly logical, though it would be very complicated, one 
could regard one’s irredeemable debentures and one’s irre- 
deemable preference shares as negative permanent capital, 
that is to say, capital of the sort on which no depreciation 
is allowed, whereas your redeemable liabilities, long term 
loans and redeemable preference shares, would be negative 
fixed assets on which depreciation is allowed. I did con- 
sider working out a system on that, but it became so 
complicated in the actual working I thought for the pur- 
pose of the exposition I had better put it in a simpler way. 

2629. I cannot see the logic of classing irredeemable 
preference shares and long term debts together. — I think 
irredeemable preference shares are exactly parallel to irre- 
deemable debentures, a few of which are about, in neither 
of which you pay off the capital, in neither case is the 
burden reduced by the rise in prices. 

2630. Sir Geoffrey Heyworth : One further point arising 
out of what Mr. Carrington has put to you, you agree that 
on a preference share the rate of interest is conditioned 
by the fact that there may be a risk of capital loss?— 
Certainly. 

2631. And, because of that, is this basis of re-valuation 
entirely fair? — I think so because, the interest rate having 
been higher for a redeemable preference share the ratio 
of capital to the interest is lower. 

2632. You may take it the great bulk of preference 
shares are not redeemable.— I quite agree. I think strictly 
logically it would be possible to work out a system where- 
by irredeemable preference shares and irredeemable 
debentures would be excluded and you would use as an 
annual quota, a kind of negative depreciation, the amount 
necessary to amortise redeemable fixed interest securities 
at maturity. 

2633. How do you fix the date for amortisation if it is 
really indefinite? — There is no amortisation for irredeem- 
able. If redeemable at a fixed date — I am not sure what 
the legal position of a redeemable preference share is, 
whether when mature it is a debt or not. If the contract 
is you will repay it at maturity I should have thought 
there was a strong case for saying it is a kind of debt. I 
think for economic purposes I should regard it as a debt 
maturing on that date. 

Chairman : Thank you very much for your illuminating 
evidence. 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: 

(a) Incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? J 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 



B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to:— 

(а) the taxation of United Kingdom residents (companies or individuals) on overseas profits 

(б) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (a) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

(S) Is tte present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? B 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9 - “*. P-o- al, °w- 

10 ' ^reduced? differmtiation betwe ™ ^ned and unearned income be extended or 

11. Are alterations necessary in the rules governing personal and other allowances? 

I2 - X'nYffl ° f “ and Wife be » •* regards aggrega- 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15 ' Xm saWe1?° d ° f aSSeSSmeilt ‘° ^ be altered > a " d ” Secular *»uld it be deducted 

16 ' “” S desirabIe in ,he of administration and the functions of the various 

statutory bodies or persons connected with taxation? Junctions or tne various 

17. Are any changes in the provisions against .avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation t,„,™ . r ... , 

taxpayers (e.g., public corporations, co-oSvesodeXcSX ° f ^ ° f 
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called and examined. 



MEMORANDUM SUBMITTED BY 

A. GENERAL SOCIAL AND ECONOMIC 
QUESTIONS 

INTRODUCTION 

1. The Trades Union Congress is the central body 
representative of the overwhelming majority of British 
trade unionists. Affiliated to it are 187 trade unions with 
a total membership of nearly eight million workpeople 
in almost every branch of industry and commerce. In 
its representative capacity the Trades Union Congress, 
through its General Council, is regarded by Governments, 
by central employers’ associations and by other national 
and international organisations as the only body com- 
petent to speak on behalf of British workers as a whole. 

2. We wish at the outset to make it clear— although 
this is outside the Royal Commission’s terms of refer- 
ence — that, while we recognise that indirect taxation will 
always have a place in a flexible tax structure, we con- 
sider that direct taxation is generally more equitable than 
indirect taxation, which is often regressive. It is in many 
ways unfortunate that the operation of indirect taxation 
is not included in the present enquiry, since we consider 
this subject is directly relevant to many of the questions 
under review and that it would be undesirable to formulate 
long-term principles for direct taxation on the assump- 
tion that either the amount or the proportion of tax 
revenue contributed by indirect taxation is to remain 
substantially unchanged. 

3. Workers in general, and particularly those earning 
comparatively low incomes, have today a greater interest 
in taxation than ever before, not only because more pay 
income tax now but also because the spending of the 
revenue derived from taxation has a major influence on 
theft- standard of living. In this evidence we give par- 
ticular attention to the effects of direct taxation on work- 
ing people, although we do not restrict our observations 
to this narrower field and are prepared, should the Com- 
mission so wish, to submit a supplementary statement 
on particular aspects which are not considered in this 
document but on which the Commission might wish to 
have our written views. 

4. Although it is not the duty of the Royal Commission 
to enquire into the expenditure of the revenue derived 
from taxation they will appreciate that the raising of 
revenue on the one hand cannot be considered in isolation 
from the extent, purpose and direction of Government 
expenditure on the other. In an economic system such 
as our own, where the Government has assumed and is 
assuming growing responsibilities for national welfare, 
taxation necessarily becomes one of the main methods 
by which the Government influences the nation’s economic 
activity. 



THE TRADES UNION CONGRESS 

5. The primary object of fiscal policy should be the 
maintenance of full employment at rising standards of 
living. The level of employment can be influenced not 
only by alterations in the scale and distribution of Govern- 
ment expenditure but also by changes in the methods of 
raising revenue. Other objects of taxation policy, 
important in themselves but subsidiary and contributory 
to the maintenance of full employment, are social reform, 
income redistribution and .the stimulation of productive 
efficiency. 

6. Given these objects of taxation policy there are three 
main tests by which the desirability of taxes should be 
measured. The first is whether particular taxes serve 
definite economic or social purposes which accord with 
the public interest. The second is whether taxpayers can 
understand the taxes they are required to -pay and can see 
that these taxes are administered equitably. The third 
is whether the tax structure as a whole is adaptable to 
changing industrial and economic conditions: the more 
that the Government intervene in the economic and indus- 
trial life of the nation the greater is the need for flexibility 
but the greater is the danger of rigidity. 

7. We consider that it is of the first importance that 
long-term taxation problems should not be confused with 
those problems which derive from present economic 
circumstances. A prominent feature — so far as internal 
economic conditions are concerned — of the last ten years 
has been a steadily rising price level and a constant threat 
of inflation. Whether or not rising prices are inseparable 
from full employment it is clear that international factors 
have played a big part in the price trends of the last 
decade, and it would be unrealistic to make fundamental 
changes in the tax structure merely to meet what may 
prove to have been abnormal conditions. 



INCENTIVES 
General effects of P.A.Y.E. 

8. It is sometimes alleged that P.A.Y.E. reduces the 
incentive to increased productive effort in three main ways. 
First, because the rate of tax levied on overtime earnings 
is often higher than the rate levied on normal time earn- 
ings, overtime becomes less attractive ; in some cases 
workers may receive net less than their plain time rate 
when they work overtime for which plus rates are 
commonly paid. Second, P.A.Y.E. deductions are related 
to and fluctuate with earnings week by week : this serves 
as a direct reminder to workers that if they increase their 
earnings in any week they will pay more in tax on the 
next pay day. Third, the fact that, during periods of 
unemployment, they can obtain refunds of income tax 
encourages workers to take time off and contributes to 
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absenteeism and “ unofficial ” strikes. These alleged 
defects derive from the principles of P.A.Y.E. — namely 
that it is a progressive tax and that it is an annual tax 
collected in instalments from current earnings. 

9. There can be no doubt that there is some truth in 
these allegations, but we are of the opinion that the dis- 
incentive effects of the operation of P.A.Y.E. have been 
exaggerated. There is very little detailed evidence about 
the effects of P.A.Y.E. as such on incentives and pro- 
duction, and certainly not enough to justify dogmatic 
generalisations. It would, of course, on the other hand 
be fallacious to argue that it is a general rule that higher 
taxes stimulate individuals to work harder so as to increase 
their net earnings, although in some instances this is 
true particularly where individuals are seeking to main- 
tain an accustomed standard of life. All that can justi- 
fiably be claimed is that most individuals reach a certain 
point where their extra earnings net of tax are not 
sufficient to counterbalance the attractiveness of more 
leisure. This point varies, and we can submit no evidence 
to show conclusively .that the operation of P.A.Y.E., as 
a system, in general discourages the working of overtime, 
or the introduction of schemes for payment by results. 
This is not to deny that cases do occur, and we discuss in 
paragraph 15 what can be done to eliminate this. 

10. It is, in any event, impossible to say whether such 
disincentive effects as may occur result from the method 
of operation of P.A.Y.E. or from the prevailing high level 
of the income tax. High prices and shortages of con- 
sumer goods have also played a part. We are of the 
opinion that these factors are often confused by taxpayers 
and that 'P.A.Y.E. is often unreasonably blamed. More 
should be done to let taxpayers know exactly how 
P.A.Y.E. works and how it affects them. This might 
be done, for example, by sound and television broadcasts 
and by suitable posters for exhibition on notice boards 
and in canteens of factories and workshops. 

11. There is the further consideration that disincentive 
effects are likely to be strongest during a period when the 
general level of taxation is shifting upwards — as, for 
example, between 1939 and 1946 when the standard rate 
increased from 7s. Od. to 10s. Od. and most allowances were 
reduced. When the general level of taxation is falling 
there are likely to be less complaints about the operation 
of P.A.Y.E. : if it were stabilised — even at a comparatively 
high level — it is probable that wages and standards of 
living would more or less adjust themselves to what became 
the “ accepted ’’ tax level, and that disincentives would 
be less keenly felt. 



Discouragement of overtime etc. working 

12. As P.A.Y.E. is a progressive tax the average rate 
of tax on the income as a whole will be smaller than 
the marginal rate on the last slice of income : net receipts 
derived from each pound of extra earnings will therefore 
constantly tend to diminish. This, of course, is not a 
peculiarity of P.A.Y.E. : it is common to all taxes which 
fall with increasing weight on successive slices of income. 
It has, however, given rise to the complaint that, by 
taxing extra earnings at a marginal rate, P.A.Y.E. dis- 
courages overtime work and extra exertion where payment 
is linked to results. We have already given it as our 
opinion that these complaints are, to a large extent, mis- 
directed. However, even if this is so, until people can 
be shown where they are wrong these complaints will 
persist, and will probably continue to be accompanied by 
the demand that “ extra ” earnings should receive some tax 



13. We are unable to recommend that such relief shouh 
be granted. To put it into effect it would be necessary t< 
devise machinery which could identify the income attribut 
able to the extra hours worked or to the extra exertion 
and this would require a recognised norm of hours o 
intensity of effort beyond which the relief would operate 
Normal hours, however, are usually determined b' 
voluntary negotiation, and vary considerably from industr 
to industry and even from one occupation to another withii 
industries. They can be and often are changed. In sue! 
conditions agreement with the Inland Revenue on a norma 
period beyond which earnings would rank for taxation a 
a reduced rate would present a formidable administrate 
problem. Similar considerations apply to intensity o 
effort, which is at least as important as the time spen 
at work, and it would be necessary to devise some methoc 



of identifying increased effort on piecework and, indeed 
on time work. If relief was not applied to piecework 
it would militate against the extension of schemes for 
payment by results— which are in general desirable— and 
would put a premium on extended hours of work including 
Sunday working. s 

14. It is quite possible that, even if difficulties of 
definition could be overcome, there would be a danger 
of collusion between some employers and some work- 
people to avoid tax unless the Inland Revenue maintained" 
a close administrative control, which would mean con 
siderably extra work. Such a scheme, moreover, would 
probably make existing industrial agreements more rigid 
and less adaptable to changing production needs. It j. 
also possible that one of the results of the introduction of 
such a scheme would be to diminish the importance of 
wage-bargaining between employers and employed, leading 
in many instances to their joining forces to bargain with 
the Inland Revenue on the extent of the relief. This we 
consider, would be undesirable from the point of view both 
of workpeople and of the Inland Revenue. 



15. We consider that there is a case for modifying the 
present structure of the income tax to reduce the distance 
between the tax steps which result from the operation 
of the various allowances. The divergence between average 
and marginal rates which is inherent in any progressive 
tax could only be eliminated completely by levying a flat 
rate of tax on every pound of income and, for reasons 
which we give in paragraphs 75-6 we do not consider 
that this is desirable. It would, however, be beneficial 
while maintaining the general structure of P.A.Y.E., to 
increase the number of steps between the point where’ the 
individual becomes liable to tax and the point where he 
begins to pay .at the standard rate. The precise number of 
steps will' depend on the level of the standard rate, and 
no hard and fast rule can be laid down, but we consider 
that at the present time, while the standard rate is 9s. 6d 
m the pound the number of steps should be increased 
by charging at least three reduced rates. In present circum- 
stances these might be 3s. Od., 5s. 6d. and 7s. 6d on the 
fu^ die next £100 and the next £50 respectively. This 
should be a minimum and, if administratively practicable, 
the number of steps should be more than this. 

Effect of weekly assessment 

. 16 - The peculiarity of P.A.Y.E. really lies in that, while 
income tax is assessed on the annual income, the system 
ol: weekly deductions causes the impact of the tax to fall 
unevenly on each weekly part of that annual income unless 
each week s income is equal. Before P.A.Y.E. was intro- 
duced in 1944 income tax assessments of wage-earners 
were made twice yearly, and the tax was collected about 
10 months after the assessed wages had been received, 
this involved the deduction from current wages of 
an amount of tax computed by reference to wages earned 
many months previously. From the incentive point of 
view this system was preferable to P.A.Y.E., since extra 
earnings did not immediately attract extra tax. We do 
not, however, consider that it would be desirable to revert 
I«I»oL SyS * te ™ 0r t0 a Y ariant embodying the principle of 
Sj? n ent . m arrcars (as, e.g., making the rate of tax 

“ a u r ™. on , m an y year depend on the previous year’s 
ascertained income and current allowances). 

17. Wages fluctuate from year to year and in many 
cases from week to week: the wage bill of all manufac- 
turing industries m 1949* varied from £485 millions in the 
CJuar , ter l 10 £495 millions in the second quarter ; to 
tuf f ,u° n m , the tl H rd quarter; and to £505 millions in 
;,LP rth ^ qUarter - Fluctuations in 1948 were even more 
jmnounoad, u were fluctuations in individual industries 
Sff r, U i ding a A nd contracting which are affected by 
seasonal factors. Any departure from current calculation 
nIr!f^,i, C ? entl i. ateS what are often fortuitous factors, and, 
?hfn* C K lar ^ ly where wages fall or fluctuate, can cause hard- 
f i° r hlg K tax P a y me nts at the time when 
a h ration* 1 i S least , able t0 Pay- It may be argued that 
n n 2 n fv ad Prudent wage-earner would set aside a 
aSfrt W, h th e f arr V n i S 1? meet future tax liabilities: but 
to h f e / aCt tha * : 11 » difficult at the best of times 

to estimate future probabilities, such action might 



UifitftdKfnJrfnm^ozi^Q' ona ! , Income an d Expenditure of tl 

SSfSSSE ESfii £ & TO33/I950) N ° “”'“ b 
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■ the disincentive which the proposal is designed 24. This is reflected to some extent in Table I, which 

! nt ^lfminate A further consideration is the accentuation has been extracted from the General Annual ^ e P°^ s 
t0 f inflationary and deflationary tendencies referred to in Companies issued, by the Board of Trade and which 
56bek!w. shows the proportion of public ud Ipnvate companies (in 

18 Nor are we in favour of suggestions which have been 
nut forward for a weekly wages tax, whereby each week 
would be treated as a complete operation and the tax- 
payer's liabilities would lake no account of the earnings 
or tax during the portion of the year already completed. 

Whatever the period of assessment— and we see no reason 
to recommend the adoption of a period other than a year 
—it should be a principle that the same total of tax should 
be levied no matter in how many instalments the earnings 



England and Wales) going into liquidation in each of the 
years 1930-38 and 1946-49: 

TABLE 1 



tne lUUU WA fail* J — _ — — , 

than the liability as computed on an annual basis: this 
would be a haphazard method of spreading the tax bur- 
den, and would do more than anything else to destroy 
the ’general confidence of wage-earners in the equitable 
administration of the tax system. 

19. A subsidiary effect would be to abolish the system 
of tax refunds during periods of unemployment. We 
do not consider that their abolition would, on the whole, 
be desirable. There are certainly individuals who have 
abused this right by taking time off without good reason 
in the knowledge that they could for a time support 
themselves on tax refunds. We believe, however, that 
the prevalence of this abuse has been exaggerated, and 
that the social advantage of having this extra money 
available at times of emergency such as sickness and 
temporary unemployment far outweighs the harm done 
by the minority. 

Conclusions regarding Incentives 

20. We are of the opinion that the disincentive effects of 
P.A.Y.E. are not such as to justify the introduction of 
special rates of tax for income derived from overtime 
and extra effort. We consider that there is a case for 
a smoother graduation of taxation up to the point at 
which the standard rate applies, and that more should 
be done to let taxpayers know how P.A.Y.E. works and 
how it affects them. 

RISK-BEARING 

21. Risk capital has traditionally been provided out of 
the savings of individuals with high incomes and, since 
the establishment of the joint-stock company, out of cor- 
porate savings. As the importance of company reserves 
as a source of capital for new projects has grown, so the 
relative importance of voluntary risk-bearing by 
individuals has tended to diminish. 

Effect on risk-investments 

22. The complaint is often made that the present system 
of taxation, by reducing the margin left to persons on high 
incomes after satisfying consumption, reduces their will- 
ingness and their ability to lend capital at risk. More- 
over high taxation, it is alleged, reduces the attractive- 
ness of the return on risk capital and may also lead in- 
vestors to draw on their capital to maintain their accus- 
tomed standards of living. We do not doubt that, other 
things being equal, these allegations are broadly correct, 
although in some cases high taxation may lead investors 
to speculate for higher returns or capital appreciation 
in order to maintain their standard of living. However 
other things are, as usual, not equal and we do not accept 
the extension of these allegations, that industry will stag- 
nate because the stimulus to undertake new and venture- 
some projects is thereby eliminated. 

Full employment 

23. Our main reason for not accepting this implica- 
tion is that it does not take into account the other fac- 
tors determining the general level of economic activity. 
As we have already pointed out, the raising of revenue and 
the spending of that revenue are two aspects of the same 
process, and, in so far as money is taken in .taxes and 
laid out by the Government to maintain full employ- 
ment, the risk which attends investment — or at least that 
part of the risk which is due to general economic fluc- 
tuations — is reduced. 

16395 



Year 

(0 


Companies having 
a share capital 
on the Registers 

(ii) 


Liquidation 

begun 

(iii) 


Percentage 
Col. (iii) of 
Col. (ii) 
(iv) 




104,286 


3,113 


30 




106,614 








111,165 








116,258 








122,089 








128,737 








136,510 






1937 


142,821 






1938 


147,861 








201,446 


1,830 


0-9 




218,339 




1 • 1 




224,596 






1949 


229,485 







25. The war years are excluded from the above Table 
because of the abnormal conditions then prevailing. The 
years 1948 and 1949 are also to some extent abnormal 
since they include some companies wound up on transfer 
of certain industries to public ownership. However, even 
taking the figures as they stand, it is apparent that in 
recent years of full employment the risk of carrying on 
business has been much smaller than it was even in 
the relatively good years 1935-38 when the worst of the 
depression was over. 

26. Nor ;has there recently been any indication of 
marked unwillingness on the part of private investors to 
provide capital for enterprise. Company issues have 
been buoyant, in many cases being oversubscribed. More- 
over there has been no general evidence of a desire to 
purchase the safer rather than the more risky industrial 
shares. Table II, based on records of company issues 
offered direct to the public (compiled by The Economist) 
shows the types of shares, by percentages, issued by com- 
panies in the years 1932-38 and 1946-50 and in the first 
quarter of 1951 : 

TABLE II 



Year 


Percentage of all issues 


Ordinary 


Preference 


Debenture 






Per cent. 


Per cent. 




18 


38 


44 




25 








55 








39 








62 




17 




63 






1938 


53 








75 


17 


8 




62 








75 




8 




63 






1950 

1951* 


44 

60 


24 


16 



There is no indication from these figures that investors 
are less willing to take up Ordinary shares .than they were 
before the war. The increase in the .proportion of com- 
pany issues taking the form of debentures in 1950 does 
not, taken in isolation, .prove that there is a lack of 
willingness on the part of investors to take up Ordinary 
shares : it is more .probably due to the special require- 
ments of the firms concerned. 

Investment of small savings 

27. One factor, which is discussed in more detail in the 
following section on Savings, should be mentioned here. 
Insofar as high taxation, particularly of large incomes, 

* First quarter. 
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leads .to a redistribution of wealth by Government subven- 
tions, .persons in lower income groups will have a greater 
opportunity of saving. It is not likely .that a large pro- 
portion of these new savings will be invested at risk : the 
greater part will probably be consumed or invested in safe 
stocks. The net effect of redistribution will therefore 
probably be .to diminish the amount of money available 
for risky investments. 

Desirability of risk-bearing 

28. Nevertheless, our general argument is that there is 
little evidence that the prevailing system of taxation has 
reduced willingness to invest in new projects and develop- 
ments. In any event, risk-bearing is not desirable for its 
own sake : very few people would welcome the return of 
“ bucket-shop ” issues, and greater selectivity on the part 
of the potential investor has its obvious advantages. Nor 
should it be too readily assumed that risky investments, 
even if they bear fruit, are necessarily desirable invest- 
ments from the point of view of the community. 

The role of the Government 

29. However, we recognise that it is possible that con- 
tinuing high .taxation will reduce the proportionate 
amount of savings forthcoming from private individuals 
and companies for risk investment. The question there- 
fore arises as .to how the gap is to be filled. We consider 
that the Government itself has a part to play in providing 
finance direotly or indirectly for projects involving risk. 
Such intervention can be justified on the grounds of past 
experience and current activities. 

30. In .the inter-war years the workpeople in the coal- 
mining and cotton industries, .to take only two examples, 
were not .the only ones to suffer from .the unwillingness 
of private investors to assume responsibility for providing 
capital for new projects — even when taxation was at a 
much lower level. It is now generally admitted that the 
projects would have been and still are desirable, and since 
1945 the Government has had to take special steps to 
make finance available to these industries. 

31. The Government has by its current activities shown 
that it is able and willing to undertake risks formerly 
reserved to private investors. Examples are the work of 
the National Research Development Corporation, the 
Export Credits Guarantee Department and .the provision 
of finance for capital development by the National Coal 
Board. Another way in which the Government can and 
should help, where appropriate, is by granting special tax 
relief in approved cases of industrial development (as 
under ithe Cotton-spinning Re-equipment Subsidy Act) and 
on income specifically devoted to research projects (as 
through the Industrial Research Associations). This would 
provide a greater assurance than would, e.g., an indis- 
criminate reduction of the Profits Tax, .that tax reliefs 
would be most usefully applied. 

Conclusions as regards risk-bearing 

32. Other things being equal, a high and progressive 
rate of taxation will reduce the willingness and ability of 
individuals and corporations .to invest at risk, but the 
use of .the resulting revenue by the Government to pro- 
mote full employment and .the consequent reduction in 
the riskiness of investment generally must also be .taken 
into account. The available evidence does not suggest 
that there has yet been a marked shortage of risk capital 
for enterprise. We consider, however, that the Govern- 
ment can and should undertake to provide risk capital 
where necessary. 



ENCOURAGEMENT OF SAVINGS 

33. It is essential, in any consideration of present trends 
m sayings, to draw a distinction between the effects of 
taxation and .those of full employment and rising prices 
It is also essential to distinguish between the system of 
taxation and the level of taxation. Obviously no precise 
estimate can be made of the relative effect of each of 
. ®? e ./ ac f ors on ll; he ability and willingness to save of 
individuals or of .the community, but the fact that current 
savings are affected not only by the progressive nature 
of our income tax but also by these other factors should 
constantly be borne in mind. The questions to be asked 
are, first, whether on balance the present system of taxa- 
tion discourages or encourages savings by individuals and 



companies ; and second, if the main effect is discourage- 
ment, whether it is necessary or desirable to alter the 
present system of faxing incomes and profits. We are 
not in agreement with the suggestion sometimes put for 
ward .that, if .taxation discourages private savings, this 
necessarily provides a case for reducing taxes ; the latter 
may or may not follow from the former. 



Saving by individuals 

34. Income taxation is on the whole bound to reduce 
the willingness of individuals to save. Moreover as the 
present system of taxation is progressive it falls particu 
larly heavily on the savings of people with high incomes 
who are the traditional source of the bulk of individual’ 
savings. This may be offset in part by the redis'tributorv 
effect of progressive taxation, particularly insofar as taxa- 
tion is used to provide services, which otherwise people 
would have .to pay for themselves. Where, however 
taxation is generally high this may have .the result only 
of increasing the relative amount of savings from low 
incomes* not .the absolute amount. We believe that this 
•is the situation at .present and that the net result is to 
reduce savings by individuals. 

35. Individual savings might be stimulated by a general 
reduction of .taxation or by making the income tax struc- 
ture less progressive. Both of these, however, would lead 
to a more unequal distribution of wealth than at present 
and we do not consider that the encouragement of private 
saving would justify such a policy. Since, however, it is 
probable that most individual savings come out of ’large 
incomes derived from investments, and since company 
reserves consist of involuntary savings out of corporate 
income properly attributable to individuals, the level of 
individual savings will be influenced by the impact of 
taxation on company earnings, considered below. 

Saving by companies 

36. Provided that their prior charges are fairly stable, 
the reaction of companies to taxation will depend on how 
far they wish to maintain a real level of Ordinary divi- 
dends. The evidence available suggests that industry as a 
whole has during recent years been more concerned to 
maintain and increase savings, where necessary at the 
expense of dividends. According to the White Paper on 
the National Income and .Expenditure of the United 
Kingdom 1946-50* companies and public enterprises in 
1950 made a net saving of £569 million, after providing 
for depreciation and taxation, compared with £172 mil- 
lion in 1938. In general we welcome this attitude, which 
ensures that company profits will be available to increase 
industrial efficiency. On the other hand it does not follow 
.that all this money will in fact be invested in new plant 
iand machinery ; part will probably be needed to replace 
'stocks at higher prices and some will be put to reserve to 
stabilise or increase dividends in the future. 

37. We are of the opinion that the existence of differential 
rates of Profits Tax has done much to stimulate companies 
to make appropriations to reserve at the expense of dis- 
tributed profits. In this way the present system has en- 
couraged involuntary savings by industrial shareholders. 
1 his is a desirable trend, but we should point out that it 
can be carried too far: industry can save to excess. It 
is impossible to say whether the present level of savings 
is too high : many desirable investment projects have over 
the past few years been frustrated by shortages of materials 
and manpower. On the other hand conditions vary from 
nri T l to firm : some may have accumulated excessive savings 
and others insufficient. The point we would make here is that 
since the same tax rates apply to all firms, they cannot 
oe regarded as the prime cause of insufficient savings on 
. e ~ p ^ rt °t particular firms — the real reason is probably 
inefficiency or imprudent distribution of profits. Whilst 
ia general reduction of taxation might help some firms to 
increase 'their sayings it would only help other firms to 
increase dividends. 



lull employment and savings 

38. The foregoing does not, in any case, take full account 
ot the effect on savings of full employment. The level 
ot sayings whether by firms or individuals — partly depends 
on the level of their incomes, and full employment by its 
nature generates additional personal and corporate in- 
comes. Even if, therefore, the effect of taxation is to 
reduce willingness to save, the maintenance of a high and 

* Cmd. 8203, Table 34. 
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table level of employment by Government spending will The role of the Government 

sta Ur,tv, individuals and of nnmnanies 45 The coro n ary Q f the taxation of profits on a special 

basis is that the Government should be prepared, when 
circumstances justify it, to provide funds for private indus- 
try. The maintenance of full employment demands a 
different approach to the role of the Government as saver 
and investor. There is nothing sacrosanct about the 
proportion of savings previously contributed by public 
authorities, nor, we believe, is it sufficient for the Govern- 
ment to restrict itself to the part of residual saver. Its 
functions should rather be to stabilise the economy by 
surplus and deficit budgeting and to use its funds to 

uu » ... , .. ... stimulate not only general investment but also, where 

of unemployed workpeople. Nor are total savings the nece ssary, investment in particular industries and firms, 
only important factor : their distribution through industry Thus b feeding back to industry some of the funds it 
will also affect the health of the economy. There can be bas income tax and profits tax, the Government 

no guarantee under a system of private financing that the will , be ablej we hold> to ensure that profits are used where 
available savings will flow into investment projects or that th , are most vitaI to the economic health of the whole 
they will flow in the right direction. Market forces reflect coun t ry . 
the relative profitability of investments, but this may not 



'ncrease the capacity both of individuals and of companies 
to save a progressively larger portion of their incomes. 

Saving and investment 

39 The proportion of income saved tends to increase at 

faster rate than does the total income, but it does not 
automatically follow that investment increases at the same 
rate as savings. Mr. Colin Clark’s* National Income 
estimates suggest that, for example, although savings rose 
substantially between 1928 and 1930, the rate of invest- 
ment actually declined during that period. The results of 
this decline in investment were reflected in the numbers 



always be the same as industrial or social needs. There 
is therefore no case for saying that unlimited stimulation 
of savings by individuals or companies is in all circum- 
stances desirable. 



Effects of Profits Tax 

40. The main discouragement to saving by individuals 
lies in the progressive nature of the income tax and surtax. 

The taxation of corporate incomes is not progressive 
in the same sense. A company which, by efficiency or 
because of lack of competition, increases its profits does 
not thereby .attract a significantly greater rate of tax. The 

main ways of encouraging company savings are, therefore, „ . — ... 

a general reduction in the level of taxation, or the aboli- the willingness of individuals and corporations to save is 
tion or modification of 'Profits Tax. We propose to deal not strong enough, then the Government should increase 
here only with the Profits Tax. its own saving and investment. In particular, the special 

41. The Profits Tlx is commonly attacked on the taxation o t Profits is Jmtified^m the mtereaK.both of 
grounds that as it is levied, over and above income fax, 



Conclusions as regards the encouragement of savings 
46. We are of the opinion that the present system of 
taxation reduces the willingness of individuals to save 
although, on balance, it may increase the willingness ol 
corporations to save. The system of taxation, however, 
cannot be considered in isolation from the objects of taxa- 
tion and the use to which the revenue is put. If the object 
is to maintain full employment, and if the revenue is used 
to this end, the resulting high level of economic activity 
will mean that earnings are likely to be higher and capacity 
to save will be increased. From a national point of view, 
if in this situation the capacity to save is higher but 



on income of a particular kind it constitutes discrimination 
against business efficiency. There should, it is argued, 
be no tax on corporate income other than the general 
income tax. We do not share this point of view. 

42. We do not oppose the abolition of the .Profits Tax 
only because it would be difficult to raise from another 
source the revenue that would thereby be lost, important 
though this consideration is. Our support of the Profits 
Tax in principle is based mainly on the grounds that the 
community as a whole (through the Government) is en- 
titled to share in the additional profits which accrue to 
companies in conditions of full employment. As we have 
already pointed out, full employment increases demand 
and reduces risk: thus the high profits earned in times 
of full employment cannot be regarded merely as the 
reward of efficiency and enterprise but as, at least in part, 
the result of exploiting conditions not created by the 
business community, 



lUAciiiuu v* ... ...... ... .... ... _ 

equity and of combating inflation under conditions ol 
full employment. 



CONTROL OF INFLATIONARY OR 
DEFLATIONARY TENDENCIES 

Taxation and Prices 

47. The suggestion is often made that direct taxation 
is itself responsible for raising prices and that, therefore, 
the use of the tax instrument to combat inflation is to 
some extent self-defeating. 

48 It is generally accepted that inflation is a rise in 
prices caused by purchasing power increasing faster than 
available goods. Direct taxation will therefore only 
stimulate inflation when both of the following conditions 
are fulfilled : (a) firms can pass on in their prices the 
burden of higher taxation to consumers and (b) those 



43. Moreover, since under full employment prices and consumers are provoked to 

• ' T. a! 1 thora jg 

*'"■ ail luviBaoc. iu »*»*.*'«■* ■ ... . 

power from firms, and if condition (o) i 



prices ana consumer* aio juuruiwu »» r- . - 

profits tend~to ' rise Taster than personal incomes, there is their 

SdT“ndita S u “ot satisfied .it 

put to reserve. 

44. The arguments in the two last paragraphs 



'will withdraw .purchasing power from consumers ; 
either case, therefore, the tax increase will be deflationary. 



tested by the movement of profits and personal incomes 
in the years of full employment since 1946. 



Year 


Corporate Profits(a) 


Personal disposable 
incomes(b) 


£ million 


Percentage 
1946 ... 100 


£ million 


Percentage 
1946... 100 






100 


8,222 


100 






120 










129 






1949 




126 




11/ 


1950 


2,264 


140 







(a) Includes corporate trading profits and other corporate 



* Colin Clark: National Income and Outlay, Table 87, p. 190. 
+ Based on Tables 34 and 35, National Income and Expenditure 
of the United Kingdom 1946 to 1950 (Cmd. 8203). 
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49 As regards condition {a), the ability of firms to pass 
on direct taxes, in the form of higher .prices, to consumers, 
is limited. It is true that where something like monopoly 
conditions prevail there will in theory be the power to 
do this, but in fact it is likely that even under such con- 
ditions an element of uncertainty about consumers re- 
actions will set a practical limit to the extent to which 
higher taxation is passed on. In the more usual con- 
ditions of industry, neither fully competitive nor fully 
monopolistic, it is .probable that firms will be very cautious 
about increasing their selling-price without being certain 
that other firms will do the same and in the case or an 
increase in direct taxation, whose effective burden per 
unit of output will vary with the financial structure and 
general circumstances and policy of each firm, it is by 
no means certain that all firms will react the same way. 
Moreover, all pricing policy is tentative, and it is almost 
impossible to make an accurate allowance for the effect 
of taxation upon gross .profits at particular price levels: 
in any case it is, at the very least, doubtful whether any 
firm will aim at any particular figure of net profit, since 
calculations of this sort can so easily be upset by events. 

A3 
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50. Again, the higher the level of taxation, the less 
likely it is that firms will consider it worthwhile to pass 
on higher direct taxation in the form of higher prices. 
A given increase in taxation will affect net profits far 
less when tax already takes over half of the gross profits 
(as at present) than when it takes a smaller proportion. 

51. Nor, for the same reasons, are reductions in taxa- 
tion likely to result in lower prices. 

52. As regards condition < b ), it cannot be too readily 
assumed that even if firms can pass on taxes, consumers 
will be able to recoup themselves by increasing their 
incomes. In conditions of full employment, of course, 
the ability of wage and salary earners to secure increases 
will be improved, but there are limitations even in this 
connection, either imposed by circumstances or voluntarily 
accepted in the interests of maintaining full employment. 
Other sections of the community, particularly people on 
fixed incomes, State pensions and so on are subject to 
far stricter limitations. 

53. For these reasons we do not consider that, as a 
general rule, direct taxes can be regarded as real or cal- 
culable costs, or that increases in taxation are likely to 
have substantial inflationary effects, so far as they affect 
prices, which will offset their deflationary effects as they 
affect incomes. 

Taxation and incomes 

54. .Direct taxation, by decreasing or increasing spend- 
able incomes will have directly deflationary or inflationary 
effects, particularly where the lower incomes are concerned. 
The first effect of taxing incomes is likely to be a reduc- 
tion in savings : where this margin is small or non-existent 
then consumption must be reduced. It follows from what 
we have already said concerning the role of the Govern- 
ment in maintaining an adequate amount of saving and 
investment that it will probably be necessary to use direct 
taxation as a counter-inflationary weapon under conditions 
of full employment. 

55. It is, however, essential that where short-term action 
is necessary to check inflation or deflation the method used 
should be speedy in its introduction and speedy in its 
operation. Changes in direct taxation do not satisfy these 
requirements : direct taxes on incomes and profits cannot 
be altered or come into effect quickly enough. It is a 
more efficient instrument than variation of the Bank Rate, 
but less efficient for the control of consumption than 
variations in indirect taxes and in social security contribu- 
tions and benefits. 

56. There is another factor to be taken into account — 
the need to avoid accentuating existing inflationary and 
deflationary tendencies. If this is to be avoided tax 
liabilities should be .met as soon as possible after the 
income to which they relate has been earned. For this 
reason P.A.Y.E. is a far better anti-inflationary or anti- 
deflationary weapon than was the preceding system, under 
which taxpayers could find themselves faced with heavy 
tax-demands when their incomes were falling and with 
small liabilities at times when their incomes were rising. 
On this account also, therefore, we recommend that the 
system of pay-as-you-earn for wage and salary-earners 
should be maintained. 

Conclusions as regards control of inflation 

57. We consider that the importance of direct taxation 
as an instrument for controlling inflationary or de- 
flationary effects lies in its effect on incomes rather than 
in its effect on prices. Direct taxation is not the most 
effective instrument for reversing short-term inflationary 
or deflationary trends, but it can and should be used for 
controlling longer-term tendencies towards inflation or 
deflation. It is, however, essential that as little time as 
possible should elapse between the moment when the 
income accrues and the moment when the tax is levied. 
On this account also, therefore, we recommend that 
P.A.Y.E. should continue. 

DISTRIBUTION OF PERSONAL INCOMES 
General 

58. In this part of our evidence w.e propose to consider 
whether it is desirable to alter the existing system of taxa- 
tion in order to secure a more even or less even dis- 
tribution of net personal incomes for its own sake. We 



are not here concerned with the further effects of re- 
distribution on, e.g. incentives, savings, and the general 
level of economic activity, which are considered elsewhere 
in our evidence. 

Purpose of redistribution 

59. Where incomes are, before tax, seriously unequal 
we consider that redistribution by State action is justified 
in the interests of social justice. Direct taxation is, and 
must be, one of the main methods of securing a measure 
of redistribution, and progressive taxation, under which 
each additional slice of income bears a higher rate of tax 
is the most effective and equitable means of direct taxation! 

Direction and extent 

60. Redistribution should be carried out in two direc- 
tions, from rich to poor and from persons without 
dependents to those with dependents. 

61. We do not agree with the suggestion sometimes 
made that the redistribution of incomes has gone too far 
and should be reversed. We do, however, recognise that 
on the whole redistribution through the taxation of current 
individual and corporate incomes has gone almost as far 
as is practicable and that there is little possibility of 
making much further progress along the lines followed 
up to now. Nevertheless there are within the present 
framework of taxation certain anomalies which should 
be removed. 

62. Before we discuss these anomalies we would observe 
■that the greatest cause of inequality of income derives 
from the inequality of capital possessions. Ways in which 
capital inequalities are or can 'be reduced — particularly 
'the Death Duties and the Capital L.evy — lie outside the 
terms of reference of the Commission. We have, how- 
ever, noted the ruling given by the Chancellor of the 
Exchequer that the Commission’s terms of reference entitle 
them to consider the question of charging to tax profits 
ranking as capital profits under the existing law, and we 
shall, at a later stage, be submitting to the Commission 
our considered views on this matter in connection with 
5 (b) of the particular matters listed under the Heads of 
Evidence. 

Redistribution between income groups 

63. It should be a principle of taxation that taxes are 
levied only on that part of the individual’s income which 
is not necessary for maintaining, in conjunction with the 
social services, a reasonable minimum standard of life. 
This income will vary from one period to another with 
the current conception of a reasonable minimum standard. 
We consider that the present tax structure on the whole 
satisfies this principle, but we would urge the need for 
adjusting the basic allowances— particularly the exemption 
limit — fairly readily in response to changes in prices and 
in the National Income. 

64. The present tax structure also goes some way 
towards satisfying the principle that unearned income 
should bear a heavier burden of taxation than earned 
income. There is, however, an anomaly which should 
be removed. At the present time no income earner 
benefits by more than about £190 per annum as compared 
with the person who receives the same gross income 
entirely from investments. The difference of £190 per 
annum first appears at the level of £2,000 per annum : up 
to that point the benefit is progressive. From that point 

at which surtax begins — the progressive element dis- 
appears. We are therefore of the opinion that a pro- 
gressive differential in favour of earned incomes should 
be incorporated in the surtax, by increasing the rate of 
surtax on unearned incomes. At present tax levels this 
would probably mean that the effective rate of surtax on 
unearned incomes exceeding £100,000 per annum would 
be at least 19s. in the £. On excessively high incomes 
we consider that this, or an even higher rate, is not 
unreasonable. 

Dependents 

65. We hold that the tax system should discriminate in 
favour of persons with dependents. The present structure 
goes some way to achieve this, but is not in all respects 
satisfactory. We return to this point in the following 
Section (paragraphs 79 to 83). 
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Conclusions as regards distribution of personal incomes 

66. Whilst the process of income redistribution by direct 
taxation of incomes has been carried almost as far as is 
practicable, we consider that the rate of progression on 
the higher unearned incomes should be increased. 



INCOME TAX AND SOCIAL SECURITY PAYMENTS 
AND CONTRIBUTIONS 

General 

67. During the past few years several proposals have 
been put forward for amalgamating the income tax with 
the social security system. It is not our intention to con- 
sider and comment in detail on each of the • various 
schemes, 'but to examine the general principles which they 
appear to have in common. 

Objectives of the proposals 

68. All the proposals aim at eliminating the duplication 
which results from providing assistance in respect of 
dependants partly in the form of income tax allowances 
and partly in the form of actual payments. 

69. The proposals also have four subsidiary objectives. 
The first is to eliminate the disincentive caused by the 
divergence of average and marginal rates of taxation 
inherent in any system of taxation based on progression. 
The second is to alter the existing distribution of incomes, 
particularly in order to help people with dependants. The 
third is to increase the Government’s ability to control 
cyclical fluctuations by means of social security payments. 
The fourth is t;o simplify the administration of the income 
tax and make it more intelligible. Not all of the proposals, 
of course, have all these subsidiary objects, and the 
emphasis which is laid on the importance of the objects 
varies. 

Method 

70. These objectives would be attained by three main 
methods. First, the existing income tax allowances (e.g., 
children’s allowances, and married allowance) would be 
abolished, existing social security allowances expanded and 
new social security allowances introduced. Second, a flat 
rate tax would be imposed on all incomes up to a certain 
point. Third, one agency would be used for paying all 
the allowances, instead of some being paid by the Ministry 
of National Insurance and others being credited through 
the Inland Revenue’s machinery. 

Duplication 

71. The primary objective of these proposals is to 
eliminate the duplication which arises from the fact that, 
quite apart from the benefits available under the social 
security schemes, there is embodied in the income tax 
structure a complex system of family allowances. It must 
be admitted that there are many illogicalities in the existing 
arrangements, particularly in so far as they embody allow- 
ances which vary with income and which are not enjoyed 
by people whose incomes fall below the taxable limit. 
To the extent that the proposed schemes would remove 
these illogicalities they would obviously be desirable. 

72. Another advantage claimed for some of these pro- 
posals is that social insurance contributions could be 
abolished. These, it is urged, can be regarded as a flat 
rate tax on all employed persons, a form of employment 
tax which is not related to the individual’s capacity to 
pay. We are not, however, satisfied that the abolition of 
these contributions would be desirable. Their elimination 
would mean a departure from the insurance principle, to 
which so much importance was attached by Lord Beveridge 
in his Report on Social Insurance and Allied Services. 
Even though the full cost of the social security provisions 
is not met out of contributions, we are of the opinion 
that, at least for the present, this principle should be 
maintained. On the one hand, people should be aware 
that there is some relation between what they pay and 
what they get ; on the other, we consider that it is 
desirable that individuals should feel that they are entitled 
to State benefit because they have helped to pay for it 
directly, not feel that they are. in some way, in receipt of 
charity. 

73. Our first conclusion, therefore, is that it would be, 
in principle, desirable to eliminate many of the existing 
income tax allowances, but that social insurance contribu- 
tions should be maintained. 

i 16395 



Elimination of disincentive 

74. The second objective is to eliminate the disincentive 
caused by the divergence between marginal and average 
rates, which, as we pointed out in paragraph 15, can only 
be eliminated completely by levying a flat rate of tax on 
every pound of income. We would point out that the 
introduction of a flat rate is not contingent, as is sometimes 
implied, on the elimination of allowances ; allowances 
could be left in and a flat rate charged thereafter. If, 
however, this course were followed, the advantages claimed 
for the proposals would be seriously reduced, as not only 
would the disincentive arising from a higher marginal rate 
of taxation partly remain, but the existence of allowances 
would necessitate calculations of tax liability similar to 
those now required. 

75. All the proposals made recognise that an upper 
limit would have to be put on the operation of the flat 
rate: the figure usually suggested is £500 or £600 per 
annum, beyond which the rate (including sur-tax) would 
be progressive. This, of course, would mean that the 
disincentive of a high marginal rate of tax would not be 
removed for people earning about £10 or £12 a week: on 
the contrary the existence of this limit beyond which 
taxation increased sharply might dissuade workers from 
so increasing their earnings that they passed this point. 
This limit would certainly affect many people on piece- 
work and other payment by results schemes, and a special 
or “ supplementary ” tax might have a greater effect on 
them than does the present graduated system. Moreover, 
a worker whose earnings are approaching £10 or £12 a 
week is, generally speaking, not feeling the pinch of need 
— he will be more discouraged by a higher rate of tax 
than will a worker on £6 or £7 a week : if, however, the 
limit is reduced then the administrative difficulties are 
increased, whilst if the limit is put higher it raises the 
problems discussed in the next paragraph. 

76. Fundamentally there is an even stronger objection, 
on the grounds of equity, to instituting a flat rate tax. 

If we assume that all allowances are abolished, then the 
flat rate must operate on every pound of income. If the 
tax is to yield any revenue at all it must mean that persons 
pay tax who were previously exempt — at the lowest levels 
they are therefore worse off, and the higher the flat rate 
(suggestions vary from 3s. Od. by Mr. S. P. Chambers to 
6s. 8d. by Lady Rhys-Williams) the worse off they are. 
This, it is argued, can be made up to them by a flat rate 
grant from the State, as, for example, on the lines 
advocated in the Liberal Party’s proposals.* This, however, 
gives rise to one of two evils. If the State grant is at 
a low level, the people with the lowest incomes will still 
suffer: if it is at a high level to prevent them suffering 
then the individuals on the higher range of incomes 
benefit excessively. 

77. Inequities are bound to arise in this sort of scheme. 
Where income tax is levied on individuals not previously 
liable to .tax, they can only be protected by being given 
a cash allowance. The choice then lies between giving 
everyone the same allowance, in which case the better- 
off receive allowances which in any case they probably 
do not need, and giving varying allowances, which defeats 
the whole purpose of the change. 

78. We do not therefore consider that the introduction 
of a flat rate of tax would in practice secure the increased 
incentive which is claimed ; or that it could be operated 
in an equitable way without causing administrative 
difficulties of the kind it is meant to solve. 

Redistribution 

79. The third objective is to seoure redistribution of 
incomes, particularly in favour of people with dependents, 
and it must be admitted that the present system of income 
tax is not wholly satisfactory in this respect. To take 
one example, we believe that it is a justifiable criticism 
of the existing system that married couples living on 
small incomes receive far less benefit from the children 
allowance than do those on higher incomes. The causes 
are that as income increases (up to a point) so the value 
of the allowance increases, so that the people who need 
the most help get the least ; and that the extra money 
available for spending on each child diminishes as the 
families of people on lower incomes grow, but not if 
the parents of the children happen to be well off. 

* “Reform of Income Tax and Social Security Payments,” 
March, 1950. 
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80. With this anomaly in mind we have given careful 
consideration to the possibility of eliminating some of 
the worst effects by abolishing the children allowance 
and, in its place, expanding the existing Family Allow- 
ance. This, however, would give rise to further anomalies. 
Perhaps the main consideration is that the Family Allow- 
ance would have to be set at a level high enough to 
ensure that no married couples with children were worse 
off than they are at present: otherwise they would, at 
each level of income, be worse off relatively to single 
people and married couples without children, whose tax 
liability would of course be unchanged. However, this 
means putting the Family Allowance at a very high level 
— probably not much less, than fifteen shillings for each 
child free of tax. The alternative is to introduce a special 
tax on single people and childless married couples, which 
would defeat the object of simplification. 

81. An alternative way of eliminating the anomaly 
described in paragraph 79 would be to vary the income 
tax allowance for children as between income groups. 
This, however, would be administratively cumbrous to 
operate and would still not help the children of low-paid 
workers who are not now liable to tax. 

82. We must therefore admit that, although we 
sympathise with those who criticise this anomaly, we are 
unable to recommend any alternative method which would 
not in its turn create new anomalies or administrative 
difficulties. There may be a case for increasing Family 
Allowances, but we recognise that this lies outside the 
Royal Commission’s terms of reference. 

83. If there is no case for abolishing the children allow- 
ance and expanding Family Allowances, then the case 
against adopting similar methods of eliminating similar 
anomalies in the operation of other dependents’ allow- 
ances is even stronger ; the machinery for paying out 
Family Allowances already exists, but to pay other 
dependents’ allowances by the same method would require 
new machinery. 

84. As far as redistribution between rich and poor is 
concerned, the proposals made in these schemes do not 
provide the best or the only method. We have, indeed, 
already given an indication of the inequitable way in 
which the proposals would work, and even if a scheme 
could be devised which would eliminate these inequities 
this in itself would not constitute sufficient reason for 
introducing it. The case for its introduction must rest 
on stronger grounds than this. 

85. We are not of the opinion that the most desirable 
way of redistributing incomes is by providing large State 
cash grants at a flat rate to all citizens, irrespective of 
need. We are strongly in favour of the State provision 
of a fall-back income, paid as at present to people when 
they need it most— e.g. when they are unemployed, sick 
or aged. But we consider that if State subventions were 
to be extended indefinitely a point would be reached at 
which their economic disadvantages would outweigh their 
social advantages. 

86. We therefore consider that there is no case for 
claiming that schemes of this sort are necessary for, or 
are the best way of, redistributing incomes in the direction 
we believe proper. 



Control of cyclical fluctuations 

87. The fourth objective is to increase the Government's 
power to control cyclical fluctuations by varying social 
security payments in order directly to stimulate or decrease 
consumer expenditure. The extent to which the Govern- 
ments power is increased depends on the level at which 
social security payments are fixed : these proposed 
schemes, therefore, would only help towards this object 
m so far as they embodied higher levels of social security 
payments. 1 



.u 88 ' We consider that it is in principle desirable that 
the Government should have at their disposal an instru- 
ment of this sort for combating threatened unemploy- 
ment. It does not necessarily follow from this that the 
proportion of the individual’s income which comes in the 
form of a State cash payment should be indefinitely large 
since this could bring disadvantages of its own. The 
mam disadvantage is that State subventions, in spite of 
their obvious merits, tend to obscure the relation between 
earnings and effort and to reduce incentive. We do not 



believe that at their present levels -their effect in this direc- 
tion is important: certainly at the moment their social 
advantages far outweigh whatever disincentive effect they 
have. If, however, these payments were to be increased 
substantially, and, above all, if they were to take the form 
of large weekly cash payments to everyone, whether 
employed or unemployed, sick or well, their effect would 
be much greater. Also to be considered is the way in 
which such regular weekly payments might reduce the 
real wage differentials between different classes of workers. 
Moreover, the importance of these factors varies with 
the level of income tax: the higher the weekly social 
security payment the higher must be the rate of tax 
and thus there is a .two-fold effect on incentive and on 
real differentials. Finally, there is the consideration that 
the higher the “standard” weekly State subvention, the 
more difficult it is to increase this if a recession should 
develop. In any case, we arc of the opinion that this 
objective lays too much stress on the negative aspect 
of combating unemployment, rather than on the positive 
aspect of maintaining full employment. 

89. We are not, of course, arguing here against the 
principle of State social security schemes, or against the 
existing level of contributions and benefits. Nor are we 
concerned with whether or not existing benefits, are, on 
other grounds, high enough. The question is whether 
the linking of social security payments and benefits to 
income tax would increase the Government’s power to 
combat cyclical fluctuations without bringing greater dis- 
advantages in its train. We are of the opinion that the 
disadvantages would in fact outweigh the benefits. 

Simplification 

90. The final objective of these schemes is to simplify 
the structure and administration of the income lax and 
make it more intelligible to the taxpayer. This, it is 
claimed, would result from the elimination of the coding 
which is necessitated by variations in allowances. This 
would make the tax more intelligible (particularly if pro- 
gression was replaced by a flat rate) and would lift a 
heavy burden from the shoulders of employers, as well 
as making administration by the Inland Revenue simpler. 
This objective is obviously desirable, but we are not satis- 
fied that the claims made in the proposals are not 
exaggerated. 

91. In the first place, to abolish children’s allowances 
and dependents’ allowances would not eliminate all 
allowances — for example, tool and clothing allowances and 
relief on life insurance premiums would remain and could 
not satisfactorily be commuted into cash payments. 

92. In the second place, the difficulties of paying out 
expanded social security benefits appear to have been 
under-estimated. The Income Tax Authorities would cer- 
tainly be relieved of assessing the effect of, e.g., depen- 
dents’ allowance, but another Department — presumably 
the Ministry of National Insurance — would become respon- 
sible and could not, as sometimes seems to be implied, 
absorb the additional work without considerable expan- 
sion. If the actual paying out was done by employers 
this might even increase -the work of wages clerks, who, 
instead of calculating one stoppage (by tax-tables) would 
have to calculate a stoppage and also set off against it a 
payment to the employee. 

93. In the third place, central assessment would not 
be abolished. If evasion was to be prevented it would 
be necessary for the Inland Revenue to maintain records 
of tax liabilities and payments. If, in addition to in- 
creasing social security benefits, they were paid weekly 
(as proposed by the Liberal Party) to or in respect of 
every individual, this would mean a considerable expan- 
sion of administrative facilities in order to carry out 
payments and prevent the payment of double allowances 
to persons having more than one income. It would also 
be necessary to maintain a constant check on all records 
instead of dealing only with that comparatively small 
section of the community which is receiving State Assist- 
ance in any particular week. 

94. In the fourth place we have in this subsection 
deliberately left out of account those aspects of the pro- 
posed schemes which might help towards simplification 
but to which we object on other grounds — for example, 
the introduction of a flat rate and the abolition of the 
social insurance contribution. 
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95 We are not, therefore, satisfied that the proposed 
schemes would in fact produce the simplification and 
greater ease of administration that is in theory claimed 
for them. 

Conclusions as regards linking Income Tax with Social 
Security payments 

96. On the whole, therefore, in our opinion a sufficiently 
strong case has not been made out for radically reform- 
ing the present system in order to amalgamate the income 
tax and the payment of social security contributions and 
benefits. We criticise these schemes not because they 
fall short of the ideal, but because they satisfy the aims 
of equity and simplicity no better than — and in some 
ways? not as well as— existing arrangements. Likewise we 
do not oppose these schemes on the grounds that their 
introduction presents considerable difficulties : nevertheless 
these difficulties are very real ones, and any proposal to 
alter the present arrangements must show beyond all 
reasonable doubt that the advantages of the new system 
would outweigh not only its disadvantages but also the 
administrative difficulties of its introduction. 

GENERAL CONCLUSIONS 

97. For convenience the conclusions reached in the pre- 
ceding sections are brought together below : 

(a) Incentives 

We are of the opinion that the disincentive effects 
of P.A.Y.E. are not such as to justify the introduc- 
tion of special rates of tax for income derived from 
overtime and extra effort. We consider that there 
is a case for a smoother graduation of taxation up 
to the point at which the standard rate applies, and 
that more should be done to let taxpayers know how 
P.A.Y.E. works and how it affects them. 

(b) Risk-bearing 

Other .things being equal, a high and progressive 
rate of taxation will reduce the willingness and ability 
of individuals and corporations to invest at risk, but 
the use of the resulting revenue by the Government 
to promote full employment and the consequent re- 
duction in the riskiness of investment generally must 
also be taken into account. The available evidence 
does not suggest that there has yet been a marked 
shortage of risk capital for enterprise. We consider, 
however, that the Government can and should under- 
take to provide risk capital where necessary. 

(c) Savings 

We are of the opinion that the present system of 
taxation reduces the willingness of individuals to 



save although, on balance, it may increase the will- 
ingness of corporations to save. Again, however, 
the system of taxation cannot be considered in 
isolation from the objects of taxation and the use 
to which the revenue is put. If the object is to 
maintain full employment, and if .the revenue is used 
to this end, the resulting high level of economic 
activity will mean that earnings are likely to be higher 
and capacity to save will .be increased. From a 
national .point of view, if in this situation the capacity 
.to save is higher but the willingness of individuals and 
corporations to save is not strong enough, then the 
Government should increase itsown saving and invest- 
ment. In particular, the special taxation of profits 
is justified in the interests both of equity and of com- 
bating inflation under conditions of full employment. 

(d) Control of inflation 

We consider that the importance of direct taxation 
as an instrument for controlling inflationary or defla- 
tionary effects lies in its effect on incomes rather than 
in its effect on prices. Direct taxation is not the most 
effective instrument for reversing short-term infla- 
tionary or deflationary trends, but it can and should be 
used for controlling longer-term tendencies towards 
inflation or deflation. It is, however, essential that J 
as little time as possible should elapse between the f 
moment when the income accrues and the moment 
when the tax is levied. On this account also, there- 
fore, we recommend that P.A.Y.E. should continue. 

(e) Distribution of personal incomes 

Whilst the process of income redistribution by direct :| 
taxation of incomes has been carried almost as far as .4 
is practicable, we consider that the rate of progression 
on higher unearned incomes should be increased. 

(f) Income tax and social security schemes 

In our opinion a sufficiently strong case has not 
been made out for radically reforming the present 
system in order to amalgamate the income tax and the 
payment of social security contributions and benefits. 

We criticise these schemes, not because they fall short 
of the ideal, but .because they satisfy the aims of 
equity and simplicity no better than — and, in some 
ways, not as well as— existing arrangements. Like- 
wise we do not oppose these schemes on the grounds 
that their introduction presents considerable diffi- 
culties : nevertheless these difficulties are very real 
ones, and any proposal to alter the .present arrange- 
ments must show beyond all reasonable doubt that 
the advantages of the new system would outweigh not 
only its disadvantages but also the administrative 
difficulties of its introduction. 

2.5.1951. 
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2634. Chairman : We are very grateful to you, Mr. 
Geddes, and your colleagues for the papers you have sent 
which are very carefully argued and deal with your points 
very fully. All the Commission is thinking of doing to- 
day is clearing up any questions arising out of your docu- 
ments on which we want to get our own minds clear. I 
wish you would tell me one thing, would you? You 
deal in paragraphs 12 to 14 of your first memorandum 
with the question of P.A.Y.E. as a discouragement to 
overtime and other forms of extra effort. — Mr. Geddes: 
Yes, my Lord. 

2635. From your experience how widely do people 
concerned know the details of the tax which is taken 
from their wage? — We think, my Lord, that the average 
person knows very little. He only knows the ultimate 
effect. Of course, in many cases he has a slip which tells 
him precisely the amount deducted and if income tax 
is the only deduction then he knows precisely how much 
has been deducted in that particular week. Where, how- 
ever, there are a number of deductions which may vary 
we think probably by and large he is not sure, and certainly 
not quite sure, how it comes about. 

2636. I was more concerned really with how it comes 
about, because no doubt there are fairly complicated 
factors which bear upon what the taxpayer is actually 
going to lose in any week. That would not be very widely 
known?— Very, very few of the ordinary workmen really 
khow. They are told Once a year in the newspapers of 

'6395 



the effect of the Budget on taxation, on income tax par- 
ticularly. For. that matter quite a lot of people outside 
what is known as the manual worker have a very hazy 
idea. I certainly have a very hazy idea myself. 

2637. In your experience do they make some effort to 
find out how it works, or do they really take it on 
trust?— In the main it is rather too complicated, but 
I think to a very large extent it is because they do not 
try. They know it is going to happen anyway, and accept 
the inevitable. That is our view. 

2638. I only want your view from your experience. 
Are there occasional experts? — There are .always those 
people who know more than the Inland Revenue Depart- 
ment themselves, whether they are effective in satisfying 
the individual I have some doubts, 

2639. Before we go further ; it is some time since you 
sent us in your document, is there anything else you would 
like to add to it by way of general supplement? — I do not 
think so. The documents now submitted generally cover 
the views we want to express. 

2640. I see that in paragraph 15 you are dealing with 
the question of graduation. You do, I think, make as 
a proposal that there should be a greater number of steps 
before you reach the standard rate. — Yes. 

2641. That, of course, has been met to some extent 
by the proposals in the present Budget?— That is so. 

A 5 
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2642. Indeed, there are I think the three steps which 
you mention here, 3s., 5s. 6d. and 7s. 6d.? — Yes, my Lord. 
I think it is the only thing Mr. Butler did that we asked 
him to do. 

2643. Of course, he has done it on a wider band. That 
having been done, do you still think it would be advan- 
tageous, if it was administratively reasonable, to have more 
steps still? — We say that, my Lord, and I think that is 
still our view. We say this should be the 
minimum. We hold that view because we feel the 
more gradual it is the less disincentive will be the effect 
on overtime and' that sort of thing. It is the sudden 
change and rather high change that results in disincentive. 

2644. If the man is actually aware that the change is 
taking place? — Yes. 

2645. Then you go on to deal with certain alternative 
schemes which you have had under your attention as 
possible variations of P.A.Y.E. You do not favour, if I 
follow your paragraph 16, any system which depends on 
making the rate of tax deduction dependent on the pre- 
vious year’s ascertained income and the current allow- 
ances? — No, we do not, because of the effect. It may be 
sound where the subsequent year’s income is higher than 
the previous year, but it is very bad in our view when the 
subsequent year’s income is smaller than the previous year. 
It can create quite a considerable hardship on the worker 
if he pays higher tax in a year when he is earning less 
income. 

2646. The main ground of your objection is the effect 
of such a system on the man with a falling income, falling 
in the succeeding year at any rate? — Yes, my Lord. 

2647. And then you go on in paragraph 18 to say that 
you have noticed the proposals for a weekly wages tax. 
That really means that the wage, whatever it may be in 
the week, stands by itself as the measure of liability, and 
you do not favour that proposal primarily because of its 
haphazard operation? — That, and one other factor which 
is that in a given year two people earning the same in- 
come may pay different taxation on that income. 

2648. Yes? — Dependent upon whether they are earning 
a general average level throughout the year or whether 
they ane earning very high sums in certain weeks and low 
sums in others. 

2649. It would still be possible for them to t hink of 
themselves in terms of annual income and tax, and two 
people with the same annual income might have a different 
tax result? — Yes, my Lord. 



2650. Yes. I wanted to ask you one question on your 
Table II in paragraph 26. Your theme there, I think, is 
stated at the beginning of the paragraph, “ There has not 
been recently any indication of marked unwillingness on 
the part of private investors to provide capital for enter- 
prise. Company issues have been buoyant.” Those details 
that you give in Table II, I suppose, naturally, are taken 
from issues to the public which have been made largely 
through the machinery of the Stock Exchange or issuing 
houses? — May I ask one of my colleagues to answer that? 
Mr. Murray: If I may supplement that; these, as is 
indicated, are taken from figures issued by “ The 
Economist ” which include three categories of issues ; first 
there are all issues offered direct to the public ; second 
all issues based on statements for information only ; third 
there are increases of capital by established companies 
who receive permission to deal on the Stock Exchange. 
Those are the three categories covered by “ The 
Economist ”. 



2651. The statements issued for information only would 
be issued with a view to dealing at sonie later date in 
the shares concerned?— That is our interpretation of it. 

2652. I think so, yes. Is it very illuminating when you 
are considering the provision of capital for new or un- 
proved enterprises? They would not be the kind of thing 
which would be covered by issues to the public of this 
kind? — Yes, surely, under the first category, issues offered 
direct to the public would include the establishment of 
new companies for which capital was being raised for 
the first time. That is our impression. These figures are 
not completely first offers to the public but do include 
What may be a fairly substantial proportion of such offers. 

2653. I follow .that. What I had in mind was that I 
would not have, .thought this kind of machinery would 
have been used,_ the issue to. the public in one form or 
another, to provide finance for the unproved business the 
new venture.— Perhaps that is a matter of tactics on the 



part of the people floating the company. In many cases 
they may raise it from private sources of which we would 
have no information. 

2654. There would not be any figures available of the 
sums from private sources or private existing businesses? 
— We are not aware of any. 

2655. Part of the criticism, of course, bears on the fact 
that the difficulty really exists in finding the kind of 
venture money which used to come, it is said, from the 
big private investor? — Yes. 

2656. In paragraphs 40 to 44 you are dealing with the 
profits tax, and I think a good deal of representations that 
have come in to us have been rather hostile to that tax. 
If I gather rightly from paragraph 42, your main support 
of the profits tax is on the principle that you state there, 
that the community as a whole through the Government 
is entitled to share in the additional profits which accrue 
to companies in conditions of full employment. What 
struck me about that was, is profits tax, as it is constructed 
at the moment, really adapted to obtaining a share of 
the profits of those companies which are benefiting in that 
way? Does it not take it indiscriminately? — Mr. Geddes : 
Yes, Sir, I suppose so, but in times of full employment, 
which imply that there is a boom or part boom taking 
place, would not most companies be participating in that 
condition? 

2657. I see your argument, but they must participate to 
very unequal degrees, must they not? Take a company 
deriving its income primarily from operations abroad ; it 
does not primarily owe its profits to any activity of the 
community here, or only very indirectly. — It would be 
deriving those profits, would it not, from increased pro- 
ductivity on the part of the community if that were 
existing, even if it were exporting its profits abroad. If 
it is getting increased profits as a result of increased 
productivity we would submit that our contention here is 
a sound one. 

2658. Yes, I was thinking more in the first place of the 
company which carried on operations abroad but con- 
trolled here. — I think that would be unanswerable. 

2659. That is, if you like, the extreme case.— Yes, I 
agree. I think that clearly is so. It could not apply in 
those cases. Mr. Bowers: I think we are only making a 
broad point. There are many individual firms where that 
would not be the case. On the other hand it would be 
very difficult actually to find out just how far that was 
the case. Mr. Murray : Of course, the profits tax is in 
some senses a marginal tax. The main tax falling 
on companies is income tax, with which you can seek 
out and distinguish between firms of different levels of 
profitability. Thus the profits tax is now in some respects 
a rather clumsy and broad instrument and its importance 
is reduced. As I say in some cases it is a marginal tax. 

2660. I should just like to know a little more about 
your proposal in paragraph 64. I think you are begin- 
ning with a proposal to carry the earned income relief 
which, at the moment, stops at what you get on £2,000 
a year, up into the higher income level. And then, I 
think, you propose that that should be done, if I follow it, 
by a further charge on the unearned income on the higher 
level. That is the nature of the proposal, is it not?— Mr. 
Geddes: Yes, I think that is the nature of the proposal, 
my Lord. Mr. Murray : If I may add something, it does 
in fact amount to that. We do not propose that the present 
earned income relief as it stands now shall be carried 
straight through the structure of the tax. What we are 
suggesting is that over and above the present rate of 
taxation, which does not allow earned income relief upon 
surtax incomes, this surcharge shall be on top of that, so 
that you will get the same result as if earned income relief 
had been carried through, but in fact do it in rather a 
different way. The surcharge will fall more heavily upon 
the higher unearned income and not make the man receiv- 
ing the higher earned income better off than he is at the 
present time relative to the man paying income tax alone. 

2661. I think I follow; I wanted to get it clear. I 
was not quite clear when I read it. The proposal is to 
make the higher unearned income worse off? — That is 
right. 

.,.'2662. The worse off you make it, ithe better off is the 
man who gets his income from having earned it?— That 
' is precisely the point we have in mind. We are concerned, 
I will not say to do justice, but a little more .justice 
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than at present between the man who earns a very high 
income and the man who receives it from investments. 
We are not here concerned so much with the differentia- 
tion between the man with a very high income and the 
man with a comparatively small income. 

2663. You do speak of a surtax rate of 19s. in the £ 
on the individuals who have unearned incomes of £100,000 
a year.— An effective rate. 

2664. I was not quite clear what you mean, the com- 
bined rate of income tax and surtax? — Yes. 

2665. I see. Then I think from paragraph 67 to the 
end of the paper you go on to study the various proposals 
which we have heard a good deal about which would link 
the social security payments with the income tax system, 
either link it partly or in fact merge the two. In paragraph 
72 you say, no doubt an important point, that you your- 
selves do not favour a proposal which would have the 
effect of abolishing contributions in respect of social 
security benefits. — Mr. Geddes: That is so. 

2666. Chairman : Thank you. I think that has explained 
all the points I wanted to ask. In the end, for a number 
of reasons which you argue very carefully, you come down 
against these proposals for linking income tax an-d social 
security payments as not being an improvement on the 
P.A.Y.E. system, not being in itself an advantageous 
scheme? — Yes. 

2667. Chairman : Now I will ask my colleagues to raise 
their questions. 

2668. Sir Geoffrey Heyworth : On the question of sim- 
plification of the income tax system and the question of 
incentive ; if we accept the view that no system based on 
the previous year or some previous .period is feasible 
because of the amount of injustice to people with falling 
incomes, it does mean, I take it, that there is no other 
method whereby any wide field of simplification becomes 
possible? Is that right?— I do not know if we go as far 
as that. Our view is that the present system is certainly 
better than the alternative which you suggest. It might 
well have that effect. 

2669. I do not suggest that conclusion is wrong at all, 
but it does seem to me to be important to see how big 
is the group of people that might be caused hardship. I 
take it nobody can answer that unless somebody will 
predict the future trend of wages. But over the experience 
of the last few years, would the number of people suffering 
hardship be at all great? — From the experience of the last 
few years I think the answer is no. On the experience 
pre-war I think the answer would be yes. 

2670. Let us examine the period .pre-war for a minute. 
If you took the period from 1932 to 1938, would it have 
been large then? — Yes, because you have the factor of 
unemployment. A man might well have been unemployed 
for a period, and yet in the previous year he might have 
been in full employment and have earned a considerable 
income. Next year perhaps he would be unemployed for 
three months but he still has to pay tax on the previous 
year. You have the unemployment factor, surely that is 
a very important factor. 

2671. Nobody has seen any method of speeding up the 
relief to those people? — It might be possible to devise one, 
Sir. 

2672. The reason I am raising this point is that if we 
accept that view it does seem to me this question of simpli- 
fication is more or less closed, that is all, and I take it you 
appreciate that point. — I think Mr. Murray, my Lord, 
would like to have a word on this. Mr. Murray: It is 
only a subsidiary comment. The fact would be (and I 
think very often this took place before the war) that when 
people were called upon to pay these sums of money in 
income tax they simply could not pay, and it would come 
down to a loss to the Inland Revenue and a consequent 
spread of the burden through the rest of the community. 
If this system were operating, for instance, in Lancashire 
today, although a comparatively small number of people, 
only a few hundred thousand, would be affected, never- 
theless those few hundred thousand would be in a very 
ticklish .position indeed ; so that if there are only patches 
of unemployment nevertheless the size of the human 
problem concerned is quite large from our point of view, 
although they may only be a minority of taxpayers. 



2673. Chairman : There is one thing I meant to ask 
you, I am sorry to start again. I think we did send you 
a short account of the American withholding system?* 

I daresay you knew it already. Did you have any oppor- 
tunity of studying it? — Mr. Geddes: Yes, we have. We 
favour the system of P.A.Y.E. as against the American 
withholding system. 

2674. You prefer our present system. You would agree 
it is a rather more complicated system? — We think it is 
better. 

2675. What is your main reason for preferring our sys- 
tem? — Mr. Jones: First of all one of the considerations 
that occurred to us (although may I say this has not been 
before the General Council yet, we received the scheme so 
recently there has not been an opportunity to get an 
official view) the thing that struck us immediately was that 
the United States tax withholding system is on the non- 
cumulative basis although at the end of the year there is 
an adjustment to take account of income over the whole 
year. The point is that with the non-cumulative system 
you would not ibe able to take into account changes of 
earnings during the year for an individual employee. We 
feel that when you compare P.A.Y.E. with that system, 
P.A.Y.E. is a more convenient system to the wage-earner 
since it refunds tax at a time when his earnings fall or if 
he becomes unemployed, that is at a time when he really 
needs the refund of tax that is due to him. Then there 
is another Doint which struck us very forcibly and that 
is that with* the United States system, I think it is stated 
in the paper which you sent us, it is only a matter of 
chance if the wage-earners pay by the end of the year 
just as much tax as is due on the total earnings for that 
year. Now suppose that occurred when that system were 
applied in this country. By the end of the year there 
may be quite a number of wage-earners who owe tax to 
the Inland Revenue, and the fact that they have to pay it 
in a lump sum we feel may cause hardship. I think we 
have pointed out in one of our memoranda that the 
worker tends to live on a week to week basis and he 
simply does not put aside tax reserves. That was another 
thing which immediately struck us why the P.A.Y.E. system 
was preferable. A third thing which struck us as being 
really important was that the United States tax withholding 
system involves a deduction at the lower rate of tax, the 
figure given for 1950 was 20 per cent, of income, and it 
means that over the large range of wage-earners’ income 
there is in fact a proportional tax. It would not necessarily 
follow if a similar system were applied in this country 
that we would have to adopt a proportional tax ; but it 
did strike us very forcibly that the United States system 
is a less progressive system than the income tax system 
in this country. Perhaps the last point of note is that 
the personal allowances system which the United States 
Revenue authorities have set up is a much more rough and 
ready system than ours and we quite agree does lead to a 
simplification in the number of codings used, 10 compared 
with 170 for P.A.Y.E., nevertheless we want to be quite 
clear how wage-earners would be affected if there were any 
attempt to apply the personal allowances on the lines of 
the United States system. 

2676. You would say the P.A.Y.E. system as you know 
it is better adjusted to do justice to the individual — That 
is our view. Mr. Bowers : That may be necessary with 
the level of taxation in this country. In America with a 
lower level of taxation it may be easier to put up with 
rougher justice. 

2677. Have you had contacts with the American unions 
concerned with looking after the American system in see- 
ing how it works? — Not directly, Mr. Chairman. We 
have sought information on certain aspects of the .tax 
system but not on the unions’ particular experience with it. 

2678. What I meant was, one can see it can create indivi- 
dual hardships because it is a rougher system and Mr. 
Jones has been pointing out where it can pinch. You do 
not know from your own experience whether it does 
create 'trouble in that way? — No, Sir. 

2679. Mr. Millard Tucker: Can I ask you to go back 
to paragraph 8 of your memorandum. You set out the 
•three reasons or the three ways in which it is alleged that 
P.A.Y.E. is a distinct disincentive, one being because it 
discourages overtime and another because it may contri- 
bute towards absenteeism or unofficial strikes. There is 
one point upon which, speaking for myself, I am very 

* Not reproduced in these Minutes of Evidence. 
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anxious to be quite assured one way otr the other. We 
hear from some people that P.A.Y.E. does have this effect ; 
from others that it might have this effect and from 
you there is a statement that there is no doubt there is 
some truth in the allegations. Would it be right to say 
that at the very beginning of P.A.Y.E. these things may 
have been talked about a great deal more than they are 
now among the work people?— Mr. Geddes : I think that 
is probably true. 

2680. Would it also be true to say that we are likely 
only to hear of the vociferous minority on this point? — 
I am not quite sure about that, Sir. It is always a 
minority because it is the odd one or two who are vocal. 
I think if you took the consensus of opinion of workers 
today .they would probably hold this general view, or some 
of them, .particularly on overtime payments. 

2681. They would? — I think so. If you could get to 
the individual and ask him. I do not say that it has been 
taken in that way, that is my own personal view. 

2682. I was going to ask you if you would be good 
enough to tell us one thing. We would probably look 
to your body as being one which is more closely in touch 
with the actual work people perhaps than any other repre- 
sentative body who has given evidence so far. Are these 
views ones you have collected by a general enquiry among 
the average unions or the shop stewards of various places? 
— I do not want to over-emphasise what I have just said 
from the point of view of the evidence. I said it was my 
personal view ; it is. What is true is that we have had 
a number of resolutions on the T.U.C. agenda demanding 
that overtime shall .be .tax free, which is indicative of the 
attitude of mind certainly of the people who have put 
the resolution down. I am not sure whether that resolu- 
tion has been discussed and defeated in Congress ; 
certainly it has been tabled in an attempt to get Congress 
to approve of it and to make representations on those 
lines. My own personal view is that if you took the 
average man on overtime earnings he would probably 
hold the view that P.A.Y.E. was a disincentive to overtime 
because he does not understand the operation of the 
system. There is one point on this: I would like to 
remove what may be an ambiguity at the end of the 
second sentence in this paragraph where we say “ In some 
cases workers may receive net less than their plain time 
rate when .they work overtime for which plus rates are 
commonly paid ”. We are, of course, referring there to 
the hourly rate and not the net weekly earnings. We 
mean in a given hour his actual net pay may be less than 
the plain time rate for a week’s work. 

2683. I think we had all read that in that way. You 
see, at some stage or another, we have got to reach a 
conclusion about this. It may be that it is right to say 
that some men think this is so, but is there any real 
evidence anywhere that people have definitely refused to 
work overtime because of the effect of the tax that they 
will have to pay? — I think it would be fairer or truer to 
say this ; that, whilst the effect of P.A.Y.E., and .parti- 
cularly the graduated rate of income tax and the .fact 
•that he pays a higher rate of tax when earning more, 
causes a man to wonder whether overtime is worth while, 
in the long run, despite those disadvantages, he probably 
performs it. In the long run it probably is not a dis- 
incentive ; in faot if is only a mental disincentive. 

2684. So far I do not think we have had any written 
evidence from, say, any owner or controller of a big 
business involving a lot of work people who have come 
to say “ I cannot get my men to work overtime.” I do 
not think we have evidence of anything so definite as 
that, but would you mind telling us what happens, as 
far as you know, in these big works? Somebody de- 
cides there has got to be overtime worked and worked, 
say, for a fortnight or so. How is that communicated 
to the men, and how could some say “ Yes, we will ” and 
some say “No, we will not.” Tell us, if you can, how 
it works in practice. Perhaps you cannot, I do not know 
whether you can answer that.— I am going to ask one 
of my colleagues to answer, if they can. Mr. Murray : 
As to how the information is communicated my impres- 
sion is there are two ways ; either the shop stewards are 
called together or, alternatively, the works council, and 
asked to tell the people on the shop floor that there is 
a job of overtime for the next fortnight ; or, alternatively, 
a notice goes upon the notice board — “You will work 



overtime for the next fortnight,” which may or may not 
produce some reaction. Of course there are probablv 
other methods, but I think broadly that is what happens* 
It is a rather more authoritarian approach than an appeal 
“ Will you work overtime? ” In engineering, for example 
which is perhaps most liable to overtime work particularly 
at the present time, as you know they have a procedure 
agreement by which the management are entitled to ask 
the workers to work so much overtime within a period 
of four weeks, so that as far as the individual’s reactions 
are concerned when he gels that appeal, my impression 
is that on some occasions the worker may tend to make 
a stalking horse of P.A.Y.E. He may have a good many 
reasons for not wanting to work overtime, he may want 
to go to the pictures, take his wife out, and sometimes 
he tends to say “Oh, P.A.Y.E. — it is not really worth 
working overtime,” whereas really if you can get under- 
neath it is some other reason, and P.A.Y.E. is used as 
an excuse where in fact there is some other more cogent 
reason. That is not, of course, always true. We find it 
extraordinarily difficult to make generalisations about 
this, that is why we have put in this rather qualified 
statement here. By and large, P.A.Y.E. is a useful excuse, 
a convenient objection ; nobody likes paying tax. Every 
body is perfectly prepared to agree with everyone else 
pointing out what a bad thing it is, but it may in fact 
partly be camouflage. Mr. Bowers : Quite definitely we 
have no positive evidence that P.A.Y.E. is a reason for 
not working overtime. It is true, as Mr. Geddes said, 
that there have been resolutions to that effect at Con- 
gress from time to .time, but of course we have resolu- 
tions on a great many subjects and these did not receive 
any great volume of support. This memorandum was 
put to the Congress last year and was accepted. As far 
as I remember there was only one opposing individual 
delegate who immediately made it clear from his speech 
that he was thinking not .so much of the system of 
P.A.Y.E. as of the general level of taxation. We think 
there is often a confusion of mind between those two 
points. 

2685. Yes. Can I sum it up like this? As you say, 
you have no definite or concrete evidence that this system 
operates against overtime, but if it really did to any 
great extent, if it did extensively, you would have ex- 
pected to have communications, I suppose, from some 
of your constituent unions long before now to tell you 
to put this point forward?— Mr. Murray: I think the 
answer would be we would have had more. 

2686. We have talked about overtime. Would you tell 
us your view about the encouragement of absenteeism 
on the ground that the man only has to go absent to 
get some repayment without working for it? — Mr. Geddes: 
I think our answer to that is we do not accept it. We 
are dealing with what is alleged to happen. Generally 
speaking we do not believe that is true. 

2687. It might be (rue in a few isolated cases? — Cer- 
tainly it might be true. 

2688. One swallow docs not make a summer? That 
is your view, that it has been exaggerated, is it? — Yes, 
Sir. 

2689. I have only one other question, which relates to 
a matter upon which the Chairman, I think, questioned 
you on paragraph 64, in which you suggest that there 
should be some differentiation in favour of earned income 
both for income tax and surtax purposes : do you think 
it is a good thing to send the rate up on earned income 
until it reaches, no matter what the income is, say, 19s., 
or as now 19s. 6d. in the .pound? Do you think that 
ts 8°od? It depends upon the circumstances that exist. 
We think it is good in present circumstances. 

2690. But you see after £15,000 a year now the total 
rate goes to 19s. 6d. in the pound. £15,000 a year sounds 
quite a satisfactory salary for anybody to get, but taking 
the man, if there are any left now, who is running a 
business in which he has got to make substantial profits 
merely for the purpose of ploughing them back again, 
what do you say about his position with 19s. 6d. in the 
pound to come off the profits after £15,000?— I think we 
are dealing in the main here with individual incomes. 
If we take the case of the man with £100,000 a year 
after deduction he is left with £5,000 net. In present 
circumstances with the present demands being made upon 
•the community for the need for taxation for community 
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purposes, we would have thought that anyone with £5,000 
net income was not badly off in relation to anybody else, 
and that he was not being called upon to make an un- 
bearable sacrifice, even if he was called upon to make 
some sacrifice. For example a man in a very much 
lower income group after paying tax is probably left 
with say £300 or £400 a year against the other man’s 
£5 000 a year. It is a question of relative sacrifice. If, 
he’ is left with £5,000, is there a sacrifice? 

2691. With all respect you are not really answering 
the question I put. I had left the man with the salary 
and assumed that £5,000 was enough for any man no 
matter what his responsibilities are, or what he has got 
to spend in any event because he holds that position. 
But I am coming to the business man, the man who owns 
a business, a small manufacturing business who makes 
a not perhaps extravagant profit of £30,000 a year. Now 
he wants a lot of that profit for the purpose of keeping 
it in his business as he could do if he had incorporated 
a company instead to carry on the business. What do 
you say to that sort of position of the individual who 
wishes to remain the owner of his business and not to 
have the trouble of a company? — I might perhaps ask 
somebody more expert to answer. 

2692. I am addressing my questions to any of you. — 
Mr. Murray. I think our comment on that would be 
that it would be very difficult to accord specially favour- 
able treatment to a man because he happened to be 
running a business. This would discriminate against the 
lawyer, doctor or accountant who may be getting as much 
but who cannot say, “ 1 have a business in which I have 
to replace machinery, equipment, etc.” I think our answef 
would be if the man cannot possibly keep his business 
in running order he should float it off as a public com- 
pany. We would say the trend is in that direction. Many 
others have had to do it and we have no particular 
objection to seeing the number of public companies in- 
creasing and the number of private companies decreasing. 

I think we would rest our main point of objection on 
the undesirability of discriminating between individuals 
in comparable positions with the same gross income. We 
hold no particular brief for the small privately owned 
manufacturing company. We recognise in many ways it 
has contributed in the past to the well-being and the 
development of industry in this country. If equity on 
the other hand clashes with the expediency of keeping 
such a company in existence, we say the expediency must 
give way. 

2693. You have no thought for the possibility of the 
destruction of enterprise and initiative and so on? — Not 
destruction of enterprise and initiative, I do not think 
we could accept that. In fact in many ways I am quite 
sure that public companies arc just as enterprising and 
the managers of those companies show as much initiative 
as many private and perhaps backward companies. I 
do not think we could distinguish so sharply between 
the kinds of industrial environment which promote 
enterprise. 

2694. Mr. Kalilor : I think one point ought to be cleared 
up which I am sure Mr. Tucker did not intend. A man 
who owns a private company is entitled to the same tax 
treatment as would be the case in the public company? 

2695. Mr. Millard Tucker-. Yes. 

2696. Chairman : I think Mr. Tucker was really speak- 
ing of a business not incorporated at all. 

2697. Mr. Kaldor: The question really was whether it 
should be incorporated or not. 

2698. Mr. Millard Tucker : I was putting the case of 
the individual who carries on a business in his own name 
without having the benefit of incorporation at all. That 
is what I was dealing with ; however you have answered 
that. — Mr. Jones: There was a further point I think, if 
it could be shown that the one man business had good 
reasons in its favour, if it could be shown that that were 
so and we were asked, “ What is the best way of relieving 
the one man business of taxation ”, I do not think we 
would agree that the best way was to have a general 
remission of taxation on unearned income. There might 
be a more specific way. There might be a way of 
giving him a specific tax free allowance, an initial allow- 
ance to expend so much, and that would be a more 
selective and discriminating method than a general 



remission on unearned income. But our general attitude 
to unearned income would be that it should be taxed at 
a heavier rate than earned income. The question as 
to the actual rate, the amount in the pound which is 
taken in tax depends on so many other things, the amount 
of revenue to be raised, the purposes for which taxation 
is to be used and so on and so forth. 

2699. I was really leading up also to the question 
whether you disapprove of such a high total rate as 
19s. 6d. in the pound. — I do not think we do. When you 
take into account the very heavy taxation there is, we 
feel in the interests of social justice it is not unfair that 
people should be called upon to pay the very high 
marginal rate of tax on such a huge income. 

2700. 19s. 6d. in the pound is a little more than taxa- 
tion, it is practically confiscation, is it not? — That is one 
way of putting it. 

2701. For all practical purposes it is confiscation. — 
Mr. Murray : Surely no more confiscation than any form 
of tax is confiscation? I do not think we could accept 
that view. We would agnse that the burden was a very 
heavy one. But surely it is not a question of its being 
good or a question of our approving it? We have to 
take account of the whole nexus of taxes and say “ is 
this way of raising tax better than that way?” “ Is this 
more just than that,” and so on and only on those grounds. 

2702. I thought your colleague was justifying it on the 
footing of social justice. — Mr. Geddes: Social justice In 
present circumstances, yes, in the light of the need for 
the present high level of taxation and the purposes to 
which the revenue is put. We would say when a man 
gets an income which justifies a rate of 19s. 6d. he is not 
making undue sacrifice compared with other members of 
the community, because his rate of tax is related to his 
income and ultimately he is left in the main very much 
better off than the vast majority of the community even 
after he has paid or has had 19s. 6d. in the pound con- 
fiscated. He is still better off than the vast majority and 
his actual sacrifice is infinitely less. 

2703. You are speaking, of course, of the salaried man, 
a man who gets a salary for the job, say £20,000 a year.— 

I am talking of anyone with an income which justifies 
19s. 6d. in the pound. 

2704. I was asking questions about the man who owns 
his business and supports a considerable number of worn 
people. — I was not speaking of him. 

2705. And could extend, if he could keep his profit 
and put it back into the business. You do not differentiate 
in any way in that respect? — Mr. Bowers: Mr. Jones 
has indicated if it can be shown that people with private 
businesses are in sufficiently difficult circumstances there 
might be special treatment for them, but we do not think 
that is sufficient reason for giving everybody a remission 
of taxation. 

2706. Mr. Millard Tucker: That deals with the only 
two points I really wanted to be satisfied about. 

2707. Mr. Carrington: Following your last answer 
what would your view be on this proposition : that partner- 
ship firms should be charged to income tax as at present 
and that the partners should be charged to surtax only on 
the sums withdrawn by them from the partnership assets7 
— We have to say, my Lord Chairman, that that is not 
a proposal to which we have given consideration but we 
are prepared to do so if the Commission wish. 

2708. In regard to a question put to you by the Chair- 
man you suggested that the overall rate of tax on incomes 
of £100,000 should be increased to 19s. in the pound. Do 
you realise that at the present time in the case of a married 
couple without children with an investment income of 
£100,000 the present effective rate is 18s. lO^d.? — Mr. 
Murray : Yes, Sir, we do appreciate that, and indeed it 
was 18s. 10jd. last year when we in fact drew up this 
memorandum. But there are two points. First, we did 
say “ would be at least 19s. in the pound We have no 
particular objeotion to going a little over if it would be 
administratively difficult to take that figure. We are of 
course talking about effective rates. The second point is 
that a comparatively small change, cumulative change, up 
through the surtax structure might well carry the rate a 
little above that. This might well raise a considerable 
amount of revenue not only from these people paying 
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lid. more in the rate but also from those further down 
paying id. A little more on the effective rate after the 
point (I think, it is £20,000), at which the top rate of sur- 
tax begins to operate, a very small margin there would 
not worry us unduly. 

2709. You suggest it would raise a considerable amount 
of additional revenue. Do you recollect what the present 
yield of surtax is? Is it not about £120 millions or some- 
thing of that order? — I only have the 1949-50 figures 
before me for tax on incomes over £20,000. It is only 
a matter of £59i millions, it was only a matter of that 
then ; it may be something like £65 or £66 millions now, 
I do not know, but this proposal is not meant primarily 
as a revenue raising tax but mainly to recognise that the 
earned income earner in the surtax ranges ought to be 
given some incentive and ought to see that he is not in 
fact as badly off as his cousin or brother who has the 
same income but does not earn it in the full sense. 

2710. You do not think the better form of incentive 
would be to give the earned income recipient some earned 
income relief in so far as his surtax is concerned? Give 
him a real encouragement instead of merely the sadistic 
satisfaction, shall I put it, of seeing someone else caned 
a little harder? — We should hardly get any sadistic satisfac- 
tion out of this because we are not concerned. 

2711. No, you have missed my point. The only 
encouragement you are going to give to the income earner 
who is in the surtax range is to enable him to look at 
his neighbour in receipt of unearned income and say, “ Ah, 
he is worse off than I am”? — That may be a form of 
satisfaction. Presumably that is incorporated in the 
present income tax structure by virtue of the earned income 
relief. I would once again stress we are not concerned 
here with differentiating between or comparing people 
on a very high income and people on low incomes. We 
are only concerned with people on very high incomes who 
either earn or do nothing to earn those incomes. 

2712. My question is concerned with incentive to the 
surtax payer. Do I gather that the only form of incentive 
you have to offer to a surtax payer is to tax someone 
else a little higher? — Mr. Geddes: He gets a certain 
amount of virtue out of the fact that he gets more because 
he earns it ; the other gets less because he does not earn 
it. That is a virtue, not a sadistic idea. 

2713. I am afraid in this very materialistic world it is 
not a very great incentive to see someone else taxed a 
bit higher. — It is to know that you are taxed less. 

2714. I think that is a matter of opinion which we 
will leave at that point. I now come to another point 
arising on previous questions. You agree that the profits 
tax is a somewhat clumsy instrument. In that connec- 
tion a point was put concerning profits earned abroad by 
companies controlled in this country. We have been asked 
by other witnesses to consider some scheme whereby such 
profits should not be assessed to United Kingdom tax 
unless and until they are remitted to this country. What 
is the view of the T.U.C. on that?— Mr. Bowers : My 
Lord Chairman, we have no considered view. We excluded 
this point from our field in considering what we should 
say to the Commission. 

2715. We will leave that one there then. Have you 
considered another point that has been represented to us 
and that is that the scheme of company taxation should 
be changed so that it should be merely a single tax on 
company profits and then, if those profits are distributed 
by way of dividends, that they should be subject to income 
tax in the hands of the recipient as is the case in Australia, 
for example, and the United States and Canada? Have 
you considered that at all? — Mr. Jones: No, Sir, we have 
not considered that specific point. Mr. Murray: I make 
one point, Sir, there as a general principle, that is that, 
of course, the General Council would be glad to give 
consideration to such a scheme if it led to a simplification 
of administration. We have stressed in this evidence that 
if you can get the same results in a simpler way then of 
course there is everything to be said for adopting the 
simpler way. We have not considered the alternative 
suggested, but if it had the effect of maintaining the present 
overall picture then of course there is everything in its 
favour and we would not deny that. 

2716. In your consideration of profits tax have you con- 
sidered this much debated point as to whether preference 
dividends should be allowed as a charge in computing 



profits tax liability? — Mr. Jones: There again the General 
Council have not formally considered that problem. We 
did look at it, some of us, and we certainly do not see 
why the preference share dividend should not be charged 
to tax in so far that it is a distribution of profits and 
hence is quite clearly distinct from the debenture interest 
There is a second point that, if you do not tax the pre- 
ference share dividend, then there may be quite possibly 
cases of evasion in so far that there may be a tendency 
for preference shares to be issued rather than ordinary 
shares. 

2717. Mr. Crick: The matters I would like to raise 
spring from the very interesting formulation of the objec- 
tives of fiscal policy set out in paragraph 5. First, full 
employment at rising standards of living, and then there 
are listed a number of subsidiary or contributory objectives 
I was surprised to find that one object which I should 
have expected to find there was not stated, and I won- 
dered whether the omission was deliberate. Would you 
agree that one object of fiscal policy should be to contri- 
bute towards stabilising the purchasing power of the 
currency?— Mr. Murray : Yes, I think we would concur 
with that in general, Sir. This I should stress is not meant 
to be an exhaustive list of objectives of fiscal policy. 
There are others no doubt which you would include in 
an endeavour to catalogue them, but these were what 
seemed most likely to help to maintain full employment 
We approach this subject with this concept of full em- 
ployment very strongly in mind, and it was that aspect 
which we were particularly looking at. As far as stabili- 
sation of currency is concerned if it is possible to achieve 
that by your fiscal policy then of course that is obviously 
a desirable objective. Mr. Bowers : In a way it is 
implicit, because I do not think we would have full 
employment at rising standards if you had wide fluctua- 
tions in the purchasing power of the currency. 

2718. I gathered from something in paragraph 7 that 
you were not altogether of one mind on the question 
whether the two objectives of full employment and stabilis- 
ing the purchasing power of the currency are reconcilable. 
There was a phrase there which indicated there was some 
doubt in your minds. — Mr. Murray : It is an open ques- 
tion, even the economists, I understand, are not agreed 
whether you can have full employment without constant 
pressure towards inflation. We do not pretend to know, 
and that is why we left the question open there. We are 
not at all sure that they are irreconcilable objectives, but, 
as I say, it is an open question as far as we are concerned. 

2719. You go on in paragraph 7 to suggest that because 
the rise in prices over the past ten years has been largely 
due to international factors there should on that account 
be no fundamental changes made in the tax system. What 
fundamental ohanges had you in mind? What sort of 
things should not be done for that particular reason? — Mr. 
Bowers: I think what we had in mind, my Lord Chairman, 
was that there has, of course, been a very powerful body 
of opinion which has put forward the view which has just 
been suggested, that perhaps full employment is impossible 
without a considerable degree of inflation and that there- 
rore it is in the long run impracticable, or at any rate 
impracticable to the extent to which it has been attempted 
in the last few years. All we were wanting to do in 
that sentence was to point out that there have been some 
extraneous factors which should be separated when 
considering .the problem. 

2720. But what sort of changes in the tax system does 
that consideration rule out in your mind? You make the 
.point that it would therefore be unrealistic to make 
fundamental changes merely to meet what may prove 
to have been abnormal conditions.— I think it would lie 
with the people who wanted to change .the system to sug- 
gest in what way they wanted .to change it. We merely 
say because there have been certain difficulties, certain 
pressures on the economy from outside, they should not 
Sf 4 °?^ e , e rea . son for doing something on the basis 
that they have arisen from internal causes, if I make my- 
seit clear. I do not think that we had in mind any 
particular changes in the tax system, but we were rather 
taking a defensive attitude .that it would be for whoever 
wanted to change it to justify the need for that change. 

2721. You would not regard as a fundamental change 
the proposal you .put forward in paragraph 63 that basic 
allowances should be adjusted fairly readily in response 
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to changes in prices?— Mr. Murray : I do not think we 
would regard that as a fundamental change. It has been 
the -practice in 'the past, with a time lag I agree, to adjust 
these basic allowances and, of course, the Chancellor of 
the Exchequer has seen fit to do so in his recent Budget. 
We would regard that as being -an alteration in practice 
occasioned by the rather quicker tempo of prices during 
the past years, but not a fundamental change. 

2722. Your plea there would be for a prompter and 
more elastic procedure of adjusting these allowances to 
changes of price level than we have practised in the 
past? — Rather prompter. We recognise that it should not 
be automatic, but it should be brought into operation 
rather more promptly. 

2723. But not automatic? — Not automatic in the sense 
that in framing the Budget you would measure your 
change in prices by some sort of index and automatically 
adjust them immediately. 

2724. You would apply this to the exemption limit?- — 
Yes. 

2725. And to the wife and child allowances, I take it, 
and to the earned income relief ; is that right? — To .all 
basic allowances, yes. 

2726. If you did that pretty promptly and readily in a 
time of rising prices, you would, of course, have to adjust 
the burden at some other .point in the tax system, because 
you must maintain your disinflationary Budget, must you 
not? — May I interrupt you, Sir? That is presuming you 
are, in fact, in an inflationary situation. You may have 
rises in prices and the national income without being in 
an inflationary situation. 

2727. Let us presume an inflationary situation? — Yes. 

2728. You would have to counter-balance those remis- 
sions by heavier taxation at some other point?. — Yes. 

2729. And the adjustments would be fairly heavy in 
terms of amount, would they not? — They would be, yes. 

2730. And where would you hope to find .the compen- 
satory revenue ; in what direction? I mean direct or 
indirect taxes, or where? — Indirect taxes, of course, are 
outside our province here, but I think that is rather too 
hypothetical to be dealt with by a generalised answer. 
Obviously if we were in an -inflationary situation, .the fact 
that prices and the national income were rising might not 
in itself be held by the Chancellor of the Exchequer of 
the time to justify an increase in the basic allowances 
immediately, and he may well be justified ; so that, as I 
say, this is not, and should not be considered as a hard 
and fast ruling or as some sort of automatic adjustment, 
but as a proposal which has obviously got to be considered 
in relation to the general economic position. — Mr. Jones : 
Just one point. Our general view, I think, is quite clear 
on this. We say : — 

“ It should be a principle of taxation that taxes are 
levied only on that pant of the individual’s income which 
is not necessary for maintaining, in conjunction with 
the social services, a reasonable minimum standard of 
life.” 

We should have thought that was a general -principle 
which would be accepted. We quite agree when prices 
are rising the -issue may come up that a number of people 
at present being -taxed are not able to enjoy what is 
considered to be the conventional -minimum reasonable 
standard of living. We think that that is important and 
should -be taken into consideration, but as -to whether 
that would occur, whilst at the same time it would be 
undesirable for a Chancellor to ensure a reasonable mini- 
mum standard of living for -people because of the fear 
of -inflation, our view is that we do not think that that 
would be bound to occur. We could not really say what 
would be the most desirable thing to do unless the con- 
crete circumstances were in front of us. 

2731. You would have the basic allowances adjusted not 
only in relation to changes in the price level, but also in 
relation to changes in the national income, and since that 
is mentioned as well as changes in prices I take it that 
means real national income and not national income in 
terms of money. — Mr. Murray : Yes, that is really a short- 
coming on our part, and we should have said real national 
income. 



2732. What is new to me there is the idea that the 
benefits from an increasing national income, real national 
income, should be disseminated by way of tax allowances, 
because I had always thought it to be the broad principle 
that the fruits of increasing productivity would be dissem- 
inated through wage levels ; but is there any case for 
distributing them through the agency of the tax allowances? 

It seems to be rather a back-door way of doing it. — Mr. 
Bowers : I do not think we want to take the principle too 
far. All we were saying was, and we deal with this 
matter in rather more detail in Part B of our evidence,* 
that in adjusting these allowances there should be some 
regard to the growth in national wealth just because the 
growth in national wealth is intimately connected with the 
conventional standard of living and the idea of what a 
minimum subsistence is. That is the only reason we 
wanted that. 

2733. There is no doubt in your mind then from all that 
has happened in the last ten or fifteen years that the 
•practice of using the tax system as one instrument of 
economic policy as distinct from social -policy is a very 
desirable move. Would that be a true statement of your 
views? — Yes. 

2734. And you concede that point in terms of general 
overall policy and in terms of direct manipulation of the 
tax system to achieve certain specific economic objectives? 
— Mr. Murray : Yes. 

2735. Do you regard the field as being wide open for 
any great improvements in that direction? — Do you mean 
further advances? 

2736. Yes. — We do not know. We say that we start 
from the position that it is desirable to look at the 
system of taxation and see if taxation can be used to help 
secure particular objectives, but, as we pointed out in para- 
graph 6, the more the Government intervene in the 
economic and industrial life of the nation -the greater is 
the need for flexibility but the greater is the danger of 
rigidity. Once again I am sorry that we cannot give a 
precise answer -to your question, but it is a question of 
balance. We have to look at the thing point by point 
and ask the question whether an extension of the use of the 
tax system in this instance would be desirable. In general 
it is a development that we have watched with, I will not 
say pleasure, but with some satisfaction, and we are sure 
that it has been a desirable objective from the point of 
view of the community as a whole, and from the point of 
view of those wage earners whom we represent. 

2737. You do, of course, recognise difficulties in your 
paper. You recognise the difficulty on the direct tax side 
of achieving sufficiently prompt action. Have you any 
suggestions as to how that difficulty might be overcome? — 

I have not myself. Mr. Jones : One of the points that is 
put forward in that connection is that taxation should 
generally be levied on current income, and, of course, 
current years’ profits and so on. We realise there are 
very great administrative difficulties in bringing about 
such a system, and I think all we really do in the paper 
is to record the difficulties without being able to put 
forward any specific answer to them. It is one of the 
problems the Commission will face. 

2738. Have you any views on the harmful effect of 
uncertainty as to the rates of taxation in forthcoming 
periods? — Mr. Murray. I do not think we have Sir, no. 

2739. Do you see any advantage in the differential rates 
of profits tax, having in mind particularly the ends of 
economic policy? — Yes, indeed ; that is a point we have 
dealt with in our paper. We think that the existence of 
a differential, and it can only be an opinion, has en- 
couraged firms to plough back profits into their busi- 
nesses with a consequent increase in efficiency and the level 
of production and productivity, so the existence of a 
differential there, we are satisfied, is a desirable thing. 

2740. Then you would not be altogether in favour of 
the suggestion which Mr. Carrington put before you of 
a simple or single tax on profits which would replace 
the present income tax on profits plus profits tax plus 
excess profits levy; in other words a single scale of tax 
on company profits? — That, Sir, would depend upon what 
form of allowances was being embodied within the struc- 
ture in the form of industrial allowances, initial allow- 
ances, and so on, and we think there should be some 



* Not reproduced in these Minutes of Evidence. 
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encouragement to firms to plough back their profits, but 
as far as Mr. Carrington’s question is concerned we have 
not really studied that. 

2741. Do you think you may be able to achieve that 
end 'by some means other than the differential rates of 
profits tax? — It is quite possible through the medium of 
allowances. 



2742. There was just one point in your remarks about 
profits tax which I found difficult to understand, and that 
was the argument, if I have got it right, that profits tax 
is to be justified by the contribution which the State makes 
as representing the community towards the maintenance of 
full employment. That is a correct interpretation of your 

I c , think v . What me was this : what happens 

it the State fails to maintain full employment? Would 
you suggest that would be a good reason for removing 
profits tax? — In those circumstances (I must admit we 
have a prejudice in favour of full employment, we have 
written this paper from that point of view) if a depression 
were to occur, obviously we would have to look at the 
whole tax structure, and ask at which point is it most 
desirable to adjust the structure, is it profits tax, income 
tax, or, possibly indirect taxes in order to combat this 
recession. At that stage alteration of profits tax would 
obviously come up for review, but whether that would be 
a beneficial action I would not like to say. 

2743. Miss Sutherland: We have had some representa- 
tions, particularly from the professional women’s organi- 
sations, about this question of taxation of married women’s 
incomes with those of their husbands. Have you given 
any consideration to the matter at all from the point of 
view of the women members of your Union?— Mr. Jones : 
No we have not given consideration to that, neither have 
we had any representations. 

2744. The other thing I wanted to ask was about these 
proposals for amalgamating income tax with the social 
security system. In paragraph 71 you say: — 

It must be admitted that there are many illogicalities 
m the existing arrangements, particularly in so far as 
they embody allowances which vary with income and 
which are not enjoyed by people whose incomes fall 
below the taxable limit.” 



Then in paragraph 73 you say: — 

“ Our first conclusion, therefore, is that it would be 
in principle desirable to eliminate many of the existing 
income tax allowances, but that social insurance contri- 
butions should be maintained.” 



Wipuld you suggest that, without going to the length of this 
unitary scheme which you disapprove of, you would shift 
some of these allowances on to the insurance field, for 
instance the first child allowance, and things of that kind? 
I wondered what you might be thinking of from that point 
of view —Mr. Bowers : I think really we thought this was 
t0 Au COn 5 lderabl ® ex£ent outside the terms of reference, 
and therefore while we recognised there were arguments in 
favour of that we did not follow them right through. 



. . 274 ^- Mr. Woodcock: There is only one point I think, 
Mr. Geddes The view of the General Council of the 
l.U.C. on Fay As You Earn is, I imagine, set out in 
paragraphs 9, 10 and 11, in 9 and 10 particularly ’ — Mr 
Geddes : Yes. 



2746. Mid this has been operating now for quite a 
1944 61 ° f yCarS ’ S ' nCe when ’ about 3943 ?— Mr. Murray : 

2747. That is quite a long time for a scheme to operate? 
—Mr. Geddes : Yes. 

2748. In that time you have had one or two resolutions 

0 . i r? n S r ® SSj hut there has not been much in the wav of 
criticism from the Unions, that is direct letters? — I would 
agree that if you took the full consensus of opinion as it is 
expressed through those channels there would be verv 
little criticism, but the question that was put to me or so 
it seemed, was the attitude of the individual worker.' I am 
not sure that the attitude of the individual worker as an 
individual, that is distinct from a member of an organisa- 
tion which is not quite the same in this particular case, is 
the same as the view expressed through the normal 
channels. From the point of view of the individual I 
would have thought that there were, due to misconception 

1 p a ? e *’v e c tam Views ^ lth re 2 ard to the disincentive effect 
ot f.a.Y.E. on overtime earnings, but I would entirely 



agree if I were asked to express the view of organised 
workers through their organisations that criticism would 
probably not be found. 

2749. And, of course, there was a vast amount of criti- 
cism of the arrangements operating immediately before 
P.A.Y.E. was introduced? — Undoubtedly. 

2750. And that was a system not unlike some of those 

which have been suggested to us.— Yes, I would accent 
that. * 

2751. And that was in the middle of the war when 
wages generally were rising pretty well all the time.— Yes. 

2752. And yet the difficulty would obviously be greater 
if they are paying out of reduced income a higher tax.— 
I think that is a fact. 

2753. Would it not be the view of the General Council 
if you had not had P.A.Y.E., and I mean exactly P.A.Y.E. 
with the cumulative tables, repayment and so on, it 
would be quite impossible to raise these sums of taxation 
from working people?— I think it would be .the view of 
the Council that it would be very very much more difficult 
to do so. Impossible, of course, is an extreme word, but 
I will entirely agree that it would be the view of the 
General Council that it would be very very much more 
difficult to do so. 

2754. I was thinking not only of amount, but there 
really is a very considerable variation in earnings from 
week to week and from year to year even amongst the 
most highly skilled workers in this country?— Yes. 

2755. And you were getting in other ways really quite 
a large field of industry over which nowadays there are 
piece-work payments, and earnings are affected by all 
manner of things, raw materials and one thing and 
another. — Yes. 

2756. Professor Hicks: Might I come on to this ques- 
tion of overtime. I would like to ask a question which 
it seems to me, in my ignorance of some of the facts 
about the matter, perhaps to be one which we rather 
want to ask before asking whether high taxation is causing 
people to be averse to working overtime. My question 
is whether it is noticeable that during these last few years 
since the war, when very heavy taxation has been payable 
on overtime earnings, people are more averse to working 
overtime for whatever reason than they were before ; is 
there any indication of that?— I would not think so, 
there is no evidence of it. 

2757. You do not know if there is any evidence?— 
No. 



2758. If that is so it rather settles the question without 
going any further, and those who are going to maintain 
that view have something to explain.— When I say there 
is no evidence I mean no authoritative evidence, nothing 
one can say. 

2759. It has not struck you that there have been diffi- 
culties about getting people to work overtime for other 
causes? — No, Sir. 

2760. The next point I wanted to go on to was on 
paragraph 18 where you are talking about weekly wages 
tax and about the general principle which I do not want 
to raise; you say one thing which seems to me to go 
possibly rather far, and I wanted to know whether you 
really stood by it. You say in the second sentence of 
that paragraph : 



“Whatever the period of assessment it should be a 
principle that the same total of tax should be levied no 
matter in how many instalments the earnings are paid.” 



puuoipie mat exactly the same 
amount of tax must be payable by a weekly wage earner 
and by a person who is paid the same annual income 
quarterly or annually. It does not seem to me that that 
is by any means obvious. I should have thought a very 
good case could be made for saying the weekly wage 
earner should pay less than the person who is paid 
quarterly or annually, but it is an exactly parallel argu- 
ment to that which was used at the time of the original 
discussions about the earned income allowance. The 
original case for the earned income allowance was that 
an income from property was more secure than an income 
from earnings which might always be interrupted for any 
cause, sickness or incapacity, on the part of the worker 
Is it not true that an income which is paid annually is 
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more secure than an income which is paid weekly? — Mr. 
Murray: To take your last point first if there is an 
element of insecurity and if in fact there is a period of 
unemployment when there is no work, that is reflected 
immediately in the tax paid, but the income is not there- 
fore the same. 

2761. The income is not the same. — The income is not 
the same, exactly. I think it would take us into very 
deep waters if we were to accept the principle that 
different amounts of tax could be payable upon similar 
earnings. We might then have some sort of trend away 
from the quarterly or monthly payment of salaries to 
weekly if thereby the individuals were going to pay less 
tax. I should have thought if the weekly wage earner 
is to pay less tax than the other he might just as well 
pay more. I see no moral or ethical ground for saying 
that it is a better thing in some ways to be paid weekly 
than to be paid monthly, or vice versa. 

2762. I was not suggesting it was better to be paid 
weekly. — We can of course have our own point of view 
on that, 'but we could not rebuff or refute others who 
hold the opposite point of view. 

2763. Could you explain to me a little further why you 
so much insist in that sentence that it should be a 
principle? — Because each individual should contribute 
towards the revenue of the State in accordance with his 
capacity to pay. His capacity to pay can only be 
measured by his amount of income over a given period 
which we take as a year, and the second you depart from 
that principle I do not know where . . . 

2764. You depart from it in the income allowances. — 
In your income tax allowances, yes. I will qualify it by 
saying the individual’s capacity to pay must reflect his 
liabilities to cater for his dependants, but having qualified 
it in that way I do not think I can qualify it in another 
way by referring to the number of instalments in which 
he gets his income. 

2765. Supposing it became convenient for the purposes 
of administration to have a system of taxation which 
was administered separately for people paid weekly and 
people paid over other periods, even if the arrangement 
were such that the people who earned a given sum weekly 
paid on their method rather less than the people who 
earned the corresponding sum annually, would you still 
object to that? — I think in principle we would be bound 
to object to it. If we personally did not object I am 
sure some of the people whom we represent and who 
will be paid annually or at least quarterly, some of the 
higher paid employees, would certainly very strenuously 
object, and we should certainly hear about it. 

2766. I am not quite sure about all this. — Mr. Bowers : 
This is not a point which has been under consideration 
before, and these are only personal observations. 

2767. Mr. Woodcock: May I finish that off for Pro- 
fessor Hicks’ benefit, and could I put it this way? Suppos- 
ing that there was a very considerable change in the 
income tax system, and that it would be a benefit to 
introduce as part of it a system of simplification for 
taxation of weekly wage earners. May I take it that 
the General Council would at least be willing to look 
at the .thing?— Mr. Geddes: Of course they would, but 
I would have to agree with what Mr. Murray has said, 
the General Council representing both parties of workers 
feel it much safer to say that the same man or the man 
in the same circumstances should pay the same tax 
whether he earns .the money weekly, quarterly or annually. 

2768. I am just trying for Professor Hicks’ benefit to 
get rid of this very flat assertion that it should be a 
matter of principle that the same total of tax should be 
levied. Would it nevertheless be possible to look at that 
again?— I think clearly that if for any reason it was con- 
sidered necessary to suggest a particular system the 
General Council would clearly have to look at it. 

2769. Professor Hicks: One further point on this before 
we leave it, and that is the particular word “annual” 
in -those circumstances is part of my trouble. I do not 
quite see why there is anything so sacred about the 
annual period.— Mr. Jones: It is annual for the purpose 
of comparison with other incomes. That is the force of 
the word “annual”. It does enable you to make the 
comparison. 



2770. Might I finally go on to ask just another question 
about social insurance, paragraph 72. I quite see the 
arguments which you have advanced for the retention of 
a contributory element in the social insurance system, 
but I would like to ask you how far you considered that 
as being tied up with the contribution to social services 
or social security on .the existing plan of anything like 
the present amount. At present one might say roughly 
speaking that the worker is contributing a certain fraction, 
the employer a certain fraction and another fraction is 
coming from general taxation, some of which at any rate 
is being contributed by the worker, along the route of 
income tax rather than along the route of direct con- 
tribution. Do you consider that there is anything par- 
ticularly sacred about .the proportions which the worker 
contributes by formal contribution or by income tax? 

Is there not a case for saying that the proportion which 
he contributes by flat sum contribution is not so well 
distributed, whether it is a tax or not, but it is not so 
well distributed among the persons paying as the part 
which is contributed by income tax? — I would think that 
there is nothing sacred about it, but I think we indicate 
here one of the difficulties of the non-contributory system, 
of course, is that there is always a desire and an urge 
to get more than you are already getting, and unless 
there is sanction for having to pay for it then it might 
become excessive. I think those are the reasons why a 
contribution is a desirable thing in .this case. 

2771. Mr. Kaldor: May I first take up a point which 
Professor Hicks raised. You would agree, Mr. Geddes, 
that in times of full employment when there is a general 
shortage of workers, so that not all the jobs needing to 
be done can be done, the demand for overtime would 
be much greater than in slack .times, so that one would 
expect in times of full employment the average hours 
worked per week in industry to be longer than in times 
when there is a good deal of unemployment? — Yes. 

2772. In times of mass unemployment there would be 
a tendency to work less? — Yes. 

2773. How do the average hours of work in industry 
compare now with what they were before the war? — 
From memory I could not answer, but I do not know if 
my colleagues can. 

2774. Am I right in believing that there has been a 
noticeable shortening in actual hours worked, even when 
taking overtime into .account? — Mr. Murray: There has 
been a shortening, but there has nevertheless also been a 
trend over the past three or four years, speaking from 
memory, towards longer working hours again. You had 
that sudden fall at the end of the war when I think every- 
body had the policy of shortening the working week, but 
since then there has been a definite tendency to- in- 
crease. I cannot quote you figures, but they are in the 
Ministry of Labour Gazette for January of this year. 

2775. Would it not be right to say that in the last 
few years people have had more incentive to work longer 
hours, more to buy in the shops, more things to spend 
their money on, than in the years immediately after the 
war, so that again it is a matter of incentive?— Mr. 
Geddes : I am not quite sure on this, but I -think I would 
be right in saying that one of the factors of full em- 
ployment is that whilst nationally shorter hours are there, 
in fact the pre-war hours are being worked but part of 
the time on overtime rates. It may well be that the 
real hours worked are not very different today from what 
they were before the war. 

2776. I am referring to the figures from the Ministry 
of Labour which I think tend to show the total hours 
worked, both normal time and overtime, averaged out. 
You would agree, would you not, that although we have 
no evidence of this, it is perfectly possible that in the 
absence of P.A.Y.E. the average hours worked would 
have been longer and that one would have expected them 
to be longer after the war than they were before the 
war, but one cannot go beyond that? — Mr. Jones: There 
is a point at which the worker prefers to take leisure 
rather than work harder, and it is very difficult to general- 
ise about it. 

2777. Does that point not depend on his marginal pay? 
— To some extent that is one of the factors. Mr. Murray : 
It depends also upon his consuming capacity and when 
there -were serious shortages at the end of the war that 
would enter into the calculation. 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer : to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income; 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to : — 

(a) incentives, 

(b) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of : — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 

altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to : — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

(b) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (a) Are there any kinds of profits or income which are not charged but should be ; or which 

are charged but should not be? In particular — 

(6) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allow- 

ances, reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggrega- 

tion ; (6) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? ' 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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Mr. H. B. Turle on behalf of the Council of the Stock Exchange; called and examined. 

MEMORANDUM SUBMITTED BY THE COUNCIL OF THE STOCK EXCHANGE 



1. On the general question raised in “A", the Council 
feel that they have little or no special knowledge. They 
can only advance the general proposition that, as all 
investment is a balancing of risk against reward, the 
reduction of reward almost to vanishing point cannot fail 
to discourage risk investment. 

2. The principal point at which the taxation of industry 
has a direct impact on the Stock Exchange is in the form 
in which new capital is raised. The following figures 
taken from The Economist of 6th January, 1951, show 
company issues by direct public offer in the last four 
years : — 





Loan 

Capital 


Preference 


Ordinary 


Total 
(£ million) 




30-5 


41-8 


114-8 


187-1 


1948 


111 


23-5 


101-6 


136-2 






32-2 


76-5 


120-4 


1950 


64-3 


10-9 


58-5 


133-7 



3. It will be seen that during 1947, 1948 and 1949, the 
bulk of new capital was raised in the form of Ordinary 
Shares. This was probably partly due to nationalisation 
and to the resulting demand, on the part of dispossessed 
holders, for other equity shares in replacement. In 1950, 
however, there was a remarkable change, loan capital in- 
creasing over five-fold at the expense of Preference and 
Ordinary — particularly Preference. This was no doubt 
partly due to the fact that in some cases only temporary 
finance was needed. But the main cause was, in the opinion 
of the Council, the incidence of Profits Tax. This not only 
caused a fall in the issue of Ordinary Shares but also 
a sharp switch from Preference Shares to notes/deben- 
tures for, whilst interest on notes /debentures is an allow- 
able deduction in computing profits assessable to Profits 
Tax, Preference Dividends are treated as distributed 
profits and attract Profits Tax at the full rate without 
benefit of non-distribution relief. On this point the 
Council suggest that the assessment of Profits Tax on 
that part of the profits applied to Preference Dividends 
is inequitable and throws an unfair burden on Ordinary 
Shareholders. 

April, 1951. 



SECOND MEMORANDUM SUBMITTED BY 
THE COUNCIL OF THE STOCK EXCHANGE 



Section B. — Particular Matters 

1. Q. 4. Is the taxation net drawn too widely or too 
narrowly in relation to : — 

(a) the taxation of United Kingdom residents (com- 
panies or individuals) on overseas profits ; 

(b) the taxation of non-residents on United Kingdom 
profits ; 

(c) the definition of residence, etc.? 

Observation : 

2. Regarding (a) the Council have no recommendation 
to make as to the taxation of individuals but are of the 
opinion that Companies should generally speaking only 
be taxed on profits earned in or remitted to the United 
Kingdom. 



Regarding ( b ) and (c) the Council make no comment. 

3. Q. 5. (a) Are there any kinds of profits or income 
which are not charged but should be ; or which are charged 
but should not be? In particular — 

(b) Is the present distinction between profits liable to 
charge and those not liable to charge as being capital 
profits satisfactory? 

Observation : 

Capita] Gains Tax 

4. It is frequently assumed that the imposition of a 
Capital Gains Tax would produce a large yield for the 
Revenue and on that account it attracts considerable 
political support. 

5. This assumption, however, is not borne out by 
experience in the United States for in recent hearings 
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before the Finance Committee of the Senate the Treasury 
gave the following estimates : — 



(In Million Dollars) 





Individuals 


Corpo 


rations 




Estimated 
Tax on 
Capital 
Gains 


As Per cent, 
of Total 
Income 
Tax 


Estimated 
Tax on 
Capital 
Gains 


As Per cent. 

of Total 
Income and 
Excess Profits 
Tax 


1940 . 




-7 





-49 


_ 


1941 . 




-86 




-164 




1942 . 




68 


0-8 


42 


0-3 


1943 . 




266 


1-8 


69 


0-4 


1944 . 




354 


2-2 


100 


0-7 


1945 . 




721 


4-2 


214 


2-0 


1946 . 




893 


5-5 


270 


3-0 


1947 . 




644 


3-5 


210 


1-9 


1948 . 




528 


3-4 


190 


1-6 


1949 . 




475 


3-1 


190 


1-9 


1950 . 




780 


4-2 


270 


1-6 


1951 . 




890 


3-7 


330 


1-5 



6. Any proposals for such a tax, if they are to be equit- 
able, will presumably include the following points : — 

1. The tax would be levied on all capital gains of 
whatever nature other than those on the tax-payer’s 
stock in trade. 

2. It would he levied on realised gains only. 

3. There would be an offset for capital losses. 

7. We are here concerned only with the taxes on profits 
realised on the Stock Exchange. 

8. In considering these it would appear that capital 
profits might arise from one or more of the following 
reasons : — 

(a) From a general expansion in the national 
economy. 

(b) From a fall in the value of the currency unit. 

(c) From profits realised even in a static economy 
through skilful or fortunate investment. 

9. As to (a) in conditions of constant expansion such 
as obtain in the U.S.A. and Canada, a Capital Gains Tax 
should be productive of considerable revenue and it is 
therefore surprising that the yield in the U.S.A. represents 
in fact so small a proportion of total revenue. 

10. As to (6) a capital gain that is no greater than 
the fall in value of the currency unit is in faot no gain 
at all and it would seem inequitable to levy a tax when 
in fact the tax-payer’s capital has in real value remained 
unchanged. 

11. As to (c) if ,we assume a static economy with no rise 
in real values then one man’s profit will be another man’s 
loss and therefore the income obtained from the “ gainer ” 
would .be offset by a .rebate to the “ loser ”. 

12. In the United States, where the rates and conditions 
of the tax have been constantly altered as the result of 
many years’ experience, the main existing tax provisions 
are that “short profits” (i.e., those realised within six 
months) are taxable at normal income tax rates while 
“long profits” (i.e., those realised in over six months) 
are taxable at 25 per cent. From this it naturally results 
that investors who have a realisable profit will defer 
realisation at any rate, till after the she months’ period, 
while conversely those who have a loss will realise it 
before the six months run out. Moreover, in a rising 
market holders will be inclined to hold on, while in a 
falling market they will sell to establish losses. Thus 
absence of sellers will in a rising market drive prices up, 
while in a falling market a spate of selling will force 
prices down. In other words, both booms and slumps 
will be exaggerated and we understand that this has been 
the experience in the United States. 



13. The Investors’ Chronicle of 20th October, 195 ^ 
contained a most informative article on the Capital Gains 
Tax in the U.S.A.. from which we take the following 
extract : — 

“The most outstanding observation is that revenues 
from capital gains have been highly erratic ; even after 
the deductibility of losses was restricted in 1934 there 
was still an overall revenue loss in 1940 and 1941. 
There was another sharp set-back in 1947 and 1948 
■though there was still a surplus of revenues. In recent 
years, revenues have been sizable in dollars, but they 
have never amounted to more than 3 per cent, of the 
total revenues from income and corporation taxes in 
any year since 1946. Revenues were obviously higher 
when the Stock Market was booming and there is also 
every indication that the more liberal treatment intro- 
duced in 1942 has stimulated realisation of capital 
gains. When the law provided a holding period of 18 
months or longer between 1938 and 1941 to qualify 
under the long-term privilege, revenues were negligible 
or negative. Many taxpayers can almost indefinitely 
postpone realisation of capital gains when the rates 
become prohibitive. All in all, it would seem that 
capital gain revenues are hardly big enough to make 
worth while the enormous amount of work put in by 
taxpayers, accountants and tax authorities.” 

14. Taking it all in all it would seem that particularly 
in a static economy a Capital Gains Tax is a “ will-o’-the- 
wisp ”. It will not, we submit, raise much revenue but it 
will greatly damage the liquidity of markets and so render 
still more difficult the raising of risk-bearing capital and 
the realisation of securities for the purposes of death duties. 
Further, it must be remembered that in the U.S.A. there 
is no transfer stamp and yet the revenue as shown above 
represents so small a proportion of the total yield of 
income and corporation taxes. Here, with a far less 
buoyant economy and a 2 per cent, transfer stamp, it is 
certain that the loss in stamp duty would reduce and 
might even outweigh the nett revenue from a Capital Gains 
Tax. 

15. And this effect will have been achieved as the 
result of considerable expenditure in collection and of 
further damage to the national economy. 

16. Q. 8. Are the provisions for relief in respect of 
double taxation satisfactory? 

Observation : 

17. The Council consider that the present provisions 
are satisfactory. 

18. Q. 9. Should the present system of graduation by 
means of the exemption limit, personal allowances, reduced 
rate relief and surtax be altered? 

Observation : 

19. The Council consider the existing differentiation 
between “earned ” and “ unearned ” income to be reason- 
able but would make the following point : At £2,000 a 
year “ earned ” income allowance ceases and surtax begins 
so that at this point a man loses a benefit and assumes 
a burden. This can only act as a double disincentive. 
The Council therefore suggest (and the suggestion is 
strengthened by the fall in the value of the £ sterling) 
that “ earned ’’ income relief should be continued up to a 
higher figure. 

20. Q. 15. Should the method of assessment to Surtax 
be altered, and in particular should it be deducted from 
salaries? 

Observation : 

21. The Council endorse the recommendation of the 
Committee on the Taxation of Trading Profits that Surtax 
on fluctuating incomes should be spread at the taxpayer’s 
option by averaging the rate over a five year period. 
November, 1951. 
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THIRD MEMORANDUM SUBMITTED BY 
THE COUNCIL OF THE STOCK EXCHANGE 



Approximate Mean Prices 

This list has been drawn up on the following basis : — 

(1) The companies selected are the leading companies 
in their various fields without consideration of whether 
the shares have risen or fallen during the period under 
review. 

(2) The prices given are the mean between the high 
and low of each year. 

(3) The years chosen are alternately boom and slump 
years. In 1928, 1936 and 1946 prices were about at 
their peak and they were at their lowest in 1932 and 
1940. The final figure of course is to bring the table 
up to date. 



(4) The price of the nationalised companies’ shares 
has been carried through past nationalisation to the 
present value of the stock on the basis of the old shares. 

(5) The prices are adjusted for bonus issues and for 
splitting of shares but not for rights issues. It is not 
possible to adjust in this case. For instance. Shell have 
had a rights issue at £3 and therefore the rise shown 
from 100 to 107 ought really to be somewhat greater. 
On the other hand. Union Corporation had a rights 
issue at £10 and as the present price is 7.13/16 the 
existing figure ought to be somewhat lower. 

13 th June, 1952. 



APPROXIMATE MEAN PRICES 



(Percentages of 1928 Mean Price are shown in brackets) 



Category 


Security 


1928 


1932 


1936 


1940 


1946 


3rd June, 
1952 


British Funds, etc 


2$% Consolidated Stock 


55$ 


66* 


84$ 


72 * 


95$$ 


56$ 


(100) 


(119) 


. (152) 


(130) 


(171) . 


(101) 


Railways (Gt. Britain & N. 


London Midland & Scottish 


63* 


15$ 


25$$ 


16$$ 


30* 


22$(j) 


Ireland). 


Railway Co. 


(100) 


(24) 


(41) 


(27) 


(48) 


(35) 


Foreign Stocks, Bonds, etc. 


Chinese 5 % Re-organisation 


60$ 


65$ 


88 


28$ 


55$ 


7 


Gold Loan 1913. 


(100) 


(108) 


(145) 


(47) 


(91) 


(11) 




Midland Bank Ltd 


183/9 


150/- 


213/9 


150/7$ 


224/4$ 


150/- 






(100) 


(82) 


(116) 


(82) 


(122) 


(82) 

56/10$ 

(102) 


Breweries and Distilleries ... 


A. Guinness, Son & Co. Ltd 


55/9$(a) 

(100) 


45/5$(o) 

(81) 


90/4$(a) 

(162) 


38/l(a) 

(68) 


93/10$(a) 

(168 




Distillers Co. Ltd 


6/8 (ft) 


4/8(6) 


10/6$(6) 


7/9$(c) 


17/0$(c) 


17/3 


Commercial, Industrial, etc. 


Associated Portland Cement 


(100) 

24/7$ 


(70) 

24/8$ 


(158) 

87/9 


(117) 

51/1$ 




(259) 

94/4$ 


Manufacturers Ltd 


(100) 


(100) 


(356) 


(208) 


(259) 


(383) 




J. & P. Coats Ltd 


70/9 


42/- 


58/- 


30/- 


51/1 








(100) 


(59) 


(82) 


(42) 


(72) 


(58) 




Courtaulds Ltd. 


66 /-(d) 


31/- 


54/3 


30/- 


54/7$ 


32/- 






(100) 


(47) 


(82) 


(45) 


(83) 


(48) 




General Electric Co. Ltd. 


39/10$ 


38/3 


84/7$ 


67/10$ 




76/- 






(100) 

35/8$ 


(96) 


(212) 


(170) 


(255) 


(191) 




Imperial Chemical Industries 


18/3 


40/5$ 


25/8$ 


44/1$ 


40/7$ 




Ltd. 


(100) 


(51) 


(113) 


(72) 


(124) 


(114) 




Imperial Tobacco Co. (G.B. & I.) 


93/9(e) 


86/3 




96/10$ 


154/9 


80/- 




Ltd. 


(100) 

92/6 


(92) 


(103) 


(165) 


(85) 




J. Lyons & Co. Ltd 


103/7$ 


143/1$ 


78/1$ 


139/8$ 






(100) 


(112) 


(154) 


(84) 


(151) 


(88) 




Swedish Match Co 


450/- 


59/4$ 


18/4$ 


9/4$ 




75/- 






(100) 


113) 


(4) 


* 


(8) 


(17) 


Electric Lighting and Power 


Calcutta Electric Supply Cor- 


49/7$ 


39/6 


58/7$ 


56/6 


l?/3 


poration Ltd. 


(100) 


(79) 


(118) 


(60) 


(114) 


(39) 




City of London Electric Lighting 


23/10 $(ft) 


29/7 $(ft) 


38/1$ 




31/1$ 


28 /-(k) 




Co. Ltd. 


(100) 


(124) 


(160) 


(98) 


(130) 


(117) 


Financial Trusts, Land, etc. 


City of London Real Property 


20/9$ 


15/3 


18/7$ 


7/11$ 


15/9$ 


15/- 


Co. Ltd. 


(100) 


u 


(89) 


(38) 


(76) 


(72) 




Hudsons Bay Co 


112/2$ 


30/3 


22/7$ 








(100) 


(17) 


(27) 


(20) 

14/10$ 


(90) 


(163) 




Gas Light & Coke Co. 


19/0$ 


21/8$ 


27/2$ 


22/1$ 


19/7$(/) 




(100) 


(114) 


(143) 


(78) 


(116) 


(103) 




Royal Insurance Co. Ltd. 


185/7$ 


143/5$ 


195/7$ 


135/- 




202/6 




(100) 


(77) 


(105) 


(73) 


(135) 


(109) 




Industrial & General Trust Ltd. 


355$ 


194$ 


279$ 






395 






(100) 


(55) 


(79) 


(50) 


(110) 


(111) 




Mercantile Investment & Gen- 


314 


206 


289$ 




296$ 


255 




eral Trust Co. Ltd 


(100) 


(66) 


(92) 


(54) 


(94) 


(81) 


Iron, Coal and Steel 


Wm. Cory & Son, Ltd. 


58/2$ 


55/7$ 


80/9 


70/5$ 


98/6$ 


77/- 


(100) 


(95) 


(139) 


(121) 


(169) 


(132) 






13/3 


7/1$ 


30/- 






41/6 






(100) 


(54) 


(226) 


(117) 


(185) 


(313) 


Mines 


Union Corporation Ltd. 


85/11$ 


55/- 


185/7$ 


127/2$ 


264/4$ 


156/3 




(100) 


(64) 




(148) 


(307) 


(182) 


Oil 


Shell Transport & Trading Co. 


84/4 $(/) 


3515(f) 


55/6$ 


87/4 


90/7$ 




Ltd. 


(100) 


(42) 


(105) 


(66). 


(104) 


(107) 


Rubber 


United Sua Betong Rubber 


74/4$ 


24/5$ 




46/1$ 


43/- 


32/6 






(100) 


A 


(92) 


(62) 


(58) 


(44) 


Shipping 


Peninsular & Oriental Steam 


37 /9(g) 


1719(e) 

(47) 


12/6 (g) 


4013(e) 


44/- 


Navigation Co. 


(100) 


(32) 


(33) 


(107) 


(117) 


Tea 


Jokai (Assam) Tea Co. Ltd. ... 


97/9$ 








44/4$ 


28/- 




(100) 


(28) 


(42) 


(27) 


(45) 


(29) 


Average Percentage ... 




100 


69 


125 


77 


131 


114 


Purchasing Power of £1 for each Year (per £100) 


100(m) 


117(m) 


1 15(m) 


88(m) 


67 (m) 


47 (m) 



(а) Adjusted for 66$% Capital Bonus in May 1952. 

(б) Adjusted for 40% Capital Bonus in October 1939, Splitting of 

Shares from £1 to 4/- Units in 1947/48 and 50% Capital 
Bonus in 1929. 

(c) Adjusted for Splitting of Shares from £1 to 4/- Units in 1947/48 

and 50% Capital Bonus in 1949. 

(d) Adjusted for 100% Capital Bonus in March 1928. 

(e) Adjusted for 25% Capital Bonus in March 1929. 

(/) Adjusted for 20% Capital Bonus in March 1937. 

13 th June , 1952. 



(g) Adjusted for 50% Capital Bonus in September 1951. 

(ft) Adjusted for 33$% Capital Bonus in December 1932. 

( J ) Adjusted for Conversion of £100 Ordinary Stock into £29 10s. 

British Transport 3% Guaranteed Stock 1978-88. 

(k) Adjusted for Conversion of £1 Ordinary Stock into £1 14s. 4d. 

British Electricity 3 % Guaranteed Stock 1968-73. 

(/) Adjusted for Conversion of £1 Ordinary Stock into £1 6s. 6d. 

British Gas 3% Guaranteed Stock 1990-95. 

(/n) Calculated from figures with Base Year 1928 = 100, supplied 
by The Central Office of Information. 
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ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



Mr. H. B. Turle 



[ Continued 



EXAMINATION OF WITNESS 



2801. Chairman : Mr. Turle, you have come to repre- 
sent the Stock Exchange? — Yes. 

2802. You are Vice-Chairman of the Council? — No, 
Sir ; I am on the Council, I am not Vice-Chairman. 

2803. We are grateful to the Stock Exchange for the 
papers they have put in to us, to which, of course, we 
have all given our attention. There is not, probably, very 
much needed by way of questions to elucidate any points 
which arise out of what you said, but I wish you would 
just tell me on your third document, the list of securities 
in the different years, what the use of this document is 
for purposes of your argument in your other papers? 
What are we to read from it?— As the question was for 
or against a capital gains tax I thought it would be interest- 
ing to see what had been the capital losses and gains over a 
period, and I took as the beginning 1928, which of course 
was a year of high prices, and followed these various 
shares, which are representative of the Stock Exchange as a 
whole, followed them through the various years through 
the slump of 1932 to the relative boom or the better 
markets of 1936, and again the war slump of 1940 and again 
the boom price of 1946. We thought that it might be of 
use to the Royal Commission to see just what did happen 
to an investment over that period of years, and the result 
is a small gain of 14 per cent, over the 24 years, though 
of course that is taken from a fairly high starting point. 
Then, below that, we have set out the purchasing power 
of the pound, the official purchasing power of the pound 
for each of those periods starting with 1928. 

2804. Is this right, then; we see from it, taking the 
series of years you have taken, that the experiences of the 
different stocks have been very unlike each other?— Yes, 
very great differences, Sir. 

2805. Of course, from the point of view of the Stock 
Exchange, it is a very limited list but you put them 
forward as representative of their class?— Yes, they have 
not in any way been chosen to suit a case, but merely the 
leading shares in all the different categories and, of course, 
in the case of commercial and industrial shares there are’ 
several more than in other categories because there are 
so many more of them. Some companies that might have 
been put in have not been put in owing to the fact that 
amalgamations and changes and so on have made it 
difficult to follow them through. 

2806. So there are very large differences in their indi- 
vidual experiences? — Yes, Sir. 

2807. We can see if you start with 1928, we can take 
other years, of course, if necessary, what is the measure 
of the gain over a period of 24 years. That shows, if you 
are considering a capital gains tax applied to any one 
year, that you will have ups and downs in the subject of 
the tax? — Yes, Sir. 

2808. And lastly you have added the comparison with the 
purchasing power of the pound, which I suppose bears 
on the argument that is thrown up that there is a difference 
between monetary gain and real gain for this purpose?— 

2809. Thank you. Now, just one or two questions on 
your other papers. First of all, will you turn to your first 
paper where I think you draw attention to a point about 
the way of calculating profits tax from the point of view 
of preference dividends, which is quite familiar to the 
Commission from various sources. Our attention has been 
called to it, of course, and you draw attention to the 
variation, over the years 1947 to 1950, of the distribution 
of issues offered directly to the public through the medium 
of the Stock Exchange as between loan capital, preference 
and ordinary? — Yes. 

2810. What is the lesson contained in that? I wish 
you would clear up the following point because it has 
arisen once or twice. When we are dealing with the figures 
of the direct offers to the public made through the Stock 
Exchange that, of course, is not representative of capital 
required for industry as a whole, is it?— I should have 
thought it was. Sir. 

2811. What I want to find out is this. Of course you 
have fairly strict requirements now as to what qualifies 
an issue to take place? — Very strict, yes. 

2812. That must, mean that it is more difficult, is it 
not, for the new venture to go through the medium of 



the Stock Exchange for capital from the public than for 
the established venture which can show a record of ner 
formance behind it?— When you say established venture 
you mean a public company which has its accounts well 
known to the public for a period of years? But we have 
a great many flotations on the Stock Exchange of com 
panies previously unknown to the public but nevertheless 
which can put up a period, as, indeed, they are required 
to if they have been so long in existence, of at least ten 
years of results. 

2813. That is, a business with a history that can be 
gone into?— There are a great many cases, nowadays 
where you have private family companies turning them- 
selves into public companies in anticipation of death 
duties. 

2814. Yes. I was wondering how far we ought to think 
of the medium of the issue through the Stock Exchange 
as a way of obtaining capital from the public for the 
really new venture, the unproved business. Do you get 
much of that to-day?— Very little. Sir, I think, except 
of course in mining, but otherwise I think you get very 
little. It is better that the individuals who are backing 
a new process or a new idea should try it out themselves 
and bring it to a certain point before inviting the public 
to subscribe money to it. 

2815. That is rather what 1 wanted to explore with 
you. The issue to the public through the medium of the 
Stock Exchange is not the normal way of finding finance 
for that kind of venture?— Not in the initial stages of 
the venture. Except, as I say, you do have, of course, 
new and undeveloped gold mines and a certain number of 
others but, generally speaking, a new process would be 
financed privately on a small scale until it was brought 
to a point where it could have some record to put before 
the public. 

2816. I suppose very often the mining venture if it 
makes an issue to the public has very strong backing from 
established mining houses?— Backing in the sense of the 
mining houses’ name, but of course no guarantee. They 
have to take their risk on a successful outcome. 

2817. Just 'turning for a moment to the points about 
capital gains tax as a project, you have drawn our atten- 
tion to some facts in connection with American experience. 
There is a point you make and I would just like to see 
if I have understood it. At the last sentence of para- 
graph 12 of your second document you say: — 

In other words, both booms and slumps will be 
exaggerated and we understand that this has been the 
experience in the United States." 

That means that there has been an experience there, 
according to your information, which shows that the exist- 
ence of the capital gains tax in its American form has con- 
tributed to the stock market booms and slumps?— Has, I 
think, accentuated, I would not say contributed to nor 
caused them, but I think it must tend to exaggerate them 
because of the temptation to a man to establish a loss, 
to sell the shares that show a loss and retain shares which 
show a profit, thus establishing a capital loss and not a 
capital gam. I find reading the various reports of Con- 
gressional Committees and so on that I am bound to say 
some people say one thing and some another. 

2818. I was wondering whether I had understood your 
reasoning, that, if you impose the capital gains tax in 
the American form or something like it, you have added 
by the tax a special reason for a man wishing to take 
a loss and also added a special reason for him not wishing 



2819. I am not quite clear why the addition of those 
two elements should help to accentuate a stock market 
boom or slump. They would hold him back from one 
P° ln * of v * ew and push him forward in another? — I 
should have thought if you had a weak, a falling, market 
that there would be a tendency on the part of people 
to realise a loss which would tend to make the market 
weaker by sales. On the other hand if you get a strong 
market, a iboom market such as they had in 1929 in the 
United States, people would be loth to take their profits 
on their shares which have shown them a large profit 
because it would result in their being mulcted of a con- 
siderable amount for the capital gains tax. And, of 
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course the revenue from the capital gains tax was enor- 
mous in 1928, and 1929 and the loss was tremendous in 
1931 1932, and 1933, and I should think that is a natural 
—must be’ a natural tendency that would arise from the 
imposition of the capital gains tax. 

2820. Yes. I suppose in the case of market movements 
that you are describing there are a great many more 
DOtent influences that would lead to sales?— Undoubtedly. 

I .merely mean that the capital gains tax tends to accen- 
tuate the fall and the rise. 

2821. When you go on, in paragraph 14, to refer to 
it as a “ will-o’-the-wisp ” in a static economy and being 
likely greatly to damage the liquidity of markets, you are 
thinking there of the same point, adding another deterrent 
to prevent people coming into the market and taking their 
natural gain?— At an earlier stage than that, Sir. 1 think 
it would deter people from taking risks, particularly as, 
for instance, on new flotations and so on where it may be 
worth taking a risk to take a share, say, in the initial 
flotation of it. I think to some extent that speculative 
risk has been affected by the two per cent, stamp duty 
instead of one per cent, which, of course, has checked 
a good deal, and now I think if you .put a capital gains 
tax on top of that it will make it still more difficult to 
raise equity capital. It seems to me that the worst feature 
of a capital gains tax would be that it must operate to 
check the provision of risk capital. 

2822. Yes, I see. — It is not so easy now as it used 
to be to find buyers for new risk capital that comes on 
the market. The risk has to be taken somewhere if a 
placing is to be made successfully. Owing to the deple- 
tion of their capital through death duties and the inability 
to save under the continuing high taxation, jobbers are 
no longer able to take as large risks as formerly, so that 
a larger proportion of the business has to be done in 
other quarters which would be subject to a capital gains 
tax — jobbers of course are already taxed on their capital 
gains— so that such a tax would restrict or restrain this 
very necessary business. 



2823. You are speaking of the function of the jobber? 
—The function of the jobber now. Many years ago you 
could probably go to the market and get the jobbers to 
say “ All right, we will take £100,000 or £200,000 ”, but 
nowadays they cannot do that; they have not got the 
capital and they take perhaps £20,000 instead of £200,000. 
The broker has to go somewhere to do the business. 
He may go to an investment trust or an insurance com- 
pany or possibly, in some cases, to a .private individual 
and say “Now, look here, if you will take £20,000 of 
these shares — we want to make a market in them, we 
must have them available to the public at so and so price 
— and offer us back some of the shares at a shilling 
profit — or whatever it may be.” At present that can be 
done and it is done, but if you put a capital gains tax 
on then you will cut straight at that method of getting 



risk capital. 

2824. I think that clears up the questions I wanted to 
put. I will ask my colleagues if they have any ques- 
tions. — I think I wrote to the effect that in paragraph 8 
of the second document in («), (b) and (c) we should, of 
course, have added an extra reason which is the change 
in money rates. Of course it is obvious, but we ought 
to have .put it in. 

2825. The change in the interest rate?— Yes, in the 
interest rate. 



2826. Mr. Millard Tucker : In paragraph 2 of your 
second document, your observation (a), you say the Coun- 
cil have no recommendation to make as to the taxation 
of individuals, ibut are of the opinion that companies 
should generally speaking be taxed only on profits earned 
in or remitted to the United Kingdom. It is not that 
you are indifferent to individuals? I suppose it is just 
that you do not wish to make any particular recom- 
mendations about them, is it? — As a Stock Exchange we 
are not directly concerned with the taxation of individuals 
generally, but I would refer you to our observations under 
headings 9 and 15 dealing with the differentiation between 
earned and unearned income, and with the method of 
assessment to surtax. 



2827. Yes. Concerning this observation of yours that 
companies should, generally speaking, be taxed on profits 
earned in or remitted to the United Kingdom, there are 
individuals and partnerships as well who are earning 
income abroad? — They would be taxed. 
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2828. Yes, so are companies, but you say that the taxa- 
tion of companies’ foreign profits should be restricted 
to those profits which are remitted to this country? 

Yes, Sir. 

2829. Could you tell us why' you say that? You will 
bear in mind that in most countries of importance now 
there is a double taxation agreement?— Yes. 

2830. And the effect really is to make the company 
‘bear the higher of the two countries’ taxes? — Yes. 

2831. Why do you say that the taxation of an English 
company should be restricted to the profits it remits here. 
What is the ground of it?— If that had been part of the 
law would we not have avoided the transfer abroad of 
these very important copper companies which were pay- 
ing such enormous taxation in Britain and have there- 
fore been compelled to transfer to Northern Rhodesia? 
Should we not have stopped that if we had only required 
them to pay tax on the profits remitted? 

2832. That is the kind of ground you have in mind?— 
Yes, Sir. 1 think it is a very serious thing for this 
country to see these companies, that have started in this 
country at a time w.hen we financed so much of the world, 
to see them being driven slowly overseas by the level of 
British taxation, and to see that the Treasury feels bound 
to take up an attitude of, shall I say, physically restrain- 
ing them. It would be much better if something could 
be done, I do not know if it could or not, to make it 
reasonable for a company to remain in the United 
Kingdom. And, of course, Sir, you will remember that 
what you were saying about double taxation does not 
apply to all countries. 

2833. No. — There is taxation on British sterling com- 
panies operating in India. 

2834. The agreement with India is still in the process 
of negotiation, but in the main the more important 
countries of the world are now covered. — They are 
•covered, yes. Sir. 

2835. There are still some left out, we know, but pro- 
gress is going on gradually. I only wanted to see what 
your reason was. You had not given one, you merely 
asserted, and we wanted to see what the reason was. — 
Even allowing for the double taxation agreements that 
are in existence today, would not Rhodesian copper com- 
panies be paying far more taxation to-day if they had 
not transferred? 

2836. Yes.— That is what we feel should in the national 
interest be remedied if it possibly can be. 

2837. You make that point perfectly clear, Mr. Turle, 
that is all I wanted to ask you. In the case of a com- 
pany operating both in this country and abroad do you 
still say that that company, which could not very well 
move itself for practical reasons, would have to be ex- 
cused tax on any foreign profits not remitted here? — I 
would rather like to think about that. I should have 
thought yes ; I should have thought it would be in the 
national interest to do it. Otherwise there is a danger 
that the foreign end would be hived off and lost to this 
country altogether. 

2838. The same reason as the other one? — Yes. 

2839. Thank you. Do you make any distinction between, 
private companies and public companies in this respect? 
When I say public companies I mean what you would 
think of as a public company, one in which the public 
is substantially interested? — I should have thought the 
principle would have been the same in each case but I 
know little of private companies 

2840. You are now speaking almost entirely of the 
companies in which the public are substantially interested?; 
— Not from the point of view of the public interest but 
mainly from the point of view of the Inland Revenue 
interest, which I suppose would apply equally to private 
and public companies. 

2841. Yes. Then in paragraph 6 you say: — 

“Any proposals for such a tax, if they are to be 

equitable, will presumably include the following- 
points : — 

<1) The tax would be levied on all capital gains 
of whatever nature other than those on the taxpayer’s 
stock in trade.” 

Of course, the stock in trade will bear the tax on its 

A 3 
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income. She is at any time entitled to change the form 
of investment she holds. If she had bought that prefer- 
ence share when she bought the consols at 60 it would 
have gone up just as much and there would have been no 
question of selling it. 

2883. Mr. Carnngton : Apart from the one point you 
raised in your first memorandum in regard to profits tax, 
your two papers do not bring out any other points, I 
think, in regard to company taxation, do they? — That 
and the taxation of overseas profits. 

2884. 'Have you any points that you wanted to bring 
ou't additional to those, or do these represent the sum 
total of the points on the question of company taxation? — 
On the question of company taxation there are the two 
matters I have just mentioned. We tried to confine our- 
selves to matters included in the Heads of Evidence and 
to points on which the Stock Exchange as a Institution 
is in a position to give evidence. 

2885. Sir Geoffrey Heyworth : When was the transfer 
stamp duty raised from 1 per cent, to 2 per cent? — 
August 1st, 1947. 

2886. Has it been noticeable that that had any effect 
on the amount of Stock Exchange business? — Yes, it has, 
but it is a little difficult to get the exact effect because 
more or less coincidental with the increase in the transfer 
stamp duty there was a general weakening of the market. 
I have got here the figures for transactions over the period 
of years from 1946 — or rather when I say transactions, 
the number of transactions which have been notified which 
is not necessarily the whole lot but more or less the whole 
lot. The number reached 2,800,000 in 1946-47. Then in 
1947-48 it fell to .2,300,000, in 1948-49 1,700,000 and 
1949-50 1,600,000 — and at the moment it is running at the 
rate of less than 1,500,000.* I am afraid it is not possible, 
as so often in these cases, to say this or that of the 
different influences at work was the sole cause of the fall. 



2887. Would you think that damage is caused by dis- 
couraging a particular type of Stock Exchange operator ; 
it obviously does not affect the general investment field, 
I take it? — I think it discourages two types. In the first 
place it discourages the speculative purchaser. It also 
has discouraged and checked a lot of business which was 
rather useful of its type, as for instance in the purchase 
and sale of debentures with a short date. If you have a 
holder who has a debenture, say it is a 6 per cent, deben- 
ture due in three or four years and standing at 108, it 
might pay him or the company to sell that and take a 
small capital profit which he would not get if he held the 
stock to maturity. On 'the other hand, it will very likely 
pay pension funds and life insurance companies to buy 
that because they are not affected. AH that sort of busi- 
ness has gone entirely, and I think it is a pity because 
it was a useful business that was of some value and kept 
the market, as I say, more fluid. 

2888. Would you say, generally speaking, that there is 
not a great deal of sorrow at the loss of the first type 
of business but there is of the second type? — Yes.f 

2889. On the other hand, you cannot suggest any 
instrument which would 'be sufficiently selective so that 
it would check one and not the other? — We did ask 
one or two of the heads of the Inland Revenue to lunch 
with us some years ago to discuss the matter, and we 
did put up various suggestions on the basis of a graduated 
tax according to the final date of redemption. I have 
forgotten who they were now, but they finally told us 
they did not consider it practicable to do so. It could 
I think be done actually ; it is a pity to render the market 
static in the last two or three years of a debenture. 



* The' witness subsequently put in exact figures of the daily 
average of marks, as follows: — 

1947 — Seven months, Januaiy-July ... ... 11,337 

Five months, August-December... 

1948 ... .;. 

1949 

1950 

1951 

1952 (January-June) 



t The witness subsequently wrote to the Commission to say that 
he misunderstood this question; he had thought that it referred to 
sorrow on the part of institutional investors, and wished to add 
to his answer the words “so far as institutional investors are 
concerned 



2890. Would you think that the discouragement that 
this extra 1 per cent, has been to the speculative type 
has really meant that those people, who are just punting 
around on the Stock Exchange, and who you may say 
tend to draw attention to capital gains taxes, are now 
of pretty small proportions? — Very I think, yes. 

2891. Mr. Kaldor: You have just given some figures 
to Sir Geoffrey about the number of transactions on the 
Stock Exchange in various years. Is there any estimate 
about the value of those transactions, in other words the 
value of the stocks and shares that changed hands through 
the Stock Exchange in succcessive years? — No, Sir. 

2892. So you do not know how these figures would 
compare? — No, not at present, we have not any figures 
of that kind available now. 

2893. Obviously the proposition could not be proved 
but you would say on the whole that the 2 per cent! 
stamp duty discourages the frequent buying and selling 
of shares? — Certainly, yes. 

2894. It reduces the volume of the business? — Yes, it 
reduces the liquidity of markets, too. 

2895. This is a point I was just going to ask you. Is a 
reduction in speculative activity a bad thing or a good 
thing from the point of view of the steadiness of the 
market? — I think it is very difficult to answer that ques- 
tion directly. If you have a market in which the general 
public gets very excited then possibly speculative buying 
puts prices to a level which is not reasonable, but, on the 
other hand, speculation is of use in maintaining steadiness 
of the market because if there are many sellers in a weak 
market there is then somebody who will say “ Those are 
cheap, I will buy them and chance making a profit.” It 
checks the decline, whereas if the market is simply depen- 
dent on pure investment, the decline will go considerably 
further. The speculator I think tends to restrict the rise 
and fall by buying shares when the general feeling is to 
sell them and by selling shares when the general feeling 
is to buy them. 

2896. In the Stock Exchange you have some very active 
shares in which there is a large volume of business done, 
and also shares in which there is very little business done, 
or shares which are only put on provincial markets, which 
is presumably small business. Did you ever make any 
study or consider whether the vefry active shares, in which 
there is a large volume of business done, are more steady 
in price, taking a number of years, I do not mean from 
one week to the next, than the shares in which there is 
very little business done, or is it the other way round?— 
I should have thought there was not much in it except 
•that in a period, as for instance now, when things are 
rather depressed there is always a market for the big 
shares and you can say how much they have fallen. 
For instance, from 55s. to 40s., then you know exactly. 
You cannot judge small shares like that because you go 
to sell them and you simply cannot sell them. Take the 
case say of some good but little known company shares 
put on the market at about 13s. They have fallen to 10s. 
and some estate wants to sell, but you cannot get a buyer ; 
you may eventually find somebody to pay 7s. 6d. for 
them. That gives a completely false impression. If that 
deal goes through at 7s. 6d. you say the price of the 
share is 7s. 6d., but if that deal had never been done the 
price would still appear to be 10s. and there would not 
be any business either way to test the market. I do 
not think I can answer your question. 

2897. Your answer really is that a speculative attitude 
in regard to a share creates a market and checks the 
decline because speculators take up shares ; but, on the 
other 'hand, when you come to think of the rise, you would 
agree that the more speculation there is the more shares 
will in fact tend to rise? — I think we are on two different 
things. I thought you were talking of what one might 
call the professional speculator. He will tend to go against 
the line of the ordinary investor. He will tend to sell 
when people are buying and buy when they are selling 
and therefore he will check the movement in both 
directions. 

2898. I am merely trying to find the answer to the 
question that if you discourage speculation, whether it is 
done by way of stamp duty or whether it is done by a 
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canital gains tax, can one say the discouragement of specu- 
lation would increase the ups and downs of the market? 
-rCertainly, because your buffer is not there to check the 
market in either direction. 

2899 The pressure may not be there either against 
which you need the buffer, if you see what I mean. The 
oressure may also come from speculation— The pressure 
mav come from what you might call amateur speculators 
but there is frequently a definite tendency with a market 
such for instance as to-day when the tendency of the 
market is definitely downwards. The ordinary man who 
has perhaps £100 to invest or something of that sort is not 
investing at all now. Therefore it is very hard when a 
seller comes along to find an investor who wants to 'buy. 
That is why I think what you might call the professional 
speculator is of value because he does buy the stock when 
no-one else wants to, or vice versa. 



2900. You say there were roughly 2 million trans- 
actions’ in the Stock Exchange in a year. It is very difficult 
to assess the significance of these figures if one does not 
know what is the value of an average transaction. Can 
you say, however, ever so roughly, how much of it repre- 
sented the investment of current savings or the switching 
operations of ordinary investors and the activities of pro- 
fessional speculators. I am trying to suggest to you that 
maybe it is true that the bulk of these transactions are 
speculative in character but they come from outside rather 
than being prompted by the professional sellers? — On the 
contrary I think the enormous bulk of these transactions 
are investments, the enormous bulk of them. 



2901. Could you define “ investment ” in this connection? 
—I simply mean the man writing to his broker and saying 
“I have £500 and I want to make an investment”, 
or something of that sort. 

2902. That does not mean an investment of current 
savings— It may or may not. He has received £500 from 
some source. On the other hand of course you have a 
tremendous lot of things like “ I have bought a house and 
I want to sell something to pay for it ”, and that is the 
great bulk of the Stock Exchange business I should say, 
ordinary small investments and sales. 

2903. If the business comes from ordinary people, 
maybe smaller people giving an order to their broker 
to buy some share and sell some other share, that is still 
some sort of a speculation, is it not? It is not necessarily 
anything to do with the question of channelling the flow 
of current savings into capital expenditure? — I think it is 
as you like to define it. 

2904. Discouragement of that type of activity would 
maybe have a steadying influence, not necessarily a de- 
steadying influence. You would not like to say one way 
or another?— Could I have it over again? That the dis- 
couragement of that type of man who wants to change 
his investment . . . ? 



2905. Who buys one share and sells another ; if you 
discourage this activity, whether by stamp duties or some 
other means, that may actually steady the market ?— 1 do 
not think so. I do not think it would have much effect 
one way or the other in steadying the market. 



2906. If it has not got much effect one way or another, 
I suppose there is not very much in the argument either 
that a capital gains tax . . . . — Wait a minute, you are 
using speculation and speculators in two different senses 
it seems to me. There is what you might call the pro- 
fessional speculator. He tends in my opinion to iron out 
the corrugations because he is ready to go against the 
general tide. 



2907. Somebody must cause these corrugations which 
the speculator is trying to iron out. Who causes them?^ 

I suppose it is almost entirely psychological, based on the 
news of the day, on the news of the Budget, the. foreign 
news and so on. In certain periods such as for instance 
now the public you might say are selling. In other times 
when there is a feeling of prosperity about the public are 
buying. 



2908. That is precisely what I want you to consider. 
The public sells when it thinks the market is going to fall 
and buys when it thinks the market is going to rise and 
both those activities cause the market to fall or to rise, 
is not that right?— Yes, I think that is true. I suppose, 
shall I say, the initial impetus is something like the 



financial situation of the country or the news or fear of 
war, that sort of thing, and that does precipitate people 
into selling. 

2909. The people who sell sell because they think shares 
will fall and they may make a profit later. Why do 
the ordinary public sell in response to bad news?— I 
think what you frequently do get is a letter from a man 
who says “The way things are now I had better be 
liquid and I should like to sell some shares.” 

2910. In other words, if these people did not think they 
could buy these shares back later on at a lower price 
it would not be worth their while to sell in the first 
instance, would it? — No, except of course I would not 
restrict myself to those shares. They presumably think 
the market as a whole will be lower in time and also; 
apart from the question of the market being lower, you 
frequently find people who want to feel they have money 
in the bank so that if they have any extra expense they 
will not be forced to sell shares. They like to have a 
certain amount of liquid ... 

2911. But when they think the market is right they 
are willing to put up with less liquidity! That means the 
ordinary public do buy with speculative intent. That is 
what I am asking you to agree with. They buy when they 
think the market is rising, out of cash, liquid resources or. 
anything they have in the bank. When they think the 
market is falling they sell shares and keep money in the 
bank. Then anything which would discourage the public 
from buying and selling shares frequently may diminish 
those forces which -make the market itself rise and fall? — 
But this public you are speaking of does not buy and. 
sell shares frequently. It is just the tendency of a man 
selling here and there and the absence of buyers in a 
depressed market that causes the shares to fall. It is 
not the huge activity of numbers of small people selling 
or, on the other side, numbers of people buying and 
speculating for a rise, it is just the tendency in bad times 

2912. It was your suggestion, it was not mine, that 
the bulk of these two million transactions in the Stock 
Exchange represent purchases and sales by the public at 
large?— Yes, but the enormous bulk of these were invest- 
ment transactions. 

2913. I thought it was your suggestion also that the bulk 
of these transactions, I am not saying that the same in- 
dividual may buy or sell shares with any great frequency, 
does come from the public who feels this is the time 
to sell shares and go into cash or alternatively it is the 
time to buy shares. — That is so. 

2914. Anything which might keep the public at large 
tied to their investments more steadily and not to sell 
on bad news and not to buy when there is good news 
would have a steadying influence on the market presum- 
ably? — I do not know that it would. If a man decides 
that he wishes to be more liquid and to sell some of 
his shares I think he will sell his shares. 

2915. Not if he makes a big loss in doing so. Suppos- 
ing the stamp duty were 20 per cent, instead of 2 per 
cent, and you sell a share, to get it back again you may 
lose 20 per cent, of your capital. Would not that be a 
very great discouragement? — Yes, that certainly would. 

2916. I do not wish to keep on with this point, but I 
merely wish to suggest that discouragement to specula- 
tion, whether done by way of stamp duty or by other 
means, may have a steadying influence on the market 
and not the influence which you suggest in your paper. 
May I ask a more general question? As far as I under- 
stand the paper submitted by the Stock Exchange, you 
would not in general disagree that there is a case for a 
capital gains tax looked at purely from the point of view 
of equity? Or do you disagree? — I do not think there 
is anything immoral in a capital gains tax in theory, but 
I think it is inequitable if you are going to reckon your 
victim’s capital gain in a currency that he never origin- 
ally made the purchase in, and under different interest 
rates. If you are going to tax a genuine capital gain it 
seems to me there is nothing wrong with it, but I think 
it is unfair to tax a capital gain that is merely a nominal 
capital gain. 

2917. Questions of equity essentially relate to equity 
between different individuals, it is a purely relative mat- 
ter, would you not agree? It is a question of whether 
some particular man A is unjustly treated- in relation to 
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some other man B, and if you look at it in that way, 
is it not true to say that even in times when the value of 
money is changing, as a result of not having a capital 
gains tax some people are much more heavily taxed than 
other people in relation to the same criterion of capacity 
to pay? — Yes, in part. 

2918. Take the man who invested in gilt-edged, he 
would not have any capital gain as a result of the fall 
in the value of money. — No, I quite agree, but it is 
inherent in the fall in the value of money that the half- 
crown in your .pocket is worth less, your bank balance is 
worth less and your Government securities are worth less. 

2919. Is not that a reason for giving a special relief to 
a man whose income has not increased because it was 
all in gilt-edged securities?— I do not think so. What 
relief are you giving? I do not know whether you are 
giving much relief to your gilt-edged holder, because it 
seems to me that the American experience does not in- 
dicate that you make much out of a capital gains tax, 
but apart’ from that I do not see why you should remove 
from a man his freedom to buy money if he likes or to 
buy things if he likes, including in “ things ” equity stocks. 

2920. But you would not suggest that the people who 
bought gilt edged stocks did so in the full knowledge 
of the risks and the dangers to which they thereby exposed 
themselves in times of inflation? — No, they buy what they 
think is the safest investment. 

2921. Supposing you take two people both in gilt edged, 
and one buys 2\ per cent, consols and the other buys some 
other stock with clear redemption date. I believe you 
have on the Stock Exchange a concept of a “ year to 
redemption” which takes into account the fact that it 
has to be redeemed at par at a definite date in the future. 
Would you not agree that that part of the yield in the 
case of a dated stock which is due to appreciation in the 
value of stock between the date of purchase and the date 
of redemption is just as much part of the income of the 
investor as the actual nominal interest that is being paid 
on it?— Yes, it is ultimately. 

2922. But so far as the present tax is concerned the 
treatment is different? — Yes. 



2923. So you would agree it is inequitable? — No, I 
would not agree it is inequitable. After all, you can 
choose for yourself. If you wish to get a high running 
yield you choose your 2\ per cent, consols, or whatever 
it is, and if you wish to take a small running yield in con- 
sideration of tax-free profit you buy the 2$ per cent, 
Savings Bonds we will say. I do not think there is any- 
thing inequitable between those two. One man could 
choose one and one man could choose the other. 

2924. It depends on the way you look at it. If you 
take a man who pays surtax and pays tax at a very heavy 
marginal rate he will derive advantage from the fact that 
he can invest in securities which have a low nominal 
value and a high redemption value. — Certainly. 

2925. Chairman: Of course, we must not hope to 
convert Mr. Turle completely. 

2926. Mr. Kaldor : My Lord Chairman I feel again 
I have taken too much time, but may I ask one or two 
brief questions arising out of the paper. You say in 
paragraph 9 of this document that conditions of constant 
expansion, at least the implication of the sentence is 
that the conditions of constant expansion which obtain 
in America and Canada may justify a capital gains tax.— 
I did not say “justify”. I merely said “would be 
productive ”. 

2927. You would definitely say that in this country, in 
fact I t h in k you did say that before, we are not a pro- 
gressive economy as against these others? — You are an 
economist and I am not, but I should have thought not. 

2928. I thought you said in answer to some question 
that you did not believe that we in this country are in 
effect maintaining our capital intact? — That was the con- 
clusion of “The Economist”, you may remember the 
article? 

2929. I would not regard “The Economist” necessarily 
as an authority in this matter, but would you agree that in 
Britain more real capital is now being created in industry 
than there was in the years before the war, or would you 
say there was less?— I think you are taking me beyond 
my role. Sir. 

Chairman : Thank you very much, we are very grateful 
to you for your helpful answers. 



The witness withdrew. 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages : to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of' the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenufe, to indicate an order of priority in which such recommendations should be taken into 
consideration.” 

NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

( d ) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

( / ) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 

altered? 



B. Particular matters 



4 . 



'" 5 . 

6 . 

7 . 

8 . 
9 . 

10 . 

11 . 

12 . 

13 . 

14. 

15. 



Is the taxation net drawn too widely or too narrowly in relation to:— 

(n) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 
(6) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc. ? 

(a) Are there any kinds of profits or income which are not charged but should be; or which 
are charged but should not be? In particular— 

(i) Is the present distinction between profits liable to charge and those not liable to choree 
as being capital profits satisfactory? 

Is the basis of computing income from property under Schedules A and B satisfactory? 
Should the present rules about deductions for outgoings and expenses be altered? 

Are the provisions for relief in respect of double taxation satisfactory? 



Should the present system of graduation by means of the 
ances, reduced rate relief and Surtax be altered? 



exemption limit, personal allow- 



Should the existing differentiation between earned and unearned income be extended or 



Are alterations necessary in the rules governing personal and other allowances? 

Should the rules about the taxation of husband and wife be altered {a) as regards aggrega- 
tion; (b) in any other respect? v B 

Should P.A.Y.E. be altered or abolished? 



Should the principle of deduction at source be extended or restricted? 

Sh from salari2?° d ° f assessmeilt t0 Sttrtax be altered, and in particular should it be deducted 



16 ' Ar SorvTtao d ™t in 1116 of administration and the functions of the various 
u ; statutory bodies or persons connected \yith taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 



18. Is any alteration necessary in the rules 
taxpayers (e.g., public corporations, 



governing the taxation treatment of special classes of 
co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY MR. R. F. HARROD, F.B.A. 



Plan for Altering the Incidence of Progressive 
Taxation on Lower Incomes 

1. In considering the effect of Income Taxation upon 
incentive, the fundamental distinction as between the 
effect of the total tax that has to be paid and the effect 
of the rate of tax that falls on marginal earnings must 
be drawn. It may be that higher overall taxation in many 
cases (though not in all) stimulates to further work. This 
is quite consistent with the view that the incidence of 
a high rate of tax on the reward of additional efforts acts 
as a strong disincentive to the individual to make those 
efforts. This affects alike factory operatives and those in 
the higher income brackets. 

2. Having regard to what follows I should like to dis- 
claim the view that, as a general rule, it is the duty of the 
central government to adopt, or of the economist to advise, 
measures likely to make people work harder. In general 
we should not be biased in favour of hard work. If the 
individual prefers lighter effort and more leisure, it is for 
him to choose freely ; there is no special virtue in a 
large volume of output achieved by more effort than the 
individual chooses to make. It may be generally agreed, 
however, that present conditions are rather special. We 
have the combined incidence of the need for postwar 
reconstruction, of the parliamentary decision that more 
resources are to be employed on various social services 
to be compulsorily granted and enjoyed, and of the need 
for a greatly increased defence effort. This combination 
of circumstances means that unless everyone does work 
as hard as possible, great evils will fall upon our economy 
(inflation, etc.) which we know quite well that the citizens 
will not like. Furthermore, the plan that I have the 
honour to submit does not increase the stimulus to harder 
work beyond the point of offering to each individual that 
he receive in return for it value equivalent to the value 
to the society of his efforts. 

3. A distinction must be drawn between the short run 
effect and the long run effect of the incidence of a high 
rate of taxation for marginal earnings on the incentives 
and efforts of those subject to it. The short run effect 
will be particularly adverse in the case of those who are 
enjoying a higher standard of living than they have 
been accustomed to in the fairly recent .past. This now 
applies to certain sectors of the population at the lower 
income levels. If they can have what they are used to and 
a little more, without making extra efforts, then a high 
rate of taxation on the fruits of those extra efforts wul be 
more than usually discouraging. The long period effects 
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are to a large degree independent of such recent changes, 
and it is for this reason, among others, that I hold that 
we should be particularly anxious about the long period 
effect of high marginal taxation on the higher income 
brackets. 

4. I am concerned in this submission with the In- 
come Tax. It should be noted, however, that the effect 
of indirect taxation is to increase the disincentive effect of 
the high marginal rate of Income Tax. If conventional 
necessities are held at fairly low prices while those articles 
that verge into the category of luxuries are heavily taxed, 
this also makes the incidence of taxation on marginal 
earnings much heavier than its incidence on earnings 
generally. In the case of the indirect taxes, we cannot 
make much change in the existing system, since it is most 
important that there should be high taxation on con- 
sumers’ durable goods which belong to the category of 
semi-luxuries. This fact makes it all the more incumbent 
upon us to consider carefully any method available for 
altering the pattern of the incidence of Income Tax. 

5. .No doubt the Commission will have had evidence 
from those directly concerned of the discouragement to 
effort of existing high marginal rates on wages. Economists 
in Oxford who have been studying these matters have 
had the benefit of much evidence of this kind. There 
appears to be a more than ordinary lack of eagerness 
to work overtime. By the same reasoning, it may be 
assumed that piece rates and bonus schemes are not as 
effective as they would otherwise .be in inducing greater 
exertions. We have also the phenomenon of absenteeism 
wherever that is consistent with continued employment. 

6. In the scheme that I shall submit, I shall confine my- 
self to the category of wage earners (and lower salary 
earners). This is of special importance for our short 
period problems. I believe that a similar scheme could 
in principle be applied to higher income brackets also, 
although it might be more complex and difficult to work 
out. None-the-less, in view of the long period evils that 
may flow from the present system, thought should be 
given to a reform on similar lines to .be applied to higher 
incomes. 

7. As prelude .to my submission I beg leave .to go back 
to first principles. Two lines of thought lead to the 
justification of progressive taxation, (i) One school of 
■thought, having its roots in the utilitarianism of the last 
century, formulates the matter by saying that money has 
less utility to .those of higher incomes and that, conse- 
quently, the more of a given tax revenue that we extract 

A 
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from those of higher incomes, the less the burden we shall 
inflict, (ii) Those who prefer to think of a .tax system 
in terms of equity hold that it is consistent with equity to 
take more, and that on a progressive scale, from those who 
can afford more. 

8. Both these principles may be held to justify imposing 
higher taxes on a progressive scale on those who are 
better endowed, by heredity or environment, for earning 
more money. Advocates of progressive taxation usually 
concede that, human nature being what it is, some differen- 
tiation should be left after deduction of tax in favour of 
those whose endowments enable them to make a larger 
contribution to national output. Failing such differentia- 
tion, .people will choose the easiest or pleasantest job, 
regardless of its value to society. Brainy people will have 
resort to farming, while manual workers may settle into 
unskilled tasks if the application of skill and exertion 
carries no special reward. Thus valuable services will be 
lost to society. This lesson was sharply taught in Russia 
where after a brief attempt to apply the ideal of equality, 
strong differentiation was introduced. Under a system 
of free enterprise and comparative laissez-faire, citizens 
tend to be rewarded in proportion to the value of their 
services rendered. This involves much differentiation 
between incomes. We think it right to reduce this 
differentiation by the system of progressive taxation and 
believe that the incentive that remains after a considerable 
paring down will be sufficient to evoke the best efforts. 
To summarise this paragraph, progressive taxation can be 
J“ stlfi .ed by good arguments to the extent that it reduces 
the differences of net income between those whose capaci- 
tieS Vc?'k®P ier as result of heredity or environment, 
qualify them for occupations and tasks of varying value 
to society. The plan that follows implies the full 
acceptance of this principle. 

9. The progressive system is completely stripped of these 
logical supports when applied to those who, while qualify- 
ing by their gifts for the same job, make different earnings 
owing to the differences of zeal with which they go about 
their work. A system of progressive taxation that penalises 
the more zealous has nothing whatever to commend it. 
Yet this is how our own system applies. We may compare 
two men who qualify for the same semi-skilled job, one 
of whom earns the standard basic rate of, say, £8 a week 
for the job while another, whether by qualifying for 
bonuses or working overtime, is able to earn,, say, £11 a 
week. It may be that yet another, working in a grade of 
identical classification, through being a partial absentee 
where this is possible, only earns £6 10s. Od. a week. It is 
quite wrong from every point of view that these differences 
of earnings should attract different taxes. The higher 
earner may need the money more, or have a greater sense 
of duty. In neither case should he be penalised by being 
subject to a' larger deduction of tax. His opportunities 
are no greater than those of the man who earns less, and 
consequently he should not be regarded as having greater 
capacity to pay. 

10. We may consider the two arguments stated above 
in favour of progressive taxation. One is that a pound 
has less utility to the man with the higher income, it is 
assumed that the eighth pound has the same utility to any 
two men and that therefore the eleventh has less utility 
•to the man who earns £11. But in this case it is most 
unlikely that the eighth pound has the same utility to the 
two men, since if it had, they would presumably do 
roughly the same amount of work. The man who works 
harder proves by his action that money has more utility 
to him. It may be that he has a larger family, or that 
he takes more forethought for the future, or that he has 
the intelligence that is required to put money to interesting 
and fruitful uses. Of course it may merely be due to his 
being a gambling addict, but if that makes him work 
harder, it is to the general interest that the community 
at large should gain by his foible, as it will only do if net 
rewards are so arranged that his desire for more money 
can be adequately satisfied by harder work. 

11. If we look at progressive taxation from the point of 
view of equity, then, also it seems unjustified in this case. 
The opportunities of the two men are the same, and the 
equitable principle should surely suggest that the tax 
burden for them should also be the same. It is true that 
if you carry the matter on a metaphysical or psycho- 
logical plane, you may argue that the harder worker has 
a better balanced temperament and is therefore better 



endowed and should be penalised accordingly Commn 
sense would not, I think, endorse this idea. ’ We nunil" 
malefactors although at heart they may be no worse thT 
other people. Similarly it would be conformable with tl™ 
general principles on which the social equilibrium is based 
that those with more industry or higher sense of duiv 
should not be penalised for that. “ 



iz. ii may oe nem mat tne argument of the foreeoim. 
paragraphs has been too individualistic in tone to IdSv 
to all cases. Some employers, looking at the problem from 
their practical experience, might argue that what mattered 
to them was not the inducement to the individual to work 
harder, but the readiness of the whole body of operatives 
to work overtime or be stimulated to more intense efforts 
by bonus schemes. I submit that my argument applied 
in this case also. If the incentive of higher marginal rates 
of earning can be made to affect a majority of individuals 
m a factory, then this will manifest itself in the greater 
willingness of the whole body of workers to adapt them- 
selves to plans for more intensive work. The equitable 
argument would then, apply as between two shops the 
members of one of which agreed, say, to a more general 
use of overtime, while the members of the other did not 
The former should not be subject to the deduction of 
larger amounts of tax. 



13. My suggestion is, therefore, that we should apply the 
progressive principle where the reasoning on which it is 
based suggests that it is applicable, and that we should not 
apply it where it is not applicable. It is applicable where 
differences of income are due to differences in the capacity 
to earn income springing from heredity or environment. 
These capacities, anyhow within the class which we are 
considering, will determine the grade which an earner can 
achieve. It is not applicable as between various indi- 
viduals who achieve the same grade whose differences of 
earning are due to differences in the intensity of their 
application to their task, whether arising from the greater 
need for money, or a greater sense of duty. The two men 
I have instanced above do not differ solely in that one has 
£11 a week and the other £8 a week. That would be the 
sole difference between them, to take an extreme case 
where one man had inherited £1 1 a week and the other £8 
a week. But if we regard the case in point as similar 
to that, we entirely neglect the fact that the man who 
earns £11 a week in the same grade, has done harder 
work to get it. Is this fact to be ruled altogether out of 
account in the equitable consideration of the matter? If 
a given differentiation on a progressive scale is applicable 
as between the man who inherits £11 a week and the 
one who inherits £8 a week, then that scale is clearly not 
applicable in equity (the progression in our system is the 
same, although the workers get relief of one-fifth) to dis- 
tinguishing between the man who earns £11 a week and 
the man who earns £8 in identically graded jobs. 

14. I am proposing my scheme for application to 
employees up to £1,000 a year. The employer should be 
required to satisfy the Inland Revenue authorities about 
the basic rate at which each employee is engaged. This 
basic rate per week should assume that he is engaged for 
the full standard working week recognised in the shop 
(or mine, etc.), but works no overtime. In the case of 
day rates, the matter is entirely simple. In the case of 
piece rates, there is always a minimum guaranteed basic 
rate below which a man does not fall, which is usually 
higher than the day rates, if any, obtaining in the same 
shop. Bonuses should also be included as part of the 
standard rates, when these are paid automatically to all 
employees, but should not be reckoned in when they are 
only paid conditionally on a certain task being achieved. 
The employer should establish the basic rate due to each 
employee with the Inland Revenue. 



15. The Inland Revenue should then proceed to assess 
tax on each individual employee, having regard to his 
family status, at the current rates of tax, assuming that he 
earns the standard basic rate of pay and no more. Tax 
on this rate should then be deducted from the individual’s 
wage, -whatever he does in fact earn. 

16. Take the case of a married man with one child 
whose basic minimum rate is £8 a week. At current rates 
of tax he is taxed approximately 5s. Od. a week if he earns 
£8 ; but if by working overtime, by earning some special 
bonuses, or by doing his work at greater intensity than 
is required to bring in the basic minimum, he earns £11, 
he is taxed nearly £1 a week. If by absenteeism he 
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rpHnces his earnings to about £6 10s. Od. he is not taxed 
at all I suggest that he should be taxed at 5s. Od. a 
week 'whatever is due to him owing to working above 
or below the .prescribed normal standard. This would 
not of course, apply in the case of absence due to ill- 
heaitb. - iMI 



17 Thus an employee would be subject to a definite 
fixed and unchanging amount of taxation per week, how- 
ever hard he worked. Any extra earnings due to hard 
work would come to him tax free. This is how it ought 
to be. These extra earnings represent the value of what 
he does for the community and he should not be discour- 
aged from doing that by having any part of the extra 
earnings substracted from them in taxation. He would 
continue subject to this same amount of tax which would 
only be changed if one of four things happened, viz. : (i) 
promotion to a higher grade of job, <ii) a change in his 
famil y status, (iii) a change in the basic rates of pay 
given by his employer, or (iv) a change in the rates of 
national taxation. 



18. It has to be admitted that, so far as revenue from 
these employees is concerned, the Inland Revenue might 
stand to lose on balance. They would gain something 
in cases where absenteeism is rife, but they would lose 
substantially on the higher earnings for overtime, etc. 
This loss to the Inland Revenue would certainly be out- 
weighed by the gain to the national income if the system 
induced a considerable number of people to work harder. 
In these days, revenue is raised in part, not simply to 
finance government expenditure, but (by budget surplus) to 
make a balance in the whole national economy. It might 
well happen that this balance could be improved and 
the danger of inflation reduced, even if the scheme led to 
some smaller yield to the tax authorities, provided that 
it caused a considerable increase of output. Looking a 
little more broadly, it seems doubtful if the Inland 
Revenue would lose at all. Harder work would increase 
the national income by much more than the sums paid 
out in additional wages, since this harder work would 
make the plant more productive. Owing to the co-opera- 
tion of factors, the national income is increased when one 
factor works harder, by more than the extra amount paid 
to this factor. Thus the total of taxable revenue would 
be raised. 



19. If, none-the-less, the Revenue authorities were un- 
duly apprehensive about possible losses, the rates of tax 
at the lowest levels could be moderately adjusted. At 
present, the jumps in the scale of tax have been deliber- 
ately placed at such points in the scale of income as to 
affect as few earners as possible ; but as rates of pay 
increase, the points on the scale at which the jumps 
occur get pulled back into the range in which a majority 
of work is subject to them. To avoid this incidence, the 
Chancellor may be induced (and has been) to push back 
the points at which the higher rates are applicable, to the 
loss, of course, of the Exchequer. Under my scheme it 
would no longer be so important to push back these 
points of higher incidence. If what a man has to pay 
is fixed in advance by reference to his grade in the factory, 



then he will no longer be in danger of bringing himself 
into the range of income where the tax is at a higher 
scale by working harder in his grade. Therefore the point 
on the scale at which the higher rate begins will not affect 
his incentive at all. For this reason it would be possible, 
without adding to the burdens of wage earners as a whole, 
to bring forward the points at which the higher rates 
became payable. Alternatively, if it were thought that this 
would be unpopular, the Inland Revenue might resit content 
with the prospect that they would not be compelled in 
future under the pressure of incentive arguments, to push 
back the points of higher incidence any further. 

20. It has to be admitted that the task of “ establishing ’’ 
the basic rates of pay applicable to each employee would 
impose a considerable administrative burden. The Revenue 
authorities would have to take full cognisance of the 
methods of payment used in any establishment to make 
sure that payments that were in fact part of the standard 
rate did not masquerade as special bonuses. It would 
have to enter into these problems rather deeply None- 
the-less, on the whole, there would be a great administra- 
tive simplification and easement. All the complications 
of P.A.Y.E.. code numbers, etc., would go by the board. 
Firms also would save on the manpower at present en- 
gaged in computing tax liabilities. Once the proper tax 
for each, individual was established, all would go forward 
smoothly, the same amount of tax being deducted week 
by week, without any further reassessment. A change in 
this amount would only occur if one of the four events 
specified in paragraph 17 above occurred. 

21. It might be argued that this proposal is not of great 
importance on the ground that at present tax scales, the 
incidence of the Income Tax on manual workers is small. 
If the total incidence is small, a change, it may be argued, 
could have but small effect. Against this it must be 
pointed out that the marginal incidence on skilled men, 
and often on semi-skilled men. is not small. And it is 
precisely in the case of these that extra effort is of high 
value to the community ; anything that sharpens incentive 
in this sphere is especially important. Furthermore, we 
have to face the possibility of further wage increases 
which, unless the points of incidence of higher rates of 
tax are again pushed back, will bring an ever growing 
number within the range of higher marginal rates. 

22. I believe that this scheme might have a notable effect 
in increasing output. But I will again call attention to the 
fact that it is justified on the grounds of justice. The 
present system by which the man who works harder, 
whether from greater need of money or greater sense of 
duty, is penalised, is a montrous violation of justice. The 
fact that it has been allowed to continue without being 
strongly questioned seems to be evidence that the social 
conscience in regard to questions of justice has been 
somewhat blurred. This is an evil. It betokens loose 
thinking and fecklessness about matters that should be 
regarded as of the first importance. Anything that 
sharpens the public consciousness and draws attention 
back to questions of justice, must have a good effect on 
public morale. 

8.5.51. 



SUPPLEMENTARY MEMORANDUM SUBMITTED BY 
MR. R. F. HARROD, F.B.A. 



ECONOMIC QUESTIONS 

[The questions to which Ms Memorandum refers are printed at pages 303 and 304 
of these Minutes of Evidence ] 



Question 1 

1. I consider it highly desirable and expedient to use 
taxation of incomes and profits as instruments of monetary 
policy by the creation of disinflationary surpluses or re- 
flationary budget deficits. I should hope that thii principle 
was now generally approved by all political parties. It is 
a comparatively novel .principle which may be justified 
on two grounds. First, the greatly enlarged size of the 
public revenue, now running in Britain at over a third of 
total National Income, makes its incumbent on those who 
collect it to take note of the large repercussions which the 
withdrawal of sums of this size will inevitably have on the 
whole economy. Secondly, modem economic analysis indi- 
cates more definitely than older theories that variations in 



the status of the budget, viz. towards surplus or deficit, 
can be made to have a stabilizing effect on the whole 
economy. I conceive that the large budget surpluses 
achieved by British Chancellors in the last four years have 
made a notable contribution to the fight against inflation ; 
deficits of comparable size might be expected to make 
similar contributions in a fight against unemployment, 
should that become necessary. 

2. This doctrine now has wide international recognition, 
although it has not been widely put into practice. The 
British constitution and the British fiscal system are both 
factors, not present elsewhere, which make it easier to 
implement this policy in Britain. Britain can make a 
definite contribution on the international plane by con- 
tinuing to subscribe to the principle and to set an example. 

A 2 
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3. I hold that the general policy of surplus or deficit 
should be supplemented by the specific measures (defer- 
ment of depreciation allowances, etc.) referred to in 
question 1 ( b ). 

4. The project of discriminating between different indus- 
tries raises more complicated questions. It might be held 
that while the central authorities are in a good position 
to judge whether the general economic situation calls for 
disinflationary or reflationary pressure, the application of 
differential measures to the various industries would require 
for success much more detailed knowledge and judgment. 
The Government would be much more fallible in these 
matters of detail. Pleas of equity would also be raised, 
no doubt very strongly by the members of an industry 
which was being discriminated against. 

5. Despite these arguments, I am in favour of the use 
of such discrimination, provided that it is applied with 
moderation and only in clear cases. I think that the 
argument on the score of equity may be met in full, for the 
fact of the matter is that indirect taxation, as we have 
it and are likely to have it in the foreseeable future, is 
essentially discriminatory ; changes in it are also dis- 
criminatory. A non-discriminatory system of indirect 
taxaton would have to consist, for instance, of a purchase 
tax of x per cent, on all goods and services whatever. We 
are far removed from such a system. Systems known to 
the modern world apply different rates of tax, or no rate, 
to the various articles. The pattern of taxation, dis- 
criminatory as it is, has been due to political expediency, 
the alleged popularity or unpopularity of certain types of 
tax, and some of the reasons for the existing system lie in 
a comparatively remote past. Since we have discrimination 
in any case, would it not be proper also to bring into the 
picture reasons of economic welfare? Political pressures 
will no doubt continue to play a part, but this is not a 
reason against allowing in principle good economic argu- 
ment to play as much part as is politically feasible. If this 
is correct, it points to the need for reconsidering the modes 
of collecting certain taxes. 

6. I give one hypothetical illustration drawn from the 
current condition of the textile industry — the argument may 
apply with equal force to certain other consumer goods 
industries. I call the illustration hypothetical because I 
do not wish to be deemed to be presenting the following 
diagnosis categorically. The departments of government 
alone have sufficient knowledge to judge whether the 
diagnosis is correct; but the illustration it provides is 
equally good, whether the actual facts of the moment con- 
form to the diagnosis or not. 



to reimpose the restrictive taxes in six or twelve months’ 
time in order to release manpower for the arms factories 
Doubt has been raised as to whether a reduction of pun 
chase taxes at the present time would have any appreciable 
effect in stimulating the demand for clothing. That doubt 
may be justified. But it can hardly be doubted that a 
reduction of taxation combined with notice that it would 
probably be necessary to reimpose the taxes in six or 
twelve months’ time would have a very strong effect in 
stimulating the purchase of clothing in the near future 
Thus it might be possible to re-absorb the unemployed 
temporarily, as is most desirable. 1 

8. I am not an expert on the purchase tax, but I am 
informed that any such plan is quite out of the question 
owing to the mode in which the tax is collected. The 
recent concessions have themselves given rise to most com- 
plicated problems and questions of equity. I am told 
that, in order to secure equity, one would have to have 
a detailed history of purchases and disposals during some 
time past which it would be quite beyond the power of 
the administration to obtain. The inequities have to be 
put up with. But any .idea of making further concessions 
and .then reversing them is deemed to be altogether out 
of the question. 

9. This clearly points to the need for revising the 
method by which this tax is collected. The difficulties do 
not appear to arise, or not in so acute a form, in the 
case of tobacco. Could not some system of bonding be 
devised for textile materials? 

10. This illustration has wider application. In deciding 
upon modes of assessment, the main attention in the past 
has been focussed upon administrative convenience and 
enforceability. It seems that if we are to regard taxes 
as flexible instruments of economic policy, this aspect 
should be heavily weighed in deciding upon the mode of 
collection of any new tax, and that existing taxes should 
be reviewed from this point of view. This appears to me 
to be a matter of major importance. 

Question 2 (a) 

I am not in general in favour of assessing tax on 
the basis of personal expenditure rather than income, 
home economists have argued that the Income Tax, as we 
have it, involves the double taxation of saving. I am 
not of this opinion and agree in this with the late Lord 
“tamp whose argument that there was no such double 
taxation appears to me irrefutable. 



7. There is now serious unemployment in the textile 
industries. The unemployment figure for April, 1952, 
stood at 153 thousand compared with 10 thousand in July, 
1949, and an average of 13 thousand for 1950 and the first 
■half of 1951. Now no differentiation in favour of the 
textile industry is called for if it is the case that these 
153 thousand men and women can and ought to be 
absorbed in the reasonably near future in armament manu- 
facture (or in metal industries working for export markets). 
But it may be that these industries, although in principle 
capable of absorbing fairly large numbers of additional 
manpower, are not now ready to absorb such numbers 
from the textile industries owing to the shortage of metals 
and skilled labour, and, in certain cases, to delays in the 
completion of designs and in tooling up. It may be that 
these industries could absorb some extra labour, but not 
nearly as great a number as those unemployed. These 
may also be difficulties of housing and transportation which 
make it not feasible to get a transfer of anything like this 
number in the next six or twelve months. It may also be 
the case that as the re-armament programme gets under 
way and housing facilities are provided in the neighbour- 
hood of factories, the power of absorbing labour from 
other industries may be much greater in six or twelve 
months’ time than it is to-day. Then it would seem clearly 
undesirable to allow such very serious unemployment to 
persist for so long a period ; it is hardly consistent with 
a ‘full employment” policy. If, but only if, this broad 
diagnosis is correct, it would seem expedient to extend 
the relief from taxation recently granted to textiles, while 
accompanying this extension with a perfectly reasonable 
warning that if the demand for manpower for re-armament 
grows during the next year as expected, it may be necessary 



12. It might be held, however, that, although there is 
no equitable case for the change proposed, it may be 
expedient to give a positive encouragement to saving. It 
would certainly be expedient to do so at the present 
time ; but it must be remembered that there are other 
times at which it is desirable to encourage spending rather 
than saving. (It may well be that we arc fast approaching 
this opposite phase.) 



13. To replace the existing system by an expenditure 
tax, which would involve a great upheaval, would be to 
base a permanent part of our tax structure on a principle 
or expediency which only has validity in certain phases 
and would be positively harmful in other phases. 



The question might be raised whether one should 
not devise some system by which the tax would be 
aiternateiy on income and on expenditure, in accordance 
with the principles of flexibility discussed under question 1. 
While it is desirable to introduce flexibility at as many 
points as possible, this does not seem at all an advan- 
tageous method of introducing it. I should have thought 
that the administrative difficulties of exempting saving 
from Income Tax and Surtax were insuperable. This 
point was always made by experts in public finance at a 
time when tax rates were much lower than they are 
now, and the motives for avoidance or evasion smaller. An 
exemption of saving would surely give a vast field in which 
to devise new methods of avoidance and evasion. At a 
. time when so large a fraction of the brain-power of the 
nation is engaged upon devising subtle means of avoidance 
U will not say evasion) of direct taxation, it would be the 
height of folly I can put it no less strongly — to open a 
wide new area for the use of such devices. 
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Question 2 (b) 

15. It may be argued that capital gains should 
“ logically ” be subject to direct taxes on income. I hold 
that there are two powerful arguments of expediency 
against such a proposal and that the so called “ logical ” 
argument has no great cogency. 

16. Capital gains (and losses) may be divided into two 
main categories, which must be considered separately. 
There are those which occur when there are general up- 
ward or downward movements in the prices of assets in 
the different phases of the trade cycle. Secondly, there 
are those capital gains which arise out of the specific 
fortunes of particular concerns. 

17. (i) From the “ logical ” point of view there is not 
much to be said for subjecting what may be called the 
trade cycle gains to taxation, since these tend to be 
balanced by equal and opposite losses in the other phase. 
But there is a strong argument of expediency against 
doing so, namely, that it would blunt the weapons of 
monetary management by which the authorities may hope 
to iron out the trade cycle. An illustration can readily be 
given from the recent phase. A strong disinflationary 
policy has led to large and wide losses on capital account. 
If these losses were brought into the Income Tax reckon- 
ing, the Chancellor’s budgetary revenue would be subject 
to a very large reduction. But this would have the 
opposite effect from that intended by the disinflationary 
policy of the monetary authorities. A fall-away in 
budgetary revenues tends, by reducing the purchasing 
power that is mopped up in a budget surplus, to have an 
inflationary effect. Thus the disinflationary effect of a 
tight money policy might be largely countered by the in- 
flationary effect of the reduction in taxes due to be paid 
to the Chancellor. The same argument would apply in 
the opposite case. We may suppose that in consequence 
of a trade recession, the central authorities were doing 
their best to re-stimulate employment by an easy money 
policy ; under its influence stock market prices would tend 
to rise and capital gains be widespread. It is precisely 
the object of the monetary policy to bring about such 
gains, since it is precisely these gains that tend to stimulate 
new expenditure on capital account, which it is the object 
of the monetary policy to stimulate. But if these gains 
led to more onerous tax bills, this would have a 
deflationary effect, which might largely or entirely frustrate 
the intention of the monetary authority to provoke in- 
creased activity and employment, both on capital and 
consumer accounts. This seems to me a decisive reason 
against bringing these alternate gains or losses into the 
tax assessment. 

18. (ii) The Commission will be well aware of the un- 
fortunate effect of progressive taxation on the willingness 
to 'bear risk. Let a man have a capital from which he 
can earn £X -a year in safe investments. There may be 
a risky project in which the uncertainties are such that it 
will only be undertaken if the prospective modal yield is 
£2X per annum, viz., double the yield on the safe invest- 
ment, both being considered tax-free or after deduction of 
a proportional tax. If there is progressive taxation the 
net expected modal yield of the risky investment after 
tax will be less than double the yield of the safe invest- 
ment after tax. Consequently this particular investment 
will not be undertaken. 

19. It is to be noted that this is an incidental and not a 
deliberate effect of progressive taxation. Progressive taxa- 
tion has been designed to conform to the idea of ability 
to pay,- or to give effect to equitable considerations, or to 
minimise the “ dis-utility ” of taxation as a whole. 

20. The justification for progressive taxation by these 
principles is probably deemed now to be fairly secure. 
It is not part of the intention of progressive taxation to 
discriminate against venture capital, but in fact it does 
so inevitably. We are hardly likely to rescind the system 
©f. progressive taxation for any reason whatever, and we 
consequently have to accept its bad effect on venture 
capital as an unfortunate but necessary fact in our 
economy. 

21. But if this unfortunate effect could be somewhat 
mitigated, that would be all to the good. The specific 
capital gains due to the particular success of the firms in 
question (as distinct from those capital gains due to the 
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alternating phases of the trade cycle), are almost exclus- 
ively due to the prior undertaking of risk. Consequently 
the fact that the risk bearer knows that capital gains will 
be tax exempt may go some way to offset the deterrent 
effects of progressive taxation. If such capital gains were 
themselves subject to progressive taxation, this would re- 
enforce the restrictive effect of our tax system on venture 
capital. Thus I regard the exemption of capital gains 
from Income Tax as a reasonable, and indeed an equit- 
able, offset against the unintended but inevitable effect of 
progressive taxation in general of discouraging venture 
capital. 

22. It should further be noticed that capital gains which 
are the result of the ploughing back of profits are already 
subject to taxation, since the profits are taxed, and any 
system of taxing capital gains should exempt this particu- 
lar class of capital gains. This would give rise to further 
administrative difficulties. 

Question 2 (c) 

23. The introduction of a tax on the basis of personal 
capital would be a major administrative effort and I am 
not convinced that it could achieve any purpose that could 
not equally well be achieved by Income Tax together with 
the accustomed or modified differentiation between earned 
and unearned income, and therefore oppose this proposal. 

Question 3 

24. I certainly think that a fundamental change is desir- 
able in the taxation of small incomes. I have submitted a 
separate memoradum on this topic. 

Question 4 

25. I consider that the present system of granting 
allowances for family circumstances is economically justifi- 
able, but I do not think that it is sufficient. Our ideal 
should be to make the economic welfare of persons 
engaged in the same walk of life and rendering services 
to the community of the same value independent of the 
size of their families. A man should not be penalised 
for having a large family ; he should be able to enjoy all 
the amenities that a man rendering identical service with 
a smaller family, or no family, enjoys. We shall have to 
move far before this ideal can be achieved. 

26. In my opinion it cannot be achieved by any adjust- 
ment of the tax system, although all adjustments of the 
tax system tending in that direction are welcome. My 
reason for saying this is that in the case of men of 
middling incomes it would be necessary, in order to get 
the desired equality, not only that the men with large 
families should pay no Income Tax, but that they should 
receive postive bonuses of substantial amount from the 
State. While the State is prepared to legislate for minimum 
allowances to all, such as may prevent positive “want”, 
it is unlikely to be willing to make allowances to those of 
middling incomes in order to equalise their positions with 
those of men with the same incomes but smaller families. 

27. I believe that this problem can only be solved by a 
system of compulsory insurance for children, and I pre- 
sented a detailed scheme for this purpose to the Royal 
Commission on Population (vide Vol. V of appendices). 

Question 5 

28. 1 would first point out that the proposal here, namely, 
to increase the differentiation between earned and unearned 
incomes, is diametrically opposed to the proposal in 2 (a), 
namely to reduce taxation on saving. “Unearned” in- 
come, as it is called, is the income derived from saving. 
If it is desired to encourage saving, the natural corollary 
' would be to reduce the differentiation between earned and 
unearned incomes. 

29. This issue may be confused for the man in the street, 
because he tends to think of unearned income as some- 
thing due to a parcelling out of British soil by William 
the Conqueror among his tenants in chief. Actually it 
may safely be said that the greater part of unearned 
income is due to savings that have been made in the 
present century, and a substantial part within the lifetime 
of those now receiving them. 

30. It will hardly be denied that saving is discouraged 
by the fact that people can see what happens to those who 
have saved in the past. 

A 3 
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31. While my personal circumstances incline me to seek 
reasons for a further differentiation in favour of earned 
incomes, I cannot readily think of any valid ones. 



Question 6 

32. It appears to me that the present system of taxing 
company profits as such, whether or not they are shortly 
to enter into the stream of individual incomes, is justified 
on grounds of -principle. In so far as profit is ploughed 
back, the individual should, and in the long run will, 
receive a capital gain. This will already have been taxed, 
vide 2 (6) above. 



Question 7 

33. I regard the Profits Tax as inequitable and inex- 
pedient ; inequitable because it differentiates against a 
particular form of income — and a form of income which 
is often especially meritorious — and inexpedient because 
it discriminates against a form of income which is 
especially likely to be saved. 

34. There is an even more important reason connected 
with the working of private enterprise. If it is assumed 
that, whatever party may happen to be in power, a sub- 
stantial sector of the economy will be left for private 
enterprise, it is important that this system should function 
efficiently. In the past its life-spring has been the prospect 
of the individual that, if he is persistently hard-working, 
efficient and favoured by fortune, he can build himself up 
from a small into a great position. Otherwise the 
individual will not subject himself to the extra hard work 
and the extra risks that are involved in private enterprise. 
Such a build-up implies the doubling of the initial capital 
several times over. British commerce and industry have 
been mainly created by self-finance. This has depended 
upon the working of compound interest. If a moderate 
rate of profit is ploughed back each year a doubling of 
the capital is possible in a comparatively small number 
of years, and the individual may see the prospect of estab- 
lishing a great business within his own life-span. 

35. It is to be feared that the present high rates of tax 
on business profit, of which the Profits Tax is an important 
ingredient — but Income Tax is also too high— -will make 
it arithmetically impossible for the principle of compound 
interest to work. The new-comer cannot usually over- 
come this obstacle by charging customers with a higher 
rate of profit, because he will often be in competition with 
well-established concerns, for which self-finance is no 
longer a necessity since they can comfortably raise what 
capital they require in the market. The idea that outside 
institutions might help the small new-comer is no solution 
•to the problem, since it is essential to his prospect that he 
should be able to build up at compound interest while 
retaining control himself. 

36. I am convinced that private enterprise will not 
survive in a vigorous form for a long period under the 
existing rates of Profits and Income Tax. 



37. I should have supposed that it would be difficult to 
exempt preference dividends without inequity, since the 
proportion of a business financed by preference shares 
may be the result of sundry past circumstances which 
are no longer relevant. Furthermore it is not right for 
a new venture to finance itself largely by preference 
shares ; if the business is not to get into serious difficul- 
ties in awkward periods, it will need to have a large pro- 
portion of its capital on a strictly equity basis. The 
exemption of preference dividends would therefore seem 
to favour the more firmly established concerns, which is 
the opposite effect to that required to make private enter- 
prise lively and progressive. 



Question 8 

. 38 - ? am strongly against the State adopting as the 
ingredient of a permanent policy measures which are 
designed to mitigate the . evil effects of inflation. Rather 
it should operate on the principle -that there is not to be 
inflation. In the whole field of economic policy, the 
question of inflation is the one in which the State has 
the clearest responsibility. The provision of a sound 
coinage dates from the earliest -times, and the State is 
deeply involved m the duty of seeing that the standard 



of value, which it recognises in the courts as the legal 
medium for the discharge of debts, is not progressively 
depreciated. It should be the cardinal principle of the 
State that there is to be no inflation. If there is inflation 
— except under the drastic pressures of war — that should 
be taken by all to be a sign that the State has not dis- 
charged its elementary duty. There should be no tolera- 
tion for permanent measures which serve to reduce the 
evil effects of inflation, since these would tend to make 
the State less mindful of its primary duty of preventing 
the occurrence of inflation altogether. On grounds of 
principle, therefore, I am entirely against introducing any 
permanent modification of the tax system which implies 
that inflation may occur and that tax liabilities should be 
adjusted accordingly. 

39. In regard to the question addressed to me, however 
I should allow two modifications to this general maxim' 
one of a permanent character and the other designed to 
meet the circumstances of today. First, I should favour 
an adjustment in the method of computing trading profits 
in relation to the changing value of trading stock (but 
not fixed assets). Secondly, I should favour a once-over 
modification here and now in -the valuation of fixed assets 
to allow for the particular inflation which has recently 
occurred mainly in consequence of the war, and which 
is not likely to be reversed. 

40. (i) It is possible that even if a stable money were 
achieved, which would satisfy the criterion of “avoiding 
inflation ”, there might yet be fluctuations in the general 
price level of raw materials. These are more liable to 
fluctuation than fixed assets, and it is not clear that under 
an ideal monetary system, some fluctuation in their general 
price level would not continue to occur. But even if 
that was disallowed, and it was held that the general 
price level of raw materials should not fluctuate, we might 
nevertheless expect substantial fluctuations in the prices 
of particular raw materials, and every firm deals in 
particular raw materials. I should therefore favour the 
establishment of equalisation reserves by which increases 
in stock valuation, due to the rises in the prices per unit 
of stock, would be paid, and out of which sums corre- 
sponding to decreases in valuations would be drawn. 
Various plans to this effect have recently bepn elaborated, 
and I have no doubt that the Commission has had sub- 
missions. I will not therefore enter into details on this 
matter. 

41. (ii) The recent inflation is an undeniable fact and 
is causing hardship to many concerns. The second world 
war is the kind of event which justifies recognition by a 
special ad hoc measure. Many firms, unable to replace 
fixed assets out of the depreciation allowances recognised 
by the Inland Revenue, are having 'to go to the capital 
market to make fresh issues merely to sustain the physical 
level of their fixed assets. Thus expenditures which ought 
to come out of depreciation allowances are mopping up 
the all too scanty new savings of the economy. 

42. This undoubtedly presents a very difficult problem. 
To get perfect equity, one would have to trace back the 
history of various assets and of sundry replacements that 
have been made ; it would probably be impossible to 
reach a correct result, and even to get a rough approxima- 
tion would be a very heavy administrative undertaking. 

43. I have a constructive suggestion to make, which I 
believe might do rough partial justice. It would not cover 
the whole ground, but it would go some way to mitigate 
the severe incidence of the recent inflation. While the 
general inflation has been due to the severe pressures of 
war and post-war, and the State has made strong though 
insufficient efforts to check it, there have been two specific 
contributions to inflation for which the State has especial 
responsibility since it brought them about by deliberate 
act. I refer to the devaluations of the pound sterling on 
September 5th, 1939 and September 18th, 1949. I suggest 
that all fixed assets on the books of firms prior to 
September 18th, 1949 should have their initial costs marked 
up by 40 per cent, in calculating depreciation allowances 
”®> ^at all assets existing prior to September 5th, 
1939 should be marked up by a further 20 per cent. This 
would be a clear cut adjustment which it should not be 
difficult to carry out. 
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44. The Commission will have had presented to it 
statements regarding the evil effects of the inadequate 
depreciation allowances. I will only single out two points 
for mention. 

(i) Small firms may be particularly handicapped by 
the fact that they are unable to go to the capital market 
for the new capital needed to replace existing assets; 
and even if they could go to the capital market, doing 
so might involve loss of control and be therefore 
deleterious to private enterprise. This is a factor milita- 
ting against up-rising firms on whom our progress 
depends. 

(ii) It is open to a firm to establish its own deprecia- 
tion allowances, based on replacement cost, even if the 
Inland Revenue will not grant such allowances for 
taxation purposes. But a firm has to be very strong 
to be able to do this, since extra monies to be set aside 
to provide the extra depreciation allowances based on 
replacement costs will all have been subject to heavy 
taxation. In this way, too, the existing system bears 
particularly severely on small up-rising firms. It has 
the further consequence of encouraging firms to charge 
prices which are below true costs of production, and 
this may be deleterious to Britain’s balance of trade, 

• since it may mean that we are not getting proper prices 
for our exports. While exporting firms often have to 
trim prices in order to hold their markets against foreign 
competition, there is a wide range of cases in which 
firms could secure higher prices, if their cost accounting 
arrangements indicated that these higher prices reflected 
their own costs. It is to be feared that in too many 
cases firms are charging prices below this owing to the 
method of calculating depreciation allowances, and 
Britain suffers accordingly. 

45. In regard to the final query in section 8 I fear that 
in the abnormal circumstances created by the second war 
I should not be in favour of increasing the interest paid 
to debenture holders, although in strict equity they are 
entitled to such increase. War brings many inequities, and 
1 fear that we must acquiesce in the rentier class suffering 
some permanent loss. I am not quite clear how this pro- 
posal to increase the monies payable to debenture holders 
ties up with the broad issues raised in question 8. 

Question 9. 

46. I have only one observation to make here, which 
springs from personal experience. It appears to me that 
earners under Schedule E are too sternly treated. I may 
take for example the academic profession. The allowances 
for books, travel and other such expenses are at present 
very narrowly circumscribed. For instance, the Inland 
Revenue authorities require to be assured that a professor 
(or lecturer) will actually handle the books on which a 
claim is made in the process of teaching or lecturing. 
Nothing is allowed for books required to enable the 
professor to prepare his lectures or enlarge his knowledge 
of his subject. I take the argument to be that if the 
professor did not incur such expenses he would none-tbe- 
less not be sacked from his position. On the other hand 
an independent writer, faxed under Schedule D, is more 
generously treated in regard to the reading and travel 
necessary for equipping him for his task. 

47. It seems to me that the argument in regard to office 
holders is too narrowly conceived. A university lecturer 
may incur travel and other expenses to attend the meetings 
of learned or scientific societies. It may be true that, if 
he did not attend such meetings, he would not be sum- 
marily dismissed, and therefore it is argued that such 
expenditure is not absolutely necessary to him for the 
earning of his income. On the other hand such a lecturer 
may, by enlarging his knowledge and acquiring reputation 
by the contribution to debate in such learned bodies, 
qualify himself for subsequent promotion to a professor- 
ship. It would be in vain if such a man, having attained 



a chair, then put in a retrospective claim for all these past 
expenditures on the ground that he would never have 
obtained the chair had he not attended the meetings, etc. 

I would submit that a considerable liberalisation is needed 
in recognition of expenses for academic persons, and this 
may apply to others who are assessed under Schedule E. 

Question 10. 

48. I am not in favour of levying a special tax on excess 
profits under present conditions. I hold that such a special 
tax should only apply in clearly exceptional circumstances 
such as that of war. 

49. The present tax was originally proposed in circum- 
stances which gave rise to a faulty prognosis. It was 
generally assumed as late as last autumn that the re-arma- 
ment programme would give rise to strong inflationary 
pressure. It now appears that this forecast was based on 
some miscalculation of the quantitative importance in the 
whole national economy of the re-armament effort. There 
is a further point in this connection ; a moderate re-arma- 
ment effort might give rise to a sizeable degree of inflation 
if it supervened upon an economy fully or over extended. 
Since last autumn forces have been at work causing a 
mild depression in the general field, and in these circum- 
stances it is most unlikely that re-armament will have any 
strong effect tending to an inflation of profits. It is to be 
observed that similar miscalculations were rife in the 
United States at the same time ; there, too, despite the 
fact that the armaments programme is proportionately 
very much larger than ours, it does not so far appear 
to have had a marked inflationary effect. 

50. There is, however, now proceeding in Britain some 
inflation which has quite other causes. As things are 
turning out the excess profits levy will in effect have its 
main incidence on the higher rates of profits accruing since 
1949 which represent an adjustment of values to the 
devaluation which occurred in that year. It might in the 
abstract be argued that any extra profits accruing from 
the devaluation were just as eligible a target for an excess 
profits levy as profits accruing from re-armament. In 
certain circumstances this might be so, but not in the 
present circumstances. Wages have already been adjusted 
upwards to the extent of about half the devaluation, and 
there is every prospect, in view of the wage demands now 
under consideration or about to be presented, that the 
level of wages will rise by nearly the full extent of the 
devaluation. Material costs have already risen in pro- 
portion. In these circumstances it would be most unjust 
that profit takers should be the only class not allowed to 
keep step with the general re-adjustment of values caused 
by the devaluation. To subject the profit earners alone 
to a special levy in respect of devaluation profits would 
be most unjust. It would also be most inexpedient since, 
it would add to those pressures, bearing with especial 
severity on the up-rising firms, which are caused by high 
Income Tax and Profits Tax, as already explained. 

51. The foregoing answer is given without regard to 
the question of political morality involved, namely, whether 
an election undertaking, which may have conceivably 
induced certain persons to vote for a certain party, is 
binding when the circumstances which gave rise to the 
undertaking have changed. Upon this I make no comment 
save that it would be helpful if an impartial body, such 
as a Royal Commission, could issue an interim report to 
the effect that the reasons for which this levy was pro- 
posed, although accepted by experts at the time, Were now 
invalidated, and that a tax of this character might do 
grievous injury to the economy. The public would take 
such a pronouncement as impartial and this might serve 
to solve the political conundrum of whether it was morally 
binding upon a government to give effect to a proposal 
made in different circumstances for reasons no longer 
valid. 

16.6.1952. 
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2930. Chairman : We are glad to see you here. We are 
all grateful to you for the paper that you put in on your 
plan for altering the incidence of progressive taxation in 
regard to lower incomes and I know all members of the 
Commission have read it carefully, but we have a few 
questions to clear up with you. In paragraph 5 you refer 
to something which, as a Commission, we have had some 
difficulty in pursuing and really getting to grips with. 
You say : — 

“ Economists in Oxford who have been studying these 
matters have had the benefit of much evidence of this 
kind.” 

That is .the discouragement to effort of existing high 
marginal rates of wages. What has come in, to the people 
you refer to, by way of actual experience on this point 
because we find it hard to get at it? — Your Secretary 
wrote and asked me if I could furnish definite statistics 
but our evidence was not in a form which lent itself to 
that ; but we do make a practice of having in the course 
of the year a dozen or so business men to talk to us 
in very informal conditions and we were particularly 
questioning them about efficiency in the three or four years 
after the war (we have rather switched our .topic now) 
and during that period we always asked them about this 
and the majority, these were all actually managing directors 
•or managers, they were holding responsible positions 
in business, some small and some great, said they .thought 
difficulties did arise. 

2931. They were distinguishing, were they, between the 
marginal rate and the general effect of the incidence 
of high taxation?— Certainly. We made .that quite clear 
to .them, yes. 



2940. But you find that circumstances affecting the 
higher income earner and the lower income earner _ 
There is a distinction between the middling and the verv 
high. I think some middling people are struggling verv 
hard to do more in order to maintain their standard of 
living but in the case of the very high income earner the 
gain from any optional earning is so minute that it is 
completely discouraging. 

2941. If I follow your argument in the early part of 
your paper, you are .particularly concentrating, in regard 
to the wage earner, on the effect of the progressive rate 
on the zealous worker?— Yes, and I would add there as 
a result of thinking over my paper, I think there will be 
a distinction as stated in it between zealous and less 
zealous individuals in a shop, but also an even more 
important distinction between one shop as a whole and 
another ; the employer may think it feasible to work over- 
time — I think overtime is the simplest example ; my prin- 
ciple also applies to bonuses, piece work and so on— -and 
the atmosphere in .the shop may be such that he can, or 
alternatively he may desire to work overtime and find 
that the labour resistance in the shop as a whole would be 
too great, that is to say, there is a sort of majority view 
preventing him ; the men arc markedly unwilling to do the 
overtime and the employer thinks it is not worth the 
struggle and effort, so there is a certain amount of collec- 
tive inequity as between the two groups of people. 

2942. If you are specially concerned to protect the 
zealous worker from the operation of the progressive 
system a simple proportionate tax on all that he earns 
would achieve the same result if you could work it out? 
— It would go part of the way. 



2932. It is a thing which one finds people refer to a 
great deal without always being able to quote actual 
experience?— I will admit I think there has been some 
adjustment of mind in the course of years and the deterrent 
effect of the high marginal rate is probably somewhat less 
now than it was in the early days. 

2933. That is recognised in taxation, that people settle 
down? — Settle down, I think there is something in that. 

2934. The scheme you put forward, as you say, is 
confined primarily to the wage earner and the lower salary 

■ earner, but you hold out a hope in your next paragraph 
•that something on the same lines could be applied to the 
higher income tax payer?— I am afraid that is only a 
hope, an idea. I would not venture to make any concrete 
suggestion for the higher brackets. It is very much more 
complicated. I feel in the lower brackets you can bring 
it in almost straight away. 

2935. It did not convey to my mind a clear idea how, 
when dealing with a higher income earner, you could apply 
anything like the scheme you have suggested of the normal 
working week for the lower wage earner?— It might take 
the form of delaying the incidence ; that is to say, you 
might on the basis of five years’ experience establish a 
man as being m a certain category and for a period tax 
him in that category regardless of his earnings. His 
category would have to be revised from time to time. 

2936. It would .mean an enormously elaborate form of 
organisation’-At that end, it would. I do not agree 
with the memorandum* which has been presented to me 
about the wages, though. 

2937. Do you distinguish between the disincentive effect 
of the progressive system m its relation to the higher in- 
come earner and in its relation to the wage earner or the 

earner?— In the broad prfficipleThe Effect 
must be the same, but m detail there will be differences 
Of course an important difference depends on the distinc- 

fe fhfn W h en i, SOm K e0ne Wh ? is doin S as weff or better in 
life than he has been used to and the opposite case the 

rSis Wh0 Thi OS ^ iS ?^ n ' g t0 ad J u s^himself down- 
wards. The marginal rate is going to be more of a 
disincentive in the former than in the latter case 

2938. The marginal rate is more a disincentive to the 
man who has recently increased his position?— Yes “ 

! xto^orL i o^-kT mit,ed to msin,ai ™s «■* 



2943. It would have the same attractions as your dif- 
ferent method of approaching the problem?— It would 
only go part of the way. 

2944. It would go part of the way?— My scheme, 
which amounts to a poll tax, a poll tax for each grade 
of worker, goes the whole way so that you get the whole 
benefit of your zeal. I do not know whether this would 
be the moment when I could say a word about the 
equity point in reference to the memorandum which I 
was allowed to read. 

2945. That would be the memorandum produced by 
the Board of Inland Revenue? — Yes. It was suggested 
there would be big inequity between the people who had 
an opportunity of earning tax free income by overtime 
and those who had no opportunity. I submit that this 
is a great fallacy. There is no substance at all in that 
point. I think the most convenient way is to take three 
possibilities which we will call A, B and C. In the three 
possibilities you have the group of people who have 
an opportunity of working overtime and take the oppor- 
tunity and work overtime ; say that their standard basic 
rate is £8 ; they take the opportunity and earn £10 a week. 
Secondly you have a group of people who have the same 
opportunity but do not take it ; they show resistance 
to the proposal and the employer does not adopt it. They 
have the opportunity of making £10 a week, and they 
make £8. Finally you have the C group who have no 
opportunity and simply earn £8. It seems to me there 
is a basis on which you could argue that A and B have a 
certain opportunity, which is lacking to C, and that that 
is an advantage. I should suggest such differentials are 
common to life in general and you cannot devise a tax 
system with a view to ironing out such different oppor- 
tunities in the lots of different people ; but if there is 
a case for a differential there, it is clear that the people 
who have the extra opportunity are both A and B, they 
both have an extra opportunity which is denied to C. 
You would therefore want to tax A and B more highly 
it you were going into such deep equity as the people’s 
different lots in life, but it is manifestly inequitable to 
say that A who has the opportunity and takes it should 
contribute more to national defence than B who has the 
same opportunity and does not take it. If there is any 
question of equity between those two, it is B who ought 
to contribute more. The people in that group have the 
opportunity of doing harder work and do not take the 
opportunity You may say that as this is not a slave 
Mate, you should be able to buy yourself out of harder 
work by contributing more tax, but certainly not the 
other way round in those two sets of people ; you should 
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certainly not say that those who took the opportunity to 
work harder should contribute more to national defence 
than those who did not, and to bring in the C group 
does not alter that as between A and B. 

2946. It was the C case which I think the Board’s 
memorandum was rather concentrating on, but your 
answer in effect is that that is a refinement of equity 
which really one cannot be expected to take account of? 
—It is a refinement I do not think you can take account 
of but if you did take account of it you should impose 
higher taxes both on A and B undoubtedly. 

">947. I think one of the main considerations which has 
been thrown up, both by the Board’s memorandum you 
have read and other criticisms we have heard of such 
proposals as yours, is whether we can think of them as 
being practicable involving as they would, over a complex 
organised country like our own, negotiations on the 
notional week, if I can call it that, the normal week for 
the most varied forms of employment and also the fact 
that those would be fairly constantly changing and would 
require re-negotiation and re-approval all the time. 
What would you say about that? — I think there are two 
points there. There is the administrative burden and 
the actual legal point which I am not an expert on but 
I should like to say something about. No doubt there 
would be a heavy administrative burden . . . 

2948. You recognise it?— I recognise there would be 
a heavy administrative burden. On the other hand there 
is an enormous administrative gain ; once you have estab- 
lished your rate you do not have to worry any more, 
the man will continue to pay a flat rate of tax may 
be for months, may be for years, subject to simple adjust- 
ment if his family increases or something of that sort, 
but on the side of assessing each individual there is a 
great relief to be offset against the burden of the initial 
establishment of the proper rate to be paid. I would 
also draw attention to a point which might be neglected 
but which the Commission should certainly bear in mind. 
One must not simply think of the burden from the point 
of view of the Inland Revenue, but also from the point 
of view of the nation. We know very well many em- 
ployers find P.A.Y.E. a great administrative burden. They 
have to have experts according to the size of their busi- 
ness working constantly on it. If you adopt my plan 
all that burden would be taken from them. We are not 
here concerned with the question simply of the burden of 
Government administration which is only one aspect. We 
are concerned with the absorption of national manpower 
in dealing with this matter. From the national and econo- 
mic point of view it is just as important to release labour 
from firms who have to employ a lot of labour to work 
out the P.A.Y.E. scales as to release labour from the 
Inland Revenue. T think this Commission should bear this 
point in mind. Then some difficulty was raised about 
the legal side of this. I am not a lawyer or an expert 
in industrial relations. 

2949. Legal from what point?— The phrase was used 
how to get a legal definition of what should be paid. No 
doubt there wquld have to be an Act which defined this 
matter in some way, but I cannot help feeling that the 
difficulty is exaggerated owing to the fact that so much 
of the ground is already, so to speak, legally covered. 
To start with we have definite legal standard rates in all 
trades covered by wages councils. We have the Agricul- 
tural Wages Tribunal. We have the Catering Board, but 
in addition to that we have S.R. & O. 1305, which I gather 
is now amended, from 1940, by which practically the whole 
country is covered, that is to say, there is a rate of wages 
agreed through collective bargaining which is legally, or 
was until last year, legally binding so that there is the 
legal basis that already you have got under this Act legal 
wages for much the greater part of the wage earners. 
There may be some gaps in it, I do not know about that ; 
but up to 1951, up to last year, it was illegal to pay 
wages below these standard rates wherever there was an 
agreement, a recognised agreement establishing standard 
rates, so that you have the law already. What is good 
for the goose, is good for the gander. If these agree- 
ments can be used as legally valid from the point of view 
of industrial disputes, they cap be used from the point of 
view of tax collection. I am aware it was altered last 
year and I find it difficult to comprehend what happened 
last year, but none-the-less there is still under the more 



recent S.R. & O. a definite wage, viz. that which has been 
agreed to and which is recognised and on the basis of 
which you can have an appeal to the Minister or the 
Industrial Disputes Tribunal. You have a legal foundation 
already. 

2950. I follow that. I daresay some of my colleagues 
will have some questions about it but, taking things as 
they are, if you are going to introduce your system in 
some future year, you would have to contemplate re- 
negotiation of all those rates under current conditions, 
would you not? — Gradually. We have re-negotiations all 
the time, some are proceeding now. There would not be 
any special re-negotiation connected with my proposal 
You would simply carry on. Most labour is either covered 
statutorily through wages councils, etc., or through this 
Order by which the wage rates as agreed through collec- 
tive bargaining were enforced and are still recognised ; 
most of the ground is covered. 

2951. You say they are in a form which could be 
satisfactorily applied for the purpose of your scheme? — 
Usually, not necessarily in every case, because there are 
many varieties, but usually. I would not myself object 
to the idea that the Act authorising my scheme should be 
applicable in all cases where this S.R. & O. is applicable 
and in the marginal cases where there was no agreed 
rate, the privilege should not obtain. That might have 
incidentally a very good by-product effect ; it might cause 
agreements to be made in the marginal cases where there 
is now no agreement. That would 'be very beneficial not- 
ably in the building trade. There are often cases where 
work is slack because there are no good agreements of 
this kind and anything that would stimulate and cover the 
ground more completely would be all to the good and this 
tax concession might do it. You would not have the 
benefit of the tax concession unless there was an agreed 



rate. 

2952. The three parties to any such arrangement would 
be the employer, the trade union and the Inland Revenue. 
You could not contemplate less than those parties taking 
part in fixing the rate?— I would not have looked at it 
quite like that. There are two parties usually, sometimes 
three parties, to wage negotiations which would be quite 
independent of all this tax question. All the Inland 
Revenue would do would be to enquire of the employer 
the different standard rates, the different grades in his 
factory. They might want an endorsement by the trade 
union official that these did correspond to the facts .but 
it would merely be a question of getting your information. 



2953. You could not leave it to the employer to settle 
for the workman with the Inland Revenue what his 
normal week was to be. It would have to be checked 
by some outside body representing the workman? Yes. 
No doubt as an administrative detail to verify your refer- 
ence the Inland Revenue would be able to ask the relevant 
trade union official whether that statement was correct, 
but these agreements are now all written out somewhere ; 
they have only to be verified ; they exist. 

2954. I am only wondering whether they exist as widely 
as you are assuming if you take the whole range of the 
country?— I do not deny there are exceptions but I thmk 
you will find they are pretty widespread. If they are not 
covered by agreements, they are covered by the wage 
councils. 

2955. The Inland Revenue would be constantly vigilant 
•to see that rates were not agreed or reported in an attempt 
to evade the burden of the scheme? That is true, that 
would be the administrative burden for the Inland 
Revenue. 



2956. I really started on the practicability, as to whether 
you could get the thing working, rather than the adminis- 
trative burden itself which I agree must be seen in terms 
of the whole country. You said you found employers 
saying that P.A.Y.E. was a very considerable administra- 
tive burden on them?— Certainly. 



2957. Is that your experience as reported by the large 
industrial units or the small employers, or both. I have 
not analysed my records from that point of view. I had 
the impression that it was both. 



2958. As you said in another connection people settle 
iown to these schemes and what is a very heavy and 
iresome thing in the first year or two becomes a matter 
Df routine some years later? — I only meant they settle 
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down in regard to the incentive side of it, but I think 
on the other side they only settle down in the sense that 
they have their staff, they are working and they go on 
working, but this is still employing national manpower. 

2959. As you say your scheme is a poll tax. You 
calculate a weekly sum, whatever it may be, which is 
going to be the man’s obligation for tax?— It is a .poll 
tax adjustable from time to time as a man’s circumstances 
alter. 

2960. I was not quite clear what happens on your 
. scheme if he is away either voluntarily or for reasons 

that he cannot be responsible for? — Then he has. an 
adjustment, certainly. If he is away for reasons he 
cannot help, for sickness or if there is short time in the 
factory, then of course it must be adjusted. 

2961. Supposing he could only work for two days a 
week for a period, your poll tax is then reduced? — 
Yes. 

2962. You have not brought that in? — I am sorry. I 
mentioned sickness ; I ought to have mentioned “ For 
sickness or other causes beyond the control of the 
individual ”. 

2963. If he is a voluntary absentee, he simply is not 
working for a period, what happens then? Does he owe 
the poll tax week by week? — Yes. 

2964. When he comes back again has he accumulated, 
you spoke of 5s. as an example, has he accumulated a 
debt of 5s. for each week? — 'If he goes off for a Consider- 
able period. I was thinking of absenteeism for shorter 
periods normally. 

2965. It may be for a long period? — There comes a 
time when he has lost his job. The thing is. — does he go 
on to .the dole? Once he goes on to the dole, he is out 
of a job. 

2966. You only envisage it really as a charge on him 
as an active wage earner? — Yes. 

2967. You sent us a recent paper in response to the 
questions we circulated to a number of experts of your 
kind. Have you got that in mind?— Yes. 

2968. I have one or two questions that I wanted 
to ask you on that which perhaps I can take up with 
you. I wanted to ask you one or two things about ques- 
tion 2 (Z>), your paragraph 15, where you deal with this 
question of capital gains. I got the impression from 
reading through your treatment of that that you were 
really thinking of capital gains only in terms of a com- 
mercial venture. Was I right in that?— I was thinking of 
it mainly in that connection, yes. 

2969. You do not I think make any treatment of the 
subject from -the point of view of the man who, let us 
say, sells land, not a land speculator or dealer, but the 
man who realises what in terms is a considerable gain 
over the historical cost of the land, or a man who sells 
objects of value or the man who sells investments? — I 
think my coverage is roughly correct. Capital gains may 
be incidental to the trade cycle. We are all familiar with 
that capital gain. I should say all other capital gain or 
almost all other capital gain was associated in some way 
with carrying a risk. I do not really think there is much 
opportunity for a sure capital gain. You may buy some 
shares which you know are going to appreciate but the 
present price will not allow you to obtain more than 
whatever the current rate of interest is less tax on the 
appreciation. You cannot evade the incidence of income 
tax by buying something which is due to appreciate. Where 
there is an element of risk involved the matter is different. 

2970. You may have monetary gains thrown up in 
respect of these things which are really not related to the 
trade cycle at all. The typical instances are the apprecia- 
tion of money and the change in the rates of interest?— 
L^ ould “ cl ude gams due to rates of interest under mv 
ikfnt C I Cle k / d ! ng ; r 1 have said something elsewhere 
about the undesirability of catering for inflation as *a 
no ™ a i state of affairs. One would hooe that, when we 
settle down, while there may be changes in these capital 
values up and down in relation to the tradelyde'wi 
vn£es° co ° m " e t0 h “ ve a Payment upward trejd of all 



2971. Do you think it is a satisfactory conception of 
the capital gain that you regard the gain on a single asset 
without considering the total position of the taxpayer con 
cerned? — I do not think I quite follow that. 

2972. He may hold a variety of forms of property 
He may realise one and obtain a profit on that as against 
what it cost him but his total position, would you take 
that into account?— My written answer to that question 
was based on a thoroughgoing tax of capital gains that 
is to say, a tax that would assess the value of your pro 
perty at the end of the year compared with the value of 
it at the beginning of the year. 

2973. I had not followed your approach. You realiv 
take a balance sheet of the taxpayer’s whole .position l 
flie beginning of the year and at the end of the year?- 

■ 2S7 - 4 -. T 5>? trouble about that is it is generally felt lo h, 
impracticable?— Yes. oe 

2975. You were not dealing with the situation in which 
one only fixes ones attention on the event of the year 
which is a realised gain or a realised loss?— From the 
broad point of view that is quite irrational unless yo 
are interested in somehow thinking of the capitalist’s 
spending. If you think in terms of his selling an asset n 
order to spend it, from that point of view one can JS 
a rationale behind it but from the. general point of view 
particular sense in distinguishing between 
i ealised and unrealised gains. 

. 2 ? 76 , - Kaldor: Just a few questions. I should like 
to deal with your second document. You have just said 
a question ^ the Chairman that ff cS 
SpS 31 ^ 10 ," r V n y expected and there is 
no element of risk involved, the owner of such capital 

th ™‘ e t S C °- U d n °c f u alIy make any ca P ilaI S ain bec ause 
m ™ v PriC6S ? f *. that share wouId be so adjusted as 
2 ■ appreC !? t,0n ^S ual t0 the ratc of “‘erest less 
the rate of income tax. That is your point? — Yes. 

H 297 7; T hat would n °t apply to surtax? --On the ques- 
J K'l rt u X P a yers, I think it is possible they could 
would a h ?l by * hat , T thoci though it rather depends. It 
SHlrS th2nrnf P f C « 0t 0fT the whole Of the 

3“’ th , e Prospect of doing that would cause the surtax 
payers to buy these assets ; but I dare say the higher range 
Z PayerS W0Uld 8 , et off a bit of their tax and the 
rang ? ma y not think them worth buying. You 
* akc 11 a ® a , . wa y ° r evening out the surtax scale, 
some surtax^ ^ SUrtaX paycr P robabl y cotlld avoid 

2978. Anyhow you would not expect the market valua- 
tion ol such securities, take Government stocks as a case 
in point, to be so adjusted that surtax payers would not 
gam by such a process?— On such a security as Govern- 
ment stocks the surtax payers would presumably. . . . 

29 7 9. As an economist, you would not dispute that, 
logically, if you take income as the basis of taxation, 
capital gams should be interpreted as part of income. I 
suppose your objections are more on grounds of ex- 
pediencjr and not on grounds of principle? — I would not 
say that altogether. I suppose we are all agreed that 
we must subtract the capital gains due to the ploughing 
back of profits. Profit ploughed back is taxed and so 
much of the writing up of shares in the market is due 

0 l*. ,*• tbat has been ploughed back ; this 

profit has been subject to tax already and therefore the 
capital gam due to it has already been subject to tax. 

1 will now deal with capital gains outside that. It occurred 
to me I did not mention the question of loss. You have 
to bring jn loss. The mere fact that capital gain, is 
essentially associated with a risk bearing means that one 
must think of the people who make capital gains in a 
class with those who make losses. If a loss is a small 
one, under the capital gains tax system it might be set 
off against other income. Ofter the losses exceed other 
income .and I do not know whether anyone has proposed 
that the Inland Revenue should write cheques to people 
who have made heavy losses, yet that would indeed be 
the logical consequence of the principle of taxing capital 
gains. If it is held that those who make capital gains 
should be taxed, those who make losses which exceed 
their total income, as they often may, should receive 
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cheques from the Inland Revenue. I do not know if 
those cheques would be worked out on a progressive 
scale If so, that would be splendid. You would get a 
grand bankrupt getting the Inland Revenue to pay 19s. 6d. 
He would be able to discharge his bankruptcy quite quickly 
that way; but I think we must take this absolutely 
seriously; the loss and gain must be reckoned together 
and we cannot say a tax which includes capital gains 
is equitable unless there is a provision for dealing with 
losses which I may remind members here, even in these 
days of inflation and easy profit, remain widespread. 
Every year there are many people who lose far more 
money than their income. 

2980. At paragraph 17 you suggest a capital gains tax 
would have a de-stabilising effect on the trade cycle? — 
Yes. 

2981. Your point here is that during a period of boom 
capital losses are made and during a period of depression 
capital gains are made. In fact that is what you are 
saying? — Yes. 

2982. Have you looked at the American tax returns, 
their capital gains .in the boom years and the depression 
years? — I think you have over-simplified my point. I 
was not simply contrasting movements up and down, but 
contrasting a period when the authorities are trying to 
make money easy with a view to revival ; how quickly 
in future the authorities can do that when a depression 
occurs we do not know. In the past they have been 
somewhat dilatory but once the easy money policy works 
its way into the system you expect capital gains beginning 
with maybe Government securities and gradually being 
diffused. That is part of your easy money policy to 
re-stimulate investment, and conversely with a disin- 
flationary policy. I was thinking of these capital gains 
or losses in relation, to a definite policy of inflation or 
deflation where I think the effect of a tax would work 
against the authorities. I do not wish to deny in the 
early days of a slump you can get very heavy losses. 

2983. You would agree in general that large movements 
in capital values, in which capital gains and losses are made 
on a large scale, arise from changes in valuation of 
ordinary shares? — Yes. 

2984. Ordinary shares I should have thought correlate 
pretty well with the various phases of the trade cycle. 
There is not a slump in the market much before there 
is a slump in the country ; there is not a boom in the 
market much before there is a boom in the country. I 
suppose your argument is that there is an amount of 
lag; capital gains are made before there is a boom? — 
The equities usually follow the gilt-edged securities with 
a lag. If you have a policy which is designed to effect a 
rise in, gilt-edged securities the equities will come along 
at a somewhat later period, but I see the source of con- 
fusion is that I was considering this, not from the point 
of view of boom or slump as they happen, but from the 
point of view of a monetary policy designed to reverse 
the effect. If you have a slump and the monetary authori- 
ties are trying to re-stimulate the system, to the extent 
that they are successful they will cause a rise in capital 
values. That happened here in, the early 30’s and was 
said to be a definite factor making new investment pos- 
sible; now the authorities have been trying to depress 
capital values recently quite deliberately as a disinflationary 
policy. 

2985. You would not really disagree that on the whole 
in the past, at any rate up to now, these movements, these 
counter-cyclical movements in gilt-edged values were over- 
shadowed, as far as net gains and losses are concerned, 
by the very large movement in equity values. In 1932 
and 1933 capital gains were made at a much later period 
when the economy was progressive. — In these days the 
importance of gilt-edged is very great compared with 
equities. You have a national debt of £26,000 millions 
in all ; with the very large size of the national debt one 
must consider gilt-edged as very important in the total 
picture whether gains or losses are being made. 

2986. This was an argument on the question as to 
whether a capital gains fax would have a stabilising or a 
de-stabilising effect, a point I do not consider of real 
importance in either case. I do not know if you would. 
As compared with other factors I do not think the effect 
of a capital gains tax on spendings or savings would be 
very large. The main point for a capital gains tax is 



a question of equity as between different individuals. 
You would not dispute the basic point that a man who 
habitually makes capital gains or capital appreciation is 
taxed less heavily in relation to his true taxable capacity 
than another man who makes no such capital gains? — - 
As far as the equity is concerned, I must insist on bringing 
in the losses. You take the people who put their money 
at risk ; as a class they get away with very little net. 
We do not know how much because no statistical compu- 
tations of a satisfactory kind have ever been made on 
this topic, but I do not really believe the reward of 
bearing risks has been so very generous when losses are 
taken into account. No one has suggested how you can 
give money back to those who make losses. In that case 
it is inequitable to tax people who make capital gains due 
to having taken a risk. 

2987. You are aware of the American system of the 
capital gains tax? — Only in outline. The capital gains tax 
is at a reduced rate and on realisations. 

2988. Yes, but there are provisions for carrying losses 
forward and for setting them against income. There are 
all sorts of provisions to deal with losses and the tax is 
a tax on net gain? — Yes. 

2989. I think your argument is .that it would cause a 
kind of double taxation to tax capital gains. Is that 
what you say, a double tax on savings? — No, it is not 
the same at all. It is going to be very difficult adminis- 
tratively .to distinguish capital gains in the sense of rising 
value of shares on the Stock Exchange and the firm who 
has ploughed back a lot of profit in previous years having 
established a quasi-monopolistic position or by any other 
method of causing capital gain to occur, but it would 
certainly be double taxation. First it taxes the profit 
ploughed back and then taxes appreciation in the price 
of shares due to the ploughing back. That would be 
double taxation with a vengeance. 

2990. Would not that depend on the actual position of 
the individual shareholder? — I am not clear about that. 

2991. The profits presumably have been taxed at some 
standard rate? — Yes. 

2992. The owner of the property might be liable to 
a much higher rate of tax. It might be suggested high 
undistributed profits are a form of evading surtax? — Y es. 

2993. In effect you would probably argue in favour 
of the abolition of the present profits tax as you say in 
answer to question 7? — I think so. 

2994. Would not that make this particular problem, 
given our present system of taxation, greater since by 
not distributing profits a man can evade surtax liability, 
or rather shareholders can evade surtax liability? — Yes, 

I dare say that is so. It is in fact a slight encouragement 
to saving. A surtax payer if he ploughs the money back 
cannot be spending it. I should regard it as a slight 
encouragement to saving, a system by which if you did 
plough your profits faithfully back you do get off surtax. 

2995. Not if you have capital gains?— -Which you 
subsequently realise. 

2996. Whether you realise this particular gain or not, 
your assets are greater; you may realise something else, 
but anything reflected in capital values is realisable from 
the point of view of the shareholder irrespective of whether 
it is distributed or not? — Yes. These are really questions 
of evasion which are serious and will always be serious 
when tax rates are so high. I am sure any tax on capital 
gains would give rise to much greater evasions. You 
would have dealings between high surtax payers and low 
surtax payers where both parties can make a very sub- 
stantial benefit to each other. It is a tax on capital 
gains and a rebate on realised losses. High and low 
surtax payers can sell capital assets to each other at 
prices which are suitable for them both to put some money 
in their pockets. I am sure a tax on capital gains will 
make these opportunities of evasion great. I do not deny 
there are opportunities of the kind Mr. Kaldor has sug- 
gested for evasion now. That is one of the evil effects 
of such high taxation. 

2997. I am not talking of evasion I am talking of equity 
which is a different matter.— Perhaps I should not have 
said evasion ; I should have said avoidance. Where tax 
can be avoided by various means there will be a lapse 
from perfect equity. People should not avoid their 
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be inclined in this case to leave things alone. The differ- 
ential has something in its favour, it shades into the whole 
system of progression that we have. It is one way of 
helping a person of relatively small means. I feel it is a 
question of when in doubt preserve the status quo. 

3019. In paragraph 32 I am not quite clear what your 
argument is. You come to the conclusion that the present 
system of taxing company profits is justified on grounds 
of principle. — Excuse me interrupting, I am not being 
asked about the profits tax but the incidence of income 
tax on company profits? 

3020. Yes, I gather you take that view on the ground 
that since undistributed profits are taxed, that form of 
taxation is a substitute for the benefits that accrue to the 
shareholder in ways other than by way of an income which 
becomes subject to- tax in his hands? — Is it not simply 
that this part of capital gain is a proper subject of taxa- 
tion and is in fact taxed in this way? 

3021. Why do you say that this particular part or form 
of capital gains is a fit subject for taxation? — After all, 
the profit accrues at the end of the year whether dis- 
tributed or ploughed back and represents the .value of the 
service rendered by the shareholders during the course of 
that year. 

3022. Of course he cannot lay his hands on it? — Some- 
times not. He might sell ; he may have to wait for the 
income to be reflected in the share values. He may have 
to wait some time, but I should have thought by and 
large rough justice was done here. On the whole the 
value of the shares will reflect the value of the capital 
in the concern. 

3023. The whole of your case rests here on your con- 
ception of a company as a group of persons and nothing 
more? — Yes. 



3024. It does not rest upon the conception of a com- 
pany as a separate corpus which is a proper subject for 
taxation in itself?— No; it seems to me that a company 
has no such existence. The receipts of the company are 
paid out in wage earnings, salary earnings, etc., or accrue 
to the owners of the company whether in the form of 
distributed dividends or in the form of their assets being 
increased in value. 



3025. That, I take it, is part of your case against profits 
tax?— Yes. If you have a profits tax it differentiates 
against people who make their money in this particular 
way. 

3026. In paragraph 38 and in successive paragraphs, 
taking that whole section, you suggest that the problem 
of replacement costs in its acute form as we have it today 
could best be taken care of in part by a once-for-all 
adjustment of assets of a certain life which are specified. 
You adopt that expedient while at the same time you 
are opposed to any continuous adjustment of depreciation 
allowances? — Yes. 

3027. In that you differ from a number of advocates 
of other methods, but I wondered if you took a similar 
view of the proposal which has been made from time 
to time that there should be continuous adjustment of 
personal allowances to take account of changes in the 
purchasing power of the £?— No. There are in fact ad 
hoc adjustments in personal allowances from time to time 
as you have noticed in the last few years, but I should 
hate to have that built in to our permanent system on the 
grounds I have mentioned, viz., that I do not think we 
should recognise progressive inflation as a normal or 
proper state of .affairs. It is perfectly proper to make 

iwi 11 f sec °? d , war > a ve ry great economic 
gSftST an J oae “dy to lead to great dislocation ; 
therefore to make a special ad hoc arrangement to re- 
adjust values to that is reasonable, but I do not like 

imniv tw £ - W” 8 . mto . your sy stem adjustments which 
imply that inflation is going to be with us permanently. 

3028. It would also imply that deflation might occur 
from time to tune?-Yes. I think the prim^duty of 
Government should be to aim at stability in values. 

3029. Supposing you had in fact both forms of adimr 



particular item among all the other sources, such as i 
the case of deflation, unemployment, or, in the case of 
inflation, increased cost of living. I should have thought 
there would be strong forces which would in future make 
the Government more active to prevent inflation and 
deflation ; they may not be strong enough, but I should 
have thought that the particular factor which you 
mention would not be very big in the whole picture 0 f 
pressures upon the Government. 

3030. What I had in mind was this. If you a. 

Chancellor, know that a rise in prices is going to diminish 
your estimate of revenue from profits taxation because of 
these flexible allowances, will you not be even more 
anxious to take steps other than fiscal steps to prevent 
inflation?— Yes. You recollect I did make a concession 
so far as the value of material is concerned and that 
would operate in that way I think. The effect you men- 
tion would be appreciable but I doubt if it would compare 
in strength with other forces that would be onerafino 
upon the Chancellor. 8 

3031. Mr. Carrington: I would like a little clarification 
on your paragraph 32 in the second document, your answer 
to question 6. What is your view of the proposition that 
a company controlled in this country and operating abroad 
should be taxed only on the profits remitted from its over- 
seas operations as compared with the present situation 
where it is taxed on the whole profits?— You are sug- 
gesting a reform by which the profits accruing abroad 

3032. Should not be taxed unless and until they were 
remitted to this country? — I am sorry, I am going away 
from strict equity now ; that would make the disincentive 
to remit them home even stronger than at present. I 
thought our balance of payments was suffering severely 
because companies were not remitting profits home to 
the same extent as they were before the war. This would 
be a clear lead to them not to remit home. 

3033. You appreciate that many companies have 
actually changed their domicile because of this present 
fiscal, position. Do you not think that if the law had been 
as I have indicated those companies would have stayed 
here?— They might have, I suppose. I would not like 
to give an answer on that particular point. 

3034. Would you like to express a view on whether the 
advantage would be .to retain such companies in this 
country, or the disadvantage on the balance of payments 
would outweigh the advantages of retaining companies 
here?— I should very much like to retain the companies 
here. If you just look at those companies, the advantage 
of your plan is, I think, probably clear, but what about 
the incentive to people to begin investing capital outside 
this country because the return would be tax free. Would 
it not provoke a flight of capital out of the country to 
operate in a place where the proceeds would be tax 
free? Though in the long run that may be a very good 
thing to happen, at the moment we cannot afford it and 
in fact have other means of trying to prevent it. You 
may prevent it to some extent but you cannot do so 
altogether, and it would be a very strong inducement for 
people to put new money into operations abroad which 
would otherwise be left here at home and at this particular 
juncture we cannot afford it to happen. I do not know 
how you avoid that. 

3035. May I take you to paragraphs 38 and 39, your 
answer to question 8? In answer to Mr. Crick, you 
suggested a once-for-all adjustment of fixed assets, which 
is set out in paragraph 43. Then you say quite broadly 
you would permit some adjustment in regard to stocks 
and the basis of valuation of stocks. Would you mind 
elaborating that and telling me what you had in mind?— 
I am afraid I would not like to do that. I imagine you 
must have had witnesses before this Commission. 1 
know certain elaborate plans have been worked out for 
forming a sort of stabilisation fund into which the profits 
from the appreciation of stock prices would be put. The 
broad idea is to segregate profit due to the appreciation of 
stock, exempt it from tax, and put it into an equalisation 
fund which would be drawn out in the opposite circum- 
stances. I know people have been working on this, but 
I have not myself gone into any detailed scheme. 

3036. You are putting the proposition forward on 
general lines and not advocating any one of the various 
methods that have been put forward?— No. 
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3037. It has been suggested in some papers submitted 
to us that that would have an inflationary effect in that 
it would lead companies to increase their prices. Do you 
agree with that or not? — To increase the value? 

3038. To increase their selling prices? — With a view to 
avoiding tax? 

3039. No. I quote if I may from a recent recommen- 
dation of the Institute of Chartered Accountants speaking 
on the subject of accounting in relation to changes in the 
purchasing power of money. They say: — 

“ The following are some of the questions which would 
need consideration. ...(b) The determination of prices 
of goods and services, particularly the question whether 
a new conception of profit would make it necessary 
for prices to be raised in order to enable a business to 
pay a fair return to the investors, or indeed to make a 
profit at all.”* 

In other words, whether the effect would be to cause a 
further fall in the purchasing power of money and thereby 
aggravate the problem. That is referred ,to in other of 
our documents. 

3040. Professor Hicks : Has not Mr. Harrod dealt with 
this point in paragraph 44 of his paper? — Yes, I think 
that is so. I regard inflation normally in terms of an 
excessive demand in relation to the supply potential, but 
where it is a question of putting up prices to cover costs 
properly, I do not think that is necessarily a bad thing. 

I have just touched on that in paragraph 44. We all 
know “ inflation ” is used in so many different senses. 
A rise in prices cannot necessarily be said to be an evil 
where those prices refleot current costs, and it seems to 
me if it is necessary in order .to pay a normal dividend 
to charge a certain price, you should charge that price 
and not pay your dividend out of the profit on the 
appreciation of your stock in trade. It would force you 
to charge a higher price which would be the true price. 
It may be that in many cases people are selling below 
the true price because they are not forced to put the 
profit on appreciation of stock into a separate account. 

3041. Chairman: In paragraph 44 you were directing 
yourself to an adequate depreciation allowance? — Yes. 
It may be another reason why people are charging lower 
prices than they should. 

3042. Mr. Carrington : Your point is that over a large 
field of British industry prices have been too low in that 
they have not secured an adequate return to the manu- 
facturer, is that it? — Yes, because they have not. Strictly 
speaking, the manufacturer may have had an adequate 
return for himself, but not have been covering costs 
properly because he has not had sufficient depreciation 
allowances, etc. 

3043. Just one further point, switching to your first 
document. As you are no doubt aware, we have had a 
lot of representations concerning the desirability or other- 
wise of linking income tax with social security. Have 
you any views on that point? — I have certainly studied 
some of those schemes. I am all in favour of this prin- 
ciple. I have no special work of my own to submit on 
that but in broad outline it is a sound idea. 

3044. Sir Geoffrey Heyworth : On .the first paper, just 
following Miss Sutherland’s point a little further, I want 
to see how this normal tax system would work in a 
given set of circumstances. Let us suppose in a .parti- 
cular industry, or an establishment in an industry, that 
there is a minimum wage of £6 ; over and above that 
there are what is known as “job values” for various 
types of work, they vary and add to that £6 all the way 
up to £2 more, and, if you like to make the pattern abso- 
lutely clear, the average wage of the unskilled or semi- 
skilled, I am not talking of the maintenance people, in 
this industry is £6 10s. Under your system how do we 
arrive at the normal amount, on the £6, on each indivi- 
dual according to his job value or on the average of the 
whole lot? — My prima facie answer to that is on £6. I 
am not clear about the “job values.” These are in the 
nature of additional payments which a man can earn if 
he works up to a certain level? 



_ * Paragraph 311 of Recommendation XV of the Recommenda- 
tions on Accounting Principles issued by the Institute of Chartered 
Accountants in England and Wales. 



3045. No, that is the point. The job values are arrived 
at. . . . — Are they a sort of grading of the individual? 

3046. Not necessarily. These jobs are all skilled, un- 
skilled or semi-skilled. You merely say this particular 
job requires more physical effort than another one, there- 
fore you reward .the physical effort by an additional pay- 
ment of 10s. a week. Another job requires extra concen- 
tration or something like that, or some responsibility more 
than the average, and you award a job value which is 
fixed at, say, 15s. It does not depend on output or any 
other thing. I will give you one particular pattern in an 
industry where 15 per cent, of the people get the £6, the 
minimum rate, and all the others some proportion all the 
way up to the £2, the main group being £6 10s. Where 
do we start? — I am afraid it looks to me as if each 
individual would have to be rated separately according 
to my .principle. It is really the equivalent of a very fine 
grading ; each individual would have to be fixed. Would 
these job values be varied week by week? 

3047. Not week by week but periodically. We have to 
grade someone up for this particular job and you take 
a man for if. If you take each individual you have to 
retain that principle throughout and therefore every time 
a man was shifted to a new job with a new job value he 
would have to start again with this system, you would 
have to re-assess him? — I am afraid so. 

3048. There is a lot of industry where this principle 
applies? — Yes. 

3049. In that case the incentive to the man to qualify 
for a job carrying a higher job value is not there be- 
cause we should have to start him again? — Once in this 
job then his pay does not vary according to how much he 
does? No? Then I am afraid I would have to have 
separate individual assessments. I do not see how one 
could simplify further and charge on £6 for all. That 
would be carrying the simplification too far, I should say. 

3050. Mr. Woodcock : On your second memorandum 
I have just two questions on capital losses. You are not 
asking, or are you, .that a man should receive back from 
the Revenue more than he had paid in tax at one time 
or another? — No, I am not advocating that. I am only 
saying if you have a capital gains tax it would logically 
follow if you want .to be equitable. 

3051. Would it? Is it not sufficient logically to set off 
losses against tax paid only? — If your losses can be set 
off against your general income, that is all right, but where 
a loss exceeds the income . . . 

3052. Even then, at the most, you could set it off by 
going back or carrying it forward but certainly only up 
to the amount of tax you pay of one kind or another, 
the tax on previous capital gains or gains in a previous 
period or income at any' period, but surely the uppermost 
limit would be you could only recover from .tax paid? — 
I think that is absolutely true, but that only shows that 
the tax on capital gains is inequitable. It is very difficult 
to give figures that are strictly accurate, but a man has 
a bit of capital and he may make £1,000 a year by gilt- 



edged investment. . . . 

3053. Capital appreciation?— No, on gilt-edged invest- 
ment. 

3054. Income?— An income of £1,000, or by taking a 
risk he can make an income of £2,000 a year with half 
a chance that he will lose his capital, we will say of 
£20,000, completely at any time durmg the next 20 years, 
until his business is well established. His luck does not 
hold good and within 20 years he has lost his £20,000 
and he goes bust. That is all right; you are faxing him 
on £2,000 a year. I am sorry I took such a low figure, 
but assume you are taxing on a high rate of surtax. _ If 
in 20 years the business goes bust he goes out with- 
out his £20,000. It is precisely because that might hap- 
pen, the economic system allows him to draw £2,000 if 
it goes well, it is a payment for having taken a risk, that 
other £1,000 a year. He preferred to take the risk. 
He says “I hope to get £2,000 a year but I recognise that 
at any time in the first 20 years of this business I may 
go bust as many people do and lose mat £20,000. You 
tax him at a high rate of surtax on the extra £2,000 but 
if he loses that £20,000 you do not give him a cheque. 
Therefore in the event of his consolidating and making 
a capital gain of £20,000 you should not tax him on that ; 
you should confine yourself to the tax on £2,000 per 
annum. 
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3055. But he could set it against future earnings. You 
are not assuming he is going to atrophy at the state in 
which he loses his capital? — Many people do. 

3056. Is it an assumption that they will do that? I 
am saying not only in practice but in equity it is enough 
to enable a man to set off tax he paid on gains against 
his losses. It could only be to the limit of the tax he 
had paid? — Not only is -this tax going to be paid under 
the capital gains system on the £2,000 a year he is making, 
but there will probably be a capital gain on his £20,000 
which will be worth £40,000 on the Stock Exchange, 
and the proposition is he will not only pay income tax 
on the £2,000 a year, but on the appreciation of his capi- 
tal, if he does well, from £20,000 to £40,000 and that 
is the tax the capital gains people are asking you to levy. 
I say if such a tax on gains is levied and you lose the 
£20,000 you should get back a cheque equal to the tax 
on £20,000. 

3057. Only to the amount of tax? — That does not seem 
to apply when he is gaining. 

3058. You agree it should be considered part of his 
income? — But the point is once we conceive of capital 
gains as part of income, the income may be negative. 

3059. You said we must conceive there may be losses 
made, but if you take into account losses, as I suppose 
we must, he would take them into account against his 
liability for tax. There can be no question even in equity 
of the State making a contribution when he has paid no 
tax? — It is certainly not a proposition the taxpayers would 
like, the people who would have to make this contribu- 
tion, but in equity I do not see how you can dispute it. 

3060. We all have to pay tax surely? — I agree, I fully 
agree ; but I say capital gains of this kind should not be 
taxed because there is no fair offset. 

3061. In paragraph 38 of your second memorandum, 
this is probably not relevant to the point you are arguing 
here, but you do come down rather completely against 
inflation. That may be the difference between us. You say 
the State should keep the value of money completely 
stable? — Approximately stable. 

3062. And you are probably giving me the answer I was 
in doubt about. It never has been stable, there has been 
a constant depreciation in the value of money? — Not in 
Britain. For about 100 years prior to 1914, on the whole, 
the value of money appreciated. 

3063. But over a longer period? — If you take a longer 
period, yes, because civilisation and economic prosperity 
probably only go in small patches. 

3064. If the general tendency was not slightly in the 
direction of diminishing the value of your coinage, the 
burden of capital would become intolerable in time? — The 
burden of war debt? 

3065. The burden of capital, not merely the war debt. 
— If the assets are there it should not be a burden. It 
is only unproductive debt that is a burden. I do not 
deny it would not be a bad thing to have inflation at a 
sort of rate of something 'like 0.5 per cent, a year. In 
the course of a century or two the value of money would 
be halved, but I do not think that inflation would be 
sufficiently severe to require fundamental changes in 
taxation. 

3066. That is what I was getting at.— A gentle infla- 
tion taking place over a very long period might be a 
good thing. 

3067. Turning to your first memorandum, I gather that 
the basis of your scheme is really set out in paragraph 
13 and perhaps in this phrase: — 

“ It is not applicable as between various individuals 

who achieve the same grade whose differences of earning 

are due to differences in the intensity of their application 

to their task.” 

That is the basis? — Yes. 

3068. What do you mean by grade? Is grade in your 
sense determined by an income, a range of income? 
When you say people in the same grade, do you mean 
people within a certain income range? — I was thinking 
of it rather more definitely, of a person who gets a billet 
for which there is a definite recognised rate of pay, which 
rate of pay may be a flat rate of pay or a piece rate 
or contain a prospect of getting bonuses, etc., etc., but by 
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the same grade I mean two men or women who are in 
jobs where the prospects are identical, their opportunities 
are identical, but what they earn may be different. 

3069. Take industry A where there is a possibility 0 f 
overtime and industry B where there is no possibility of 
overtime ; are they in the same grade for your purposes? 
—Yes. 

3070. On that basis why not give a special relief to 
coalmining as compared with weaving, or perhaps as com- 
pared with being a trade union official? — Special relief? 

3071. Why not follow that same argument? If the pro- 
gressive principle is not applicable, why not depart from 
it in, the case of the miner because of the intensity of 
his effort during any normal period when compared with 
the intensity of anybody else’s effort in other jobs? 
— I would say there, what is the standard week supposed 
to be? Is it that accepted by the Union? Is that the 
standard week? What do you earn if you work that 
standard week? Some are on day rates ; some are on 
piece rates. If they are on, piece rates what is the mini- 
mum rate this man on piece rates is expected to earn? 

3072. I understand that, but you make a distinction 
between . the money earned in a standard period and the 
money earned outside that standard period for the purpose 
of giving encouragement to people to work outside the 
standard period. If that is a good principle to apply 
to standard periods and outside standard periods, is it 
not a good principle to apply to different occupations? 
Why should you not say to people working in mining, 
which is much more arduous than many other forms of 
occupation,, that they shall have tax relief as compared 
with, say, those working in weaving? — But the miner is 
supposed to get more pay, it is supposed to be done in 
that way. We have agreed on the progressive system 
generally. There are certain jobs where you can make 
more money if you can do them, if you are lucky enough 
to be able to do them. We have agreed to scale it 
down by progressive taxation. 

3073. Why not make overtime more valuable to a man 
by increasing the overtime rate, why not send the over- 
time rate up ten times which is the principle now applied 
in a limited sense? — But that is raising your cost of 
production. 

3074. Mr. Kaldor: So is higher wages to miners.— So 
is higher wages to miners, but the point is why should 
the cost of sustaining the Army and Navy be borne 
by the marginal work? That is what I cannot see. It 
has to be borne by us all in proportion to our income. 

3075. Mr. Woodcock: I want to find what is your mp 
ginal work on your principle. Under the progressive 
system we know what you mean by marginal income. 
You want to bring in another concept to say that between 
normal working hours and overtime there should be a 
distinction. Why merely between normal hours and over- 
time hours and extra effort, why not apply the same 
principle to jobs that are arduous, that call for special 
effort and special zeal? In other words, I come back 
to my question, when you say “in the same grade” 
what do you mean by the same grade. Is it an income 
level? — It is an opportunity to earn an equal income. 

3076. You say in paragraph 14, of course, workers up 
to £1,000 a year. How do you define that £1,000 for 
this purpose. Obviously your scheme has nothing to do 
with earnings. It has to do with some basic wage. How 
do you define the £1,000? — Where the salary offered is 
not more than £1,000. 

3077. Then in the case of a head waiter offered 15s. 
who actually earns £30,000 a year, he is to be taxed at 
5s. a week? — He is outside my scheme. 

3078. Surely he is not outside your scheme. You say 
the wages. That would be a trade union wage. I said 
15s., it might be £3? — I am sorry, he is inside my scheme. 

3079. Do you propose that should happen?— It is cer- 
tainly an anomaly. Are we sure that he pays this high 
rate of surtax under the existing system? 

3080. It goes right through. Take the case of a builder, 
he has got several different rates but we will take two. 
He has an hourly rate for hours actually worked and 
a “fall back” rate which he is paid if in any week he 
does a certain number of hours but not the full number 
of hours. I suppose the standard for this purpose would 
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be the hourly rate multiplied by the number of hours 
in the standard week? — Subject to his being offered that 
amount of work. 

3081. The full amount of work? In the weeks when 
he only gets his fall back rate which is equivalent to 
30 hours a week, is he to be taxed on the full rate? — He 
is not to be taxed on more than he is offered. 

3082. A man may not be able to work because of rain 
but a fellow working in another place may 'be able to 
work the full time because there is no rain there or 
because the roof is on the building and he is working 
inside. They both pay 5s.? — I have already said that 
where the deficiency of work done compared with the 
standard week is through sickness or any other cause not 
the man’s own fault, then his tax ‘bill must be less 
accordingly. 

3083. What happens to the man who gets his pay for 
30 hours, what would he pay in tax? — He pays whatever 
tax he would pay under the existing system of 30 hours 
work. 

3084. We have to have two tax systems running 
together?— No. In the majority of cases people either 
work the standard week in their trade or if they do not 
do so it is through their own fault except when ill. I do 
not say that applies in building but it would cover the 
majority of my workers. 

3085. Have you never heard of raw material shortages? 
—They may occasionally occur. Where of course the 
work offered to the man is less than the standard week 
on which you would assess the tax, then he must pay a 
lower rate of tax according to the work that is actually 
provided for him. That is quite clear but I am not of 
opinion that that is going to touch anything like the 
majority. 

3086. You mentioned wage councils. Do you know 
what the main job of the wage council is. It is not to 
fix the standard wage or a standard week? — A minimum. 

3087. A minimum. The standard in any industry may 
be something very different from that laid down by the 
wage council as a statutory minimum which is obligatory, 
so that in the wage council trades you cannot say that 
there is a standard week. There is no legal standard ; 
there is a legal minimum?— We were discussing that point 
with Miss Sutherland. Perhaps I overstressed the possi- 
bility of these wage councils coming to our help. In 
those cases you would have to establish with the employer 
what the standard wage was. 

3088. The Industrial Disputes Tribunal, to give one of 
its powers, has the right to consider, if asked by an 
employer in the trade or a union in the trade, whether a 
particular employment is within the scope of collective 
agreements? — That is last year’s Order. 

3089. That is the amended Order. You can take it from 
me the old order was of very little help to what you have 
to say because its basis was prohibition of strikes. — That 
may have been its basis but it did recognise certain rates 
as legal rates. It may be its pertinence and basis, but the 
upshot was that certain rates were legal. 

3090. Since the Government prohibited work people 
from striking they had to have certain machinery to deal 
with difficulties. That is not the case with the new 
Industrial Disputes Order, but will you take it from me 
that the only power the Industrial Disputes Tribunal have 
is to consider on an issue raised before them whether, on 
the whole of the wages and working conditions, the terms 
granted by one employer are at least as favourable or not 
less favourable than those laid down in the agreement? — 
That is now the position but prior to the amendment last 
year there was definitely a legal wage. You may say that 
was to prevent strikes, that may be so, but wherever there 
has been this agreement there was a legal wage which it 
was illegal not to pay and that covered by far the greater 
part of industry. 

3091. There was a wage which could be made an 
obligation on employers to observe, that is to say, an 
employer could be required to observe something not less 
favourable than that, but they are not standards. If you 
followed that through, would not people go to the Tribunal 
to get established a rate of wages or a system of payment 
which made it easy to secure additional payments without 
any extra effort anyway? — In whose interest? 
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3092. Would it not be possible for unions and employers 
jointly to agree and even get the Tribunal to endorse a 
normal week of 24 hours? — I should not have thought 
so. I should not have thought it was the interest of both 
parties. They have their own interests anyhow quite apart 
from the effects of taxation. 

3093. Could we deal with engineering first? If the 
employers and the trade unions agreed on a 24-hour week 
the Tribunal could only accept that as the standard 
working week and they could only force those hours on 
the employers who were members of the Engineering 
Federation. That is the full limit of what the Tribunal 
can do, so the Tribunal would not be a guarantee of a 
fair standard working week? — I still think you are 
implying there will be collusion between important unions 
and employers’ associations to set up low standards of pay 
and hours with a view to avoiding tax. That is a 
hypothesis I personally am very doubtful about. Then 
there would be another Tribunal to which the Inland 
Revenue could appeal and say : “ Is this a tax evasion 
dodge or not?” I do not think you will find responsible 
unions or employers setting low rates of wages and low 
hours in order to bring about this tax evasion dodge. I 
challenge you on that. 

3094. I do not suggest that. I asked about machinery. 
If they agreed, not that they would, if the employers 
and employees agreed a 24 hour week was the normal 
week for engineering, the Industrial Disputes Tribunal 
could not upset that decision? — Of course, they would 
not. 

3095. Therefore I come back to my original question, 
who is to determine a standard week? — I have not dog- 
matised about this. Supposing you had a reference to 
S.R. & O. 1376 in the original Act. There must be an 
appeal by the Inland Revenue from that to some inde- 
pendent Tribunal. If, on the other hand, you have not 
mentioned it at all as binding, you merely use it where 
useful. You say it is the duty of the Inland Revenue to 
establish what the standard week and standard rates of 
pay are. Where there are these agreements between the 
unions and employers and they seem to represent a fair 
standard, they may be used. Where in the case of wage 
councils there is no agreed rate which can fairly repre- 
sent the standard rate operated, then the Inland Revenue 
must get .the employers in agreement with the union 
officials or shop stewards, whoever it may be, to say these 
are the rates running in this factory. That is all they have 
to do, get agreement what are the rates running in this 
factory. 

3096. Mr. Bullock: I want to follow this up a bit 
further because I have doubts on the practicability of your 
scheme. You told us earlier on you had consulted 
managerial and industrial chiefs? — Yes. 

3097. Have you at any time ascertained the facts the 
manual operatives could give you? — I have discussed 
matters with manual operatives but not on this particular 
set of enquiries relating to this point of view. 

3098. Do you not think you might have put up a 
sounder case if you got facts from those doing the job? — 
Our enquiry was not concerned solely with the effect of 
P.A.Y.E. but these points came up in the course of the 
enquiry. 

3099. I am thinking of overtime in particular. — I am 
sure if we had been enquiring specifically on that point 
it would have been absolutely needful to get evidence 
from manual operatives. I only said we had this evidence 
from quite a large number of people incidentally in .the 
course of some enquiries, the object of which was slightly 
different. 

3100. Every witness who has been asked this question, 
has told the Commission they believe income tax prevents 
overtime being worked. Do you not think if you had 
asked the people who had been in the habit of working 
overtime in times gone by that they might have told you 
the real cause was the lack of sustaining food rather than 
the possibility of some tax? — I think that is also a factor, 
yes. 

3101. I think it is a very big factor. The effect physic- 
ally of working long hours without adequate sustenance 
is bound to have a great effect. — I entirely agree ; I entirely 
endorse that. 

B 
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3102. And it puts up the cost. Sir Geoffrey Hey worth 
is here as a big employer and knows that overtime is 
very costly work for that very reason. Do you not think 
it is the same when working some variant of a piece rate 
system. You have this intense effort which an employee 
can put out for a short period, but over a long period it 
beats him. — I am in accord ; I would add my scheme 
will not have much effect unless the supply of food is 
increased. 

3103. If you take the A, B, and C examples that you 
gave us, it appears you have judged the case without having 
introduced any of the complications of the variants of 
piece work and their effects? — This was a simplified 
abstraction. 

3104. It is simple as a theoretical case, but as soon as 
you look into it do you not get up against a lot of prac- 
tical difficulties. It would be difficult to find the case you 
are trying to establish as a practical thing? — I do not think 
it would be difficult to find a case where, on the whole, the 
employer wanted to establish overtime and did not be- 
cause he thought the labour and trouble would be too 
much, and on the other hand, there are cases where the 
employer does establish overtime. Those are my A and 
B. I think they are possible cases. 

3105. Have you studied any of the Industrial Disputes 
Tribunal determinations. — Not in detail. 

3106. Have you seen any?— Yes, but it is not my special 
subject. 

3107. You have not come across one that has gone 
absolutely against a national agreement in the industry? 
— I do not follow. 

3108. You say that the Tribunal would determine rates 
in accordance with national agreements existing and they 
would become legally binding on the people under the 
determination made against them. That was the point you 
made? — Up to last year. 

3109. I thought you were arguing it still obtains?— I 
■understand the Tribunal can no longer make these legally 
binding, but all the same you have a Tribunal which gives 
official recognition to an agreed rate. 



3110. That is the point I am asking you.— Whether it 
can make that binding or not, all I want established is ;! 
there an agreed rate or is there not? And I am suh 
mitting that over a large part of industry there is an 
agreed rate. n 



3111. You have not seen any cases, even recently where 
the Tribunal has flouted a national agreement in ’opera 
tion in determining a case?— I have not followed these 
legally. I am not interested for my tax scheme in what 
the Tribunal can do. All I want to indicate is that these 
rates are established rates which we can take. 



3112. I can tell you I sat on a case fairly recently and I 
was in a minority, the point being the Industrial Disputes 
Tribunal decides every case on its merits and creates no 
precedents. That is their intention. There are two other 
points I wanted to put to you. You do not appear to 
have realised in trying to put forward your scheme that 
industry is riddled by systems of plus rates and if you 
get hold of any agreement you will find this situation 
which is really an incentive to the workman. He starts 
at the bottom and the carrot is held up that if he does 
this, that and the other, his rate goes up. It is correct as 
Sir Geoffrey Heyworth says, that only a small number 
of people will be found on the base rate. Now another 
point, you deal with people up to £1,000 a year, have you 
ever thought of trying to put in some penal clauses in the 
sense that you put this one in for people below £1,000 
for those in managerial jobs who slip off to Lords or to 
Epsom, have you ever thought of doing that? You are 
going to penalise the man who says for certain reasons 
he is not going to work overtime? — These people who 
go to Lords do not escape tax by doing that. A man 
receives £700 a year and he is going to pay tax on that. 
If he goes off to Lords he risks being sacked but he does 
not get off any tax for he is paying it on £700 and that 
is what I propose for the working man. 

3113. Chairman: I think your aim is to launch a 
scheme of .taxation which would be more benevolent to 
the zealous worker whatever the consequences might be 
in fact? — That is so. 



Chairman : We are very much obliged to you. 



The witness withdrew 



Mr. P. J. D. Wiles ; called and examined. 

MEMORANDUM SUBMITTED BY MR. P. J. D. WILES 



A. Income and Profits Tax Based on replacement cost. 

1. In arguing for “replacement” against “historical” 
cost this memorandum takes no sides in the controversy 
on this subject among professional accountants. A reform 
is suggested in 'the method of calculating income and profits 
for taxation purposes, not for the purpose of showing them 
m a balance sheet, profit and loss or appropriation account. 
Estabhshed procedures in this field would not be affected, 
nor the issue of the accounting controversy prejudged. 
There seem ^ to the writer to be so many excellent reasons 
iw Vv! h hlstoncal ” and “ replacement ” accounting 
that the only logical solution is to use whichever 
is most suitable to the purpose in hand. He is 
not m general competent to decide this purely 
professional issue but feels that in the particular 
case of income and profits tax “replacement” account- 
ing is undoubtedly right if it can be made practical But 

SS «£51tSd 5 An t *‘ S pe , rfeCtly ea ?, y t0 P resent a ‘ a x pay- 

ment calculated on replacement ” principles as an item 
in an account reckoned historically.” The onlv differ- 

“ n t C ax S ” r Li ^ a t t h ad f h erent fig urei ‘ enured opposite L word 

tax, and that the replacement quota in excess of the 
historical” depreciation quota is entered on Tseoarate 
! me as of reserve. Even this second difference 

wm^rnm 



2. This memorandum makes no pleas for a lower rate 
or.texon business in general. It asks that the burden be 
shitted from businesses showing a great excess of “re- 
placement ” over “ historical ” cost in their fixed assets to 
businesses showing a smaller excess. The total size of the 
burden in any year is a matter for Parliament and the 
Treasury. Nothing that need affect their decision in either 
way will be found here, as the question is quite irrelevant, 
it must, however, be pointed out that if the present rates 
or tax were retained after adopting these proposals the 
yield would fall. A higher standard rate of income tax, 
at least on unearned income, or a higher rate of profits 
tax, would be necessary to raise the same revenue. 

3. It is true again, that lower taxes on business in general 
and on replacement in particular would encourage invest- 
ment in fixed assets. But while it is essential to facilitate 
investment in the industries chiefly hit by the inequit- 
abihty of the present system of taxation— e.g., shipping- 
tnere seems to be no good reason for changing the pro- 
portion of our resources devoted to investment as a whole, 
it would be inapposite to go into detail here : it suffices 
perhaps to say that as there is full employment an increase 
in investment would require a diminution in consumption, 
exports or rearmament, that the very inflation that raises 
■our problem also encourages firms to invest, and that a 
higher fraction of the national income is devoted to in- 
vestment today than before the war (this is also true of 
the United States and Australia, two countries suffering 
irom inflation where taxation upon replacement cost is 
now being urged). The argument, then, that the present 
system of taxation discourages investment in general, 

appears to be ill-founded. 
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4 It is necessary to base tax on the replacement cost 
r fixed assets when the general price level has risen or 
rising considerably, which is the present position in this 
country This assertion is not obvious or self-validating 
but can be demonstrated on several grounds : 



Cl) The taxation of profits based on historical costs 
distorts the pattern of profitability in favour of new firms 
(which ex hypothesi have bought their assets at prices 
equal to those now reigning), of firms which bought plant 
at previous periods of high prices, and of firms which 
spend more on repairs than on replacements and for 
whom in consequence replacement is a less serious 
matter ; yet there is no logical reason why such enter- 
prises should be favoured. We must arrange that tech- 
nically similar firms with the same replacement cost and 
the same real profit pay the same tax, and not base the 
tax on irrelevant differences in historical cost. Those 
who bought cheap should benefit by buying cheap. 



(2) Such taxation drives businessmen to obtain outside 
finance, which involves the economy in the perfectly 
real costs of obtaining such finance, for borrowing is 
much more expensive of administration than ploughing 
back. Not indeed that ploughing back is always or 
necessarily the right source for funds. Stock Exchange 
borrowing, in contrast, ensures flexibility, and a quicker 
flow of funds to the most profitable and therefore the 
most desirable activities. As a source of funds for ex- 
pansion or net investment there is much to be said 
for a freely competitive capital market. 'But it would 
surely be wrong to swamp it with demands for mere 
replacement finance. 

(3) Even if we follow the “historical” school in 
entirely separating the setting aside of depreciation funds 
from the physical act of replacement, and insist that the 
purpose of depreciation is to keep intact, not the firm’s 
machinery but the proprietor’s capital, we still need to 
depreciate on a “ replacement " basis free of tax. For it 
is absurd and unjust that the proprietors should get 
back merely the money they contributed, if since then 
the value of money has fallen. They should receive 
back the real value of the money they contributed. 
Contrary to popular supposition, the doctrine that it is 
the business of the accountant to preserve the proprie- 
tor’s capital intact and to ensure no more than this, 
lends no support to the present system of taxation. Be- 
sides, the doctrine is in itself very questionable. 



(4) The capital gain made by the firm through the rise 
in scrap or re-sale value of its present fixed assets is 
quite illusory. For one thing it would be very dangerous 
accountancy to take note of this rise. For another such 
values are always well below replacement values. 
Thirdly, the “ gain ” is reckoned in depreciated money 
ex hypothesi, and thus ex hypothesi no real gain. The 
most that can be said is that it mitigates the burden of re- 
placement very slightly — never remotely enough to com- 
pensate for the taxing away of profit. Thus even if it 
is wished to tax away capital gains the case before us 
is irrelevant. 



(5) There is a tendency under “ historical ” account- 
ing to confuse “ historical ” with real, that is “ replace- 
ment ” profit and thoughtlessly to distribute as dividends 
funds that should be put to reserve against the purchase 
of new equipment. If taxation were based on replace- 
ment cost each tax bill would be a memento mori, and 
such an attitude would be much more difficult to main- 
tain. The point is purely psychological, but no weaker 
for that. 

(6) There is a most compelling precedent in the tax 
free allowances for insurance, as the Colonial Sugar 
Refining Company, Limited point out : “ It is customary 
to insure assets at something approaching replacement 
cost. A business man would be considered extremely 
foolish and deserving of his fate if he had his buildings 
and plant (acquired, for example, prewar) insured for 
historical money cost. If burned out he would suffer 
enormous irrecoverable loss of real capital and would 
probably go out of business. The premium to insure 
for current values of the fixed assets is accepted as an 
allowable deduction by the Commissioner. There are 
certain differences between insurance and depreciation 
but the analogy between insuring against possible loss 
of plant and depreciation against certain loss of the 
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plant is in principle a close one, and indeed emphasises 
the greater need of being fully ‘covered’ against the 
certain loss.”* 

(7) A still stronger precedent is foreign practice. 
Belgium,! Francef and Italy§ allow replacement of 
fixed assets free of tax. While the details of these 
schemes cannot always he approved the fact of their 
operation completely refutes the wholesale allegations 
of impracticability. Much of the opposition to this 
sort of reform is simply due to fiscal insularity. 

(8) Branches of British firms in foreign countries 
where the sterling exchange fluctuates are already 
subject to analagous procedures, and home inflation 
is an exactly similar case.t[ 



5. Note that if the price level is now stationary but has 
been rising recently none of the above arguments lose their 
validity. The injustice to the firms that bought cheap 
compared with those that bought dear remains quite as 
great. Pessimism about the future level of prices is thus 
not in the least necessary in supporting the “ replacement ” 
principle of taxation now. The recent past gives us 
grounds enough. A considerable fall in prices, which if 
it could be relied upon would render the reform unneces- 
sary, is of course inconceivable. Modern states are amply 
armed to prevent such a fall, and their electorates would 
not permit inactivity in this direction. 



6. With rises in the prices of stocks we shall deal later. 
We should however consider here the case of the particular 
fixed asset the price of which rises much more than the 
general level. Should the general level or the particular 
price be taken into account in this case? It is possible 
to argue that if this kind of fixed asset has become 
specially dear firms should buy others ; indeed that if all 
practical substitutes are dear too, and the firm cannot 
make a profit, it should go out of business. The price 
mechanism is merely fulfilling its ordinary function of 
showing what lines of business should be dropped, and 
there is no case for specially letting such a firm off taxa- 
tion. This argument is strengthened by three practical 
points. First, to calculate each tax bill by means of an 
individual price index based upon the replacement costs 
of particular fixed assets is a most clumsy and time- 
consuming procedure, and. open to every sort of evasion. 
Secondly, when technical progress radically altera the size 
and kind of fixed asset required it is nearly impossible to 
preserve continuity in the index of replacement costs. 
Thirdly, by a happy dispensation of providence fixed assets 
in their overwhelming majority embody chiefly the same 
3 things— bricks, steel and skilled labour; so their indi- 
vidual prices do not depart from the general level with 
anything like the vigour, unpredictability and frequency of 
the raw materials to be processed. Departures from the 
general level, then, even if we do not accept the theoretical 
and administrative cases against allowing for them, are 
small and may be neglected. 

7. Not only should the index be general for capital 
goods, but it should by parity of reasoning be general for 
all goods and services whatsoever. For the capital goods 
index may rise more than the general index, and this will 
increase the social opportunity cost of the investment over 
that which it had when it was made. The tax law should 
not be so devised as to conceal this from the entrepreneur, 
but should return him his investment in equivalent 
generalised purchasing power. He may better serve the 
public by substituting labour or raw materials for fixed 
assets in the new situation. 

8. We turn to the actual suggestion for reform. It is 
that separate books should be kept for tax purposes if 
“historical” accounting is retained, and these books must 
be based on replacement cost. If 

ing wins the day, one set of books might do. But in 
P ts« ofsm rnc Bull**, Apr. 1950, 

Isssaffgas. 

appears to press his antilogy much too cl y. 
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still less future— -replacement cost cannot be worked out 
every year, especially not in the majority of years in which 
no actual replacement is undertaken. The labour involved 
would be too great, and the values would be mere guess- 
work. Again, if techniques change the old type of assets 
will no longer be produced: there will be no current 
replacement cost. The new type of machine may be 
on an altogether larger scale, so that some fraction of its 
value would appear to be the relevant magnitude. Or 
there may be no new type of machine — the whole industry 
may have folded up, leaving no criterion of replacement 
cost at all. It is not then surprising that accountants 
generally are hostile to the proposal. But this is because 
they are generally under the impression that there is no 
half-way house between depreciation based on historical 
cost and depreciation based on expected replacement cost 
at date of replacement. Our suggestion is that original 
cost should be currently multiplied by a general price 
index, to save the trouble of individual valuations. This 
intermediate system is best explained algebraically. Let 
depreciation be conducted on straight line principles at 
R % of original cost per annum, for simplicity. Let C 
be original cost and P,, P a , P a . . . the price index at the 
end of years 1, 2, 3 ... as a percentage of that at the 
beginning of the original year, which we shall call 1. 
Let it be assumed that the depreciation fund accumulated 
by the beginning of any year is wisely invested, so that 
it maintains its real value through the year, i.e., its money 
value rises at the same speed as prices (this assumption, 
which is perfectly reasonable, is an important mitigation 
of our scheme’s cost to the Treasury).* Then it is only 
necessary to ensure that the tax free depreciation quota in 
any year should be of the same real value as it would have 
been under stable prices, i.e., that RC should be multi- 
plied by P„ P 2 , etc. Thus : 



Year 


General 
price index 
at year’s end 


Depre- 

ciation 

quota 


Size of depreciation 
fund at year’s end 


1 


P 1 


P,RC 






P 2 


PjRC 


P 2 /P, P,RC + P 2 RC = 2P,RC 






p 3 rc 


P 3 /P 2 2P 2 RC + P 3 RC = 3P 3 RC 








P„/P 3 3P 3 RC + PjRC = 4P„RC 








P5/P44P4RC + P S RC = 5P 5 RC 



So that at the nth and last year, which is of course the 
(1/R)th year, the fund stands at PnC, and the object of 
the scheme is achieved. 



9- ti If the reducing balance ” system be used instead of 
the straight line” the principles are of course unaffected. 
The amounts set aside in years 1, 2 and 3 are 
PjRC, P.(RC - R’C), and P,(RC - 2R“C + R’C). The 
amounts standing in the fund appreciate as before owing 
to the wisdom with which they were invested, and stand at 
the end of each year at P,RC, P,(2RC - R 2 C1 
P»(3RC - 3R a C + R a C) respectively. 

10. Note that the price index is a general one, for the 
reason given above, and that its relevant level is that 
on the day of closing the accounts. 

11. The objection has been made that in the year of a 
severe price fall the depreciation allowances already given 
would be found to exceed the now lowered replacement 
cost, or that fraction of it which should by the year in 
question have been set aside. Then a taxable profit must 
be declared, and the tax bill goes up in a year of de- 
pression.! This bogy is completely scotched by the assump- 
tion made above that the money value of the fund already 
accumulated moves up and down with the level of prices 
Fluctuations in it do not concern the tax collector, who as 
at present, is only interested in the current depreciation 
quota. This will of course be smaller in a year of fall- 
ing prices, but there is no harm at all in that. Nor as 
we have seen, need much sleep be lost on the fear of 
fading prices m practice. 

.. . 12 ; It might also be objected that if the money value of 
the fund is admitted to move with the price level nothine 
more need be done. It is simple to sho w that this is 

Su8ar , Refining Company, op cit.. Appendix. 

w?i£ bTA m9 ’ p - 9 - Cf - 



not so. For instance, if a machine costs £100 and £io 
is set aside each year, by the time inflation has raised 
replacement cost to £150 the first £10 will, if it has been 
properly invested, be worth £15. This is very true and 
an important mitigation of the absolute hardship of the 
firm that bought at £100. But the £10 quotas the firm 
sets aside in subsequent years will not have time to rise 
so far as £15. The whole £150 will thus never be attained 
out of the depreciation fund alone, and most even of 
the absolute hardship remains. Moreover, the relative 
hardship, compared, let us say, with a firm that bought 
at £130, remains unaffected. For the first firm may only 
set aside £10 a year tax free, while the second may set 
aside £13 ; and the value of the £13 is also enhanced by 
inflation. 



13. Yet other objections are raised by the Committee on 
the Taxation of Trading Profits in their Report (Cmd. 
8189). We may deal with their paragraphs on the sub- 
ject seriatim. With their unwillingness to open up general 
accounting controversy (paragraphs 97-8) we fully agree 
and we have studiously avoided any such thing. In para- 
graph 100 they claim that the reform would favour owners 
of businesses against, say, investors at fixed interest in 
Government securities, who receive no taxation relief as 
prices rise.* But there is in fact no parallel here at all 
Unlike (practically speaking) all other kinds of income 
(wages might be quoted as well as interest) profit is an 
income net of certain costs. If our accounting system 
shows these costs as other than what they really are, 
owing to a rise in prices, profits are then wrongly defined 
for taxation purposes, and in this matter of definition 
there is no analogy with other forms of income and 
capital. Only when this matter of definition is decided 
can we treat profits on a footing with other forms of 
income. The maintenance of the real value of profits, 
wages or interest, as prices rise is quite outside the scope 
of these proposals or indeed of accountancy at all. Nothing 
in these suggestions would cause more gross profit to be 
earned, or the proportion between gross profit and, say, 
wages to be other than it now tends to be. Nothing 
here even tends to lower the total burden of taxation 
on gross profits. Our object is merely to remove an 
anomaly quite special to the category of profits, and to 
redistribute the burden of taxation within that category. 
This is a very modest objective ; the importance of our 
proposals has often been exaggerated and their true nature 
misunderstood, not least by their supporters. 

14. This disposes, I believe, of the very powerful argu- 
ments put forward by Mr. Briscoef : “ Replacement cost 
accounting, in a world where everybody is suffering from 
the dishonesty of inflation, singles out the immediate 
owners of the means of production, the equity holders, 
and gives them protection. . . . They have already the 
advantage inherent in inflation itself, that they can make 
an income which expands with the cost of living, for in 
the nature of things they are always ahead in the race. 
Why then should they be so specially favoured? . . . 
Hence replacement cost accountants, in their desire to give 
industrialists an honest profit, finish up by giving them an 
honest currency, a privilege shared by no one else in the 
community. . . . Money laid out on equipment and stock 
cann . ot r - ®P e< r ia, ly singled out for protection from the 
effects of inflation." But the holders of equities do not in 
me nature of things keep ahead, as recent history shows, 
l he real value of dividends and of equity capital has 
greatly fallen since before the war, while that of wages 
has risen. Nor would it affect our argument if it were 
otherwise. For replacement costing does not guarantee 
anything to anybody in the sense implied. The only 
guarantee against inflation is a State pension linked to 
the cost of hying index. Short of that the wage-earner 
is as well able -to protect himself against rising prices 
as the equity-holder. Gross profits depend on the for- 
tunes of trade, not government fiat, and are in no sense 
guaranteed. How then can net profits be guaranteed 
just because the Inland Revenue agrees to take more tax 
away from some gross profits and less from others? 

15. To return to the Committee, in, paragraph 103 they 
say that such proposals “ seek to compute profits for tax 
purposes not in terms of pounds, but of some abstract 
unit unspecified ”, This is not true of any scheme known 
o the author. In all schemes t he unit is perfectly specific 

? ?L G f rdner ’ Aee 2 u ”ti»i! Research, Apr. 1951, pp. 171-3. 
t The Accountant, 7 July, 1951. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MEMORANDUM 



281 



27 June, 1952] 



, P. J. D. Wiles 



[i Continued 



and concrete and it is a pound— the current pound. They there is after all the future, and the burglar might have 
Continue that such proposals “ certainly cannot justify returned. Indeed the Committee seem to have forgotten 

the full extent of the relief proposed, for a large part of the the future altogether at this point, since they think the 

and machinery now in use dates from pre-war only purpose of such proposals as ours is to 'allow tor 



riant and machinery now in use dates from pre-war 
years and a substantial part of the wear and tear allow- 
ances’ which have been granted in respect of it were, 
■therefore, in undepreciated pounds”. Our proposals, 
which affect only depreciation quotas set aside after the 
price level rose, escape this condemnation — which is indeed 
valid for certain other proposals. 

16 In paragraph 104 we read: “A feature of all re- 
valorisation schemes is that .they benefit an established 
■and stationary business, but not a new one or any ex- 
pansion of an existing one. The taxpayer who started 
business after the war has to finance the whole of his 
expenditure on, fixed assets at present prices either by 
borrowing or by saving out of taxed income ; the man 
who acquired fixed assets before the war would, how- 



only purpose of such proposals i~ - - - . 

the late war : “ The relief at present in question is intended 
as a remedy for a specific change of circumstances, namely, 
the increase in the price level since 1940. Even, those 
who rest upon the theory that the computation of profits 
should, in strictness, take into account all changes in 
the price level do not attempt to translate this view 
into practice except in relation to that particular change ’ . 
Nothing could be further from the truth. Wholesale 
prices have risen more since the war than during it, 
and whole aeons of future income tax years stretch, we 
hope, in front of us. The late war is the least of reasons 
why taxation should be based on replacement cost. Our 
proposals have all changes in the price level in view, and 
more particularly that which is now in progress. More- 
over the division into sheep and goats — the enterprising 



ever, be allowed to finance part of f the cost of replacing who have an( j the unenterprising who have not replaced 

those assets out of tax-free profits . And further we js even more ^haVy than the Committee admit. For 

cannot accept the view that the owner of an existing the firms that rep air rather than replace, and the new 

business who saves to replace his plant is entitled to fi rms> w jn be in the same position as those that have 
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preferential treatment over a taxpayer who does not at tl rep i ace d. Yet these have no particular deserts, 

present carry on any business, but is saving m order to 3 y 

set up in business. Moreover, a claim for revalorisation 
based on the special importance of industry to the national 



20. Minor injustices during the introduction, of the 
reform therefore weigh little in the balance. A sensible 
method of transition would be to allow that all assets 
bought in 1952 should come under the new scheme from 
the start, while all depreciation allowances permitted tax- 
free in 1951 might thereafter be also multiplied by the 
price index. 

21. It would be perhaps not out of place to give reasons 
for no-t adopting the Italian, French and Belgian system. 



wellbeing would equally justify relief to those who began 
business after the war”. The Committee’s own sentence 
in the middle of this paragraph provides sufficient refuta- 
tion : “ It is true that the latter may have had to provide 
the same amount of wealth measured in terms of real 
value ; for though in terms of pounds he may have pro- 

vided only half as much, the pounds which he provided IQr n(x au „ su , 1B „„ „ ma „, 

when he bought the assets before the war were worm j n t ^ ese cou . n t r ies the Treasury allows assets in balance 

twice as much as the pounds which the post-war business s ^ eets to be written up by published co-efficients, and 

has provided ”. It follows, of course, that there is no perm i ts tax-free depreciation at normal rates on the values 

preferential treatment at all, and the objection tails to thus eD b a nced. The chief objection is that inflation may 

the ground completely. If a post-war pound is half be continuous’ but the leniency of the Treasury is inter- 

a pre-war pound at one stage in the argument it must m ; ttent . public pressure and political lobbying are ire- 

not be made equal to it at another stage. Indeed one qu j red to incorporate permission for such a revaluation 

effect of our proposals is to eliminate the preference now •_ lamviot;™-, nf am, m? vp.nr As French and 



given, quite unjustly, to the new or expanding firm, as we 
pointed out above. 

17. In paragraph 109 the Committee are worried that 
these schemes “ would give a substantial allowance for 
obsolete plant which, though still kept in being for emer- 
gencies and as a stand-by, was not in continuous or 
regular use”. They raise here the whole problem of 
how to treat the costs of stand-by plant (which need not 
be obsolete at all) — a problem that could hardly be less 
relevant to the question before us. If any depreciation 
is to be allowed on this plant at all (which is as much 
as to say, if the purchase of it is to be regarded as 
a normal cost of conducting the business on its present 
scale, and not as an expansion), then full depreciation 
must be allowed. But we must not be side-tracked into 
this problem here. 

18. In paragraph 106 the objection is raised that replace- 
ment costing requires more detailed records of the dates 



m the fiscal legislation of any one year. As French and 
Italian experience shows, moreover, .another “once-for- 
all ” concession has sooner or later to be negotiated. But 
the concession is really a right, and should be automatic. 
Moreover the co-efficients will normally be smaller than 
the degree of depreciation of money, for the Treasury 
will try to keep the concession down to the minimum, 
so as to conserve its revenue ; whereas if a permanent 
and automatic scheme is accepted it will more readily 
adjust its revenue to changed circumstances. For instance 
the factor in Belgium was 2\ when prices had already 
risen 4 times over pre-war. The Italian factors have 
been, in the same way derisorily low, though the French 
have been quite accurate. Then, unless as in the French 
scheme different factors are allowed for assets bought 
in different years, the factor will favour some assets more 
than others. Again, the revaluation would suffer the dis- 
advantage of being an irregular, once-for-all event; like 
capital levy it would be unfamiliar, difficult -to administer, 

, . * n U,,„a TUa iwpcpnt anacrpQtinn . 



ment costing requires more aeiaueu recoius uj. uic uama ~ ■ s „ OItK tinn 

and historical costs of individual fixed assets than are at and open to every sort of abuse The present suEgeshon, 

present usually kept. Tihi, objection is admitted. But it by beme automatic and continuous, avoids all these 

only of real importance. with respect to the introduction difficulties. 



of the reform. Thereafter businesses will naturally keep 
the records they find it most profitable to keep, and 
these particular extra records would clearly also be of 
the greatest value for cost accounting and in judging 
the performance of fixed assets. So to the transitional 
period, and the Committee’s paragraph 105, we now turn. 

19. All transitions hurt vested interests and involve in- 
justices. Supporters of the status quo can always point 
to this. Injustice, say the Committee, has been irrevocably 
done to those who after the war despite the present method 
of taxation did in fact renew their plant. They could 
not possibly receive retrospective relief, yet they must 
on the whole have been the most enterprising firms. 
But is this an argument for continuing to do injustice 
to those still using their pre-war plant, be they never 
so unenterprising? If my house is burgled my alarm 
is only increased if my neighbour’s house is then also 
burgled. If the burglar is caught, on my neighbour’s 
threshold I am unlikely to complain of the unfairness 
of fate, or to demand of the police that they permit an 
equality of spoliation. Rather will I rejoice in my neigh- 
bour’s good luck, which will redound also on me, for 



22. Logically the same principles should apply to raw 
materials and wages, which should both be counted for 
tax purposes on the “next-in-first-out” principle. But 
other considerations intervene. First, simplicity ; the wage- 
bill for tax purposes has always been quite simply the 
wage-bill incurred. It has usually been incurred during 
the past year, and therefore at rates not far short of those 
now current. So the advantages of NIFO would be slight 
compared with the complications and the sheer burden 
of innovation. The second and more important point 
applies to raw materials as well. To base taxes on NIFO 
or even LIFO is to encourage firms to base prices on 
them. But NIFO and LIFO pricing would very greatly 
accelerate the wage-price spiral and the impact of higher 
import prices. Britain is fortunate in that NIFO and 
LIFO have neither been adopted on the one hand because 
they are logical (as in U.S.A.), nor on the other as a result 
of bitter experience in a runaway inflation (as in France). 
FIFO causes a very precious sluggishness in our distri- 
butive system which keeps prices down. Thirdly, equity 
between firms is less important in the case of raw materials, 
which all firms are buying all the time. For on the 
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average each firm will buy an equal proportion of its 
stock at each level of prices, so that all suffer alike. 

23. I am unable to decide whether these points out- 
weigh, for raw materials, the obvious advantages of NIFO 
or at least LIFO as a taxation base {from the general 
accounting controversy we, as usual, abstain) : their logic, 
their fairness between firms, the way they spare firms the 
necessity of borrowing. These are precisely the advan- 
tages of replacement costing for fixed assets, but in that 
case there is no effect on prices (for the vast majority of 
firms do in- any case set prices high enough to obtain full 
replacement funds, even out of taxed profits). In raw 
materials, moreover, skill in judging short-run price fluc- 
tuations is more important, and this skill is penalised by 
taxation based on FIFO, which falls heaviest on those 
who buy cheapest. With the pros and cons so evenly 
balanced the status quo is clearly best. It will not there- 
fore -be necessary to discuss practical details. 



B. The Rate of Tax-free Depreciation per Annum 

24. It is the contention of this section that both Treasury 
and industry benefit by entire freedom in the choice of 
depreciation rate, even, nay especially, if it is permitted 
to write off long lasting fixed assets in one year.* That 
industry benefits is obvious. For, first, freedom is always 
preferable, ceteris paribus, to restrictions. Secondly, -the 
more the firm can charge to profits in the first year the 
less it has to borrow, with attendant interest charges and 
administrative expenses. Further, as the redemption 
period is shorter it will be able to borrow what it must 
borrow on easier terms. Best of all the psychological 
burden of uncertainty— a burden apt to be assumed by 
both borrower and lender— is lightened. 

25. The Treasury on the other hand loses nothing by 
allowing larger rates. In the normal case the capital is 
merely written off more quickly, the State receiving less 
tax during this period and more tax thereafter. It might, 
■however, be thought that the Treasury loses if a firm, 
by alleging high depreciation costs, actually makes a loss, 
and is allowed by the regulations to set that loss off 
against next year’s profits. But a trivial algebraical ex- 
ample will show that this fear is entirely groundless. Let 
prices be stable and a firm buy a piece of equipment 
lasting (m + n) years, and let its gross profit be £x for 
each of these years, and the rate of corporation tax be k. 
Under fiscal system A it is allowed to -write the equip- 
ment off in m years, at a rate which entails a yearly sum 

< xn 

— (we shall see why this must be 
m 



so in a moment). The value of the equipment is thus 
tm(x + p). Then the firm makes a loss of £p for m 
years and a net profit of £x for n years. The latter is 
taxed, but there is no rebate from the Treasury for the 
loss. Total tax paid - £nkx. Under fiscal system B 
the equipment must not be written off until the (m + n)th 
year, and the rate of depreciation therefore entails a yearly 
m 

sum of £(x + p) where, be it borne in mind, 

m + n 

< nx 

— so that the whole is less than x. A net profit of 
nx - mp 

£ 7 is made “ cl > and is taxed each year. 



not B~ter than the regular miota we dc 



yielding £k(nx - pm) in ali. But this is smaller than the 
yield under system A, by an amount £pmk. Even sun 
posing under system A losses in one year can be written 
off against profits in the next, the yield is still likely to 
be greater. For each year’s loss that can be thus trans- 
ferred to a profitable year, £p is deducted from the profits' 
and £kp from -the tax. So unless all the m years of loss 
are set off the Treasury is bound to gain by system A 
and it can in no circumstances lose. Nor would system 
A yield less than system B if in the mth year the firm 
promptly replaced its equipment. For under system B it 
would then be entitled to write off the outstanding book 
value as obsolescence allowance, which is also tax free 
Only if the large amount of the obsolescence allowance 
caused the firm to make a loss that year would system 
B yield more, for it would turn out to have been taxed 
on previous years’ profits that had not really been earned. 

26. The Swedish* amortisation rates show a firm grasp 
of this point. In general the firm may use what rates 
it likes, even to the extent of writing off machine tools 
in one year only— a provision so “generous” and un- 
usual that at first one suspects a catch. But there is 
no catch, and no disadvantages occur in practice as a 
result of this well known curiosity among taxation laws 
It must have largely contributed to the high level of 
Swedish productivity. 

27. The demonstration is thus irrefutable both in theory 
and in practice, that free choice by the taxpayer of the 
rate of tax-free depreciation cannot harm and in all prob- 
ability benefits the Treasury. The latter has but to sur- 
vive the initial years, in which its revenues will natur- 
ally be lean, to enter upon no small prosperity. It may 
also dispense entirely with all administrative expenses con- 
nected with the regulation of depreciation rates. It remains 
for us to marry this proposal with the suggestions for a 
replacement basis. 

28. There is no impediment to the marriage. If a firm 
chooses to write off its plant or buildings in a single year 
our assumption -that the fund is wisely invested and rises 
with the level of prices takes care of all further prob- 
lems. There are no depreciation problems for the rest 
of the asset’s life. But the firm may use its new free- 
dom to write off at some irregular rate dictated by its 
trading profit. Let the historical cost be C and the amount 
Witten off in the nth year X. Then with stable prices 

— is the rate of depreciation chosen for this year (on 

straight line principles). But if the price level com- 
pared with the date of purchase of C is now Pn the 
„ . . X 

proportion of historical cost written off is now — . 

CPn 

A record is kept of the notional quotas, which are the 
actual quotas thus deflated by the price index, and when 
the total of notional quotas is C the asset is deemed fully 
written off for tax purposes : no further tax-free depre- 
ciation is allowed, nor should any be needed. 

29. Naturally the firm is not compelled to deviate from 
the most rigid accounting respectability ; it may continue 
to observe the customary Inland Revenue rates if it 
pleases. But freedom is never a bad thing, especially if 
the Treasury stands to gain by it. 

28.9.1951. 



* Losses cannot in fact be carried forward and set off against 
next year’s profits in Sweden, and the system is in this respect 
less generous than ours. 
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c. The Tax-free Depletion of Minerals, 
and ‘ 
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The exception in favour of overseas mineral rights and 
site values is due to one practical and one theoretical argu- 
ment. The practical argument is that foreign mining com- 
panies have this tax privilege and so can compete on 
favourable terms with British companies. Our tax law 
must therefore make what is in effect a countervailing 
subsidy, and this is no more derogatory to the logic of 
its principles than, say, countervailing tariffs against sub- 
sidised foreign goods derogated from the logic of free 
trade. The theoretical argument is put by the Colwyn 
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Commission (para. 194) : they are opposed in general to (c) Nor are minerals like houses or the leases of houses 
relieving of tax depreciation of any mere “ right to an (ibid., paras. 191, 192). This is because minerals are a 
income” not created by the expenditure of capital, such quite ordinary case but houses are for various reasons 
as is a mineral right, but if this right to an income has an exception. A house, to be sure, is a machine a habiter, 
been bought from a foreigner, “for all practical taxing and should logically be treated for tax purposes like a 
purposes an asset has been created by the expenditure of machine. But it may be objected (i) that it is adminis- 
capital.” In other words an asset not previously held by tratively impossible to grant houses this relief, (ii) that they 
the British nation has been acquired for it, and its acquisi- lought not to have it, and (iii) that they have it already, 
tion should be allowed tax-free depreciation. Whereas in First, the mind boggles at every owner-occupier or holder 
the case of transfer between British nationals, especially of of an unfurnished let submitting accurate estimates of his 



a right situated within Britain, no such acquisition has 
occurred. 

With these arguments we do not quarrel, but the position 
of mineral rights and site values is really much simpler 
than the Commission imply. Their purchase is exactly 
similar to the purchase of machinery by an ordinary firm, 
and should qualify like it for treatment as a deductible 
cost. For exactly as machinery depreciates minerals are 
depleted, and exactly as machinery must be bought by iis 
user before he can do business so must he buy minerals 
in the ground. From the point of view of the user there 
is no conceivable difference between these outlays, meta- 
physical, Legal or economic. But it is the user who pays 
the tax; therefore the tax levied upon his profits should 
treat machinery and minerals alike. 



2. Objections to this simple and obvious view have had 
various bases. It has been argued (a) that depletion is 
not the same as depreciation, ( b ) that a mineral right is 
like an annuity, the capital value of which may not be 
depreciated tax free, (c) that minerals are like houses, the 



depreciation and repairs to the Inland Revenue yearly. 
Again houses tend to appreciate owing to external trends 
on the market, and it would be necessary to set this off 
against the depreciation — a matter of even greater com- 
plexity. Then special arrangements would have to be 
made for owners not living in their houses, and for estate 
companies. But the strongest point is that living in a house 
is consumption, not production, It is what net income 
is spent on, not what it is earned by, and therefore cannot 
justly rank as a cost. We might as well allow expenditure 
on bread to rank as a deduction. Finally what is the 
personal allowance but deduction of basic living costs 
from the gross personal income, so as to arrive at net 
taxable income? And may it not be claimed that minimum 
or “ subsistence ” accommodation is thus permitted as a 
tax-free cost? 



Dwelling houses, then resemble minerals at no point.* 
Arguments for excluding them from relief are entirely 
irrelevant to minerals. 



( d) The assimilation of minerals to technical education 



depreciation of which is not tax free, ( d) that to qualify (sums spent on which may not be amortised tax free by 

mineral rights for an allowance would qualify expenditure the pupils in after life) seems so plainly absurd that it 



on technical education, (e) that the minerals have not been 
created by the expenditure of capital, (f) that the value 
of the minerals cannot be exactly estimated. 



(a) The line that depletion radically differs from depre- 
ciation goes back to the decision in Lee v. Neuchatcl 
Asphalt Company (1889 41 Ch.D.l). Mr. Lee, a share- 
holder, objected that the company had been paying divi- 
dends out of capital in that they had set aside no fund 
for the depletion of the asphalt. The court simply held 
that the company was intra vires in the circumstances in 
setting aside no such fund. Their chief reason for doing 
so was that the mine was actually more valuable at the 
time of the case than on the company’s formation, owing 
to a new concession from the canton of Neuchatel ; thcr 



cannot* detain us. It might well be argued that expendi- 
ture on such education is a legitimately deductible cost ; 
indeed it is hard to think of a cogent refutation. But 
whether this is so or not such a purely personal expense 
could hardly less resemble the acquisition of a mineral 
right by a firm. (The Commission’s para. 182 refers.) 

(e) A very different sort of argument is that the minerals 
have not been created by any human effort ; by any capital 
expenditure. They simply exist, and all value obtained 
for them is unearned increment. Why should this be tax 
free? (Para. 191.) But the value obtained would not 
be freed of tax by our proposals, for the suggestion is to 
relieve not the mineral seller but the mineral buyer, not 
the receiver of the unearned increment but the enterprise 
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had therefore been no financially relevant depletion. Their that incurs a perfectly legitimate cost. The present position 

other reasons were that the existing Acts and the articles is exactly as if a firm monopolising a ce ^yp 

... , , , . a . , rm i. _ „,.ii : * r. t n tniiva rvrnnt arm tnft hllVftT 

of the company must be so interpreted. The court did 



not say that depletion was no loss of capital, but that it 
was not under the existing law such a loss of capital 
as could legally inhibit the distribution of dividends until 
it was made up.* 

The consequences of Lee v. Neuchatel Asphalt have 
been deplored by accountants and lawyers.t But the 
consequences, especially for the taxation of mines, did not 
logically follow from the judgment. Obscure and un- 
satisfactory as that is, it affords no legal precedent, let- 
alone any rational argument, for treating depletion as other 
than depreciation. 



machine were to sell it at a huge profit, and the buyer 
were refused tax-free depreciation on it because of the 
iniquities of the seller. To be the victim of profiteering 
should cease to be an offence in the eyes of the Inland 
Revenue. It is really amazing that the irrelevance of the 
argument from unearned increment should not have been 
perceived. 

But if we relieve mineral depletion of tax mining com- 
panies will be able to spend more Will not the mineral 
owners simply charge them the whole difference, so that 
the company gains nothing and the unearned increment 
of the owner rises by the full amounts of the relief? 
(Douglas, in Hansard, loc. ch.)t First, it is quite un- 
... ... ... . . will ri<:p. nv as mnr.n 



(b) The Colwyn Commission (para. 193) compare a lilcely that tlie unea rned increment will rise by as much, 
mineral right to an annuity. Inasmuch as it affords extra j ncome 0 f the mining company will be re- 



an annual income it is indeed similar, but then so is a 
machine. The special character of an annuity for tax 
purposes is not at all that it affords an annual income, 
but that it is a form of voluntary living upon capital, 
entered into by the purchaser or donor with his eyes open. 
,If a man chooses to spend his substance on champagne 
iwe do not exclude the loss of capital from his 



tained, or passed on to the mineral owner, or snatched 
perhaps by the mining labour, or pocketed by the com- 
pany’s customers in the form of lower prices, in accord- 
ance with the degree of competition, the bargaining power 
of the several parties and, in the first ^stance, existing 
contracts. In the short run it will undoubtedly be retained 
by the company, for all such windfalls go initially to 
J r 1 i imnnrtant inenmp. from 
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income. Neither then do we if he buys an annuity, which nrolits But secondly and more important income from 
j..„i nuftinn nrv *. ' , • c • fed . easv to de.tp.rl 



is but a gradual kind of champagne. But the putting up t u e ownership of minerals is concentrated, easy to detect, 

nf nnnitnl Ln.mnnn m.^nnpa.. if* ilia nniVICij'X nF . P , .... In foV T f thft IT1COI116 taX TftllP.f 



of capital for business purposes is the exact opposite of 
the voluntary running down of capital. One of the prime 
objects of business is to preserve capital, and no one would 
enter upon it were this not so. If the tax system were 
directed at eroding the capital adventured in manufac- 
turing business everyone would admit the injustice. Why 
then is it not unjust when it erodes mining capital? 



easy to define and easy to tax. If the income tax relref 
on the company does get passed on as unearned increment 
the tax on ownership can be increased without difficulty. 
The doing of justice at one stage in no wise necessrtates 
injustice elsewherej 



* Compare the dictum on this case of Farwell, J. in Bond v. 
Barrow Haematite, 1902, 1 Ch. 353. 

t Compare H. R. Hatfield, Accounting, pp. 264-8 (U.S.A. 1927); 
Palmer’s Company Law, 19th ed. pp. 200-204. 



* Except their tendency 
This objection we meet :_ 



appreciate on the external market, 
ms oojecuon we meet in section 4 below, 
t Compare the Colwyn Commission, para. IS u. 

1 Except if the mineral owner is a foreigner. But we have seen, 
and lStion ha^ready admitted, how necessary it is to reheve 
British companies operating abroad. 

B 4 
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Still less can it be argued against depletion relief that 
in the case of minerals “ the exhaustion has been taken 
linto account already in the price which is paid, or in the 
royalty for the use of the land ” (Douglas, loc. cit.). For 
this is to imply that there is no injustice in taxing deple- 
tion, since the whole tax is in fact passed on to the mineral 
owner. But there as no evidence that the whole tax is 
so passed on, any more than that the whole relief would 
be passed on. As we have seen, the economic conjuncture 
is not normally such as to make this extreme at all likely. 

Palmam qui meruit, ferat. If it is desired to strike at 
the owner of minerals there are good precedents for nation- 
alisation (coal royalties were nationalised in 1938), for 
a development charge, or for a straight percentage tax. 
The mining company is an innocent party. 

3. This, I believe, disposes of the theoretical case for 
taxing mineral depletion allowances. Before proceeding 
let us note that the existing exception in favour of minerals 
abroad is much more damaging to the whole present 
principle than is commonly thought. For if it is right 
to exempt a British company abroad because it com- 
petes with foreigners it must be right to exempt a British 
company owning minerals at home and concerned in the 
export trade. As we have seen, the taxation relief is quite 
as likely to be passed on to customers as to mineral 
owners. Such a company is indeed in far greater com- 
petition with foreigners than many a colonial company 
selling in the British market, which is reserved to it by 
imperial preference. And if our hypothetical home com- 
pany not only exports, but also sells at home, it then 
becomes necessary to relieve other home companies that 
do not export at all. By parity of reasoning home com- 
panies competing with imported minerals should also be 
relieved. 

In fact when the recommendations of the Departmental 
Committee (Cmd. 7728) were accepted the logical pass was 
sold. Indeed it was sold twice over, for the Committee, 
m considering the claims of “natural justice” write as 
follows (para. 14) : 

“So far as foreign mineral rights are concerned we 
think that the argument on grounds of justice is well 
founded and is supported by analogy with the treat- 
ment of royalties .... The argument from natural 
justice applies to mineral rights acquired in the past as 
well as to rights that may be acquired in the future.” 
££ definition of the argument from natural justice 
(para, i 3) shows that they had in mind just such con- 
siderations as are the burthen of this memorandum : 

“ It is said that the minerals in the ground are the 
raw matenak of the mining concern whose business it 
tw extract ’ a “d sell them ; and that the cost of 
those raw materials, being a necessary expense of the 

be deduc “ d “ ascerJninlafaSo™ 

pays tax J ust a s the cost of 
the manufacturer s raw materials is.” 

been admhteT^mft oSyTpplkfXoad^ThiJis^ quter 

HR, JSJr iusd “ * - 

jL re ™ ains to make the relief practicable. There are 
^?^ Ult ' eS ' F lrst ’ the value of the sit fi and/or its un- 
K d — era =°“ tent may be greater at the end than 
at the( beginning of the accounting year, owing to move 
men s in the price of land or the mineral itsdf Thlse 
must clearly be deducted from the value of depletion 

ft e k°S\,i miner u 1 content is never really known untii 

exhausted, so all rates of depletion and values for the 
mine are pure guesswork. Both these difficulties can be 
tax on nre« S1 1 n ® ® stroke. Let the mining company pay 
k pr ! ncipIes ,until the year of its Ending u/ 
or of the exhaustion of the particular mine as tlS cafe 

. depletion for tax purposes x {profits tax plus standard 
rate of income tax). 



It might be convenient to allow a firm an advance cm 
this refund shortly before exhaustion or winding up wh? 
the extent of depletion is roughly known. If .the stand™! 
rate of tax varies during the life of the firm a practicable 
refinement would be to take the average rate if t b 
original owner is also the operator of the mine he Be t< 
no unearned increment through our proposals as there 
is no original purchase value and therefore no’ depletion 
for tax purposes ; unless he subsequently sells the mine in 
which case there is of course “ negative depletion ” and 
he pays tax. Finally, if replacement be substituted for 
historical cost as a basis for tax-free depreciation the 
original purchase value must be written up by the pe’rcen 
tage rise in the general price index in order to ascertain 
depletion for tax purposes. u 

D. Miscellaneous Concerning Depreciation 

1. It would surely be a good thing to qualify hotel 
buildings for tax-free depreciation. The hotel industry is 
highly competitive with foreign countries, in many of 
which* hotels get this relief. The tourist trade is vital for 
our balance of payments, and the reputation of our hotels 
keeps many tourists away. The importance of this in- 
dustry has been recognised by the Government in many 
ways: the British Travel and Holidays Association is sub- 
sidised; building licences are always forthcoming for 
hotels that look like earning dollars, and they even aet off 
purchase tax. 

Moreover, a large part of the industry has been crippled 
by the restrictive labour practices imposed, not by any 
trade union, but by the state through the Catering Wages 
Act. This Act is now generally admitted to be an error 
and the state owes the industry reparation. 

These points are far removed from abstract eternal 
justice. But that concept lights for us too. We saw in 
section 2(c) above good reasons to exclude dwelling houses 
, relief - None of them apply to hotels, and it is 
difficult to understand how so gross a theoretical error 
could have been made as to confuse the business of hotel- 
keeping with the purely private enjoyment of a house. 
The Colwyn Commission have nothing to say on this 
and merely argue that such buildings are subject to capital 
appreciation (para. 221) ; this is true, and the solution 
recommended for minerals above (Sec. 4) should be 
applied. It will not do to object that if hotels were relieved 
there would be a good case for relieving private houses. 
This is obviously false: if a doctor may claim depre- 
ciation on his car that is no ground for allowing it to a 
teacher, and no such claim has ever been raised. There 
is a limit to the shamelessness of taxpayers, and hotels 
would not be the thin end of any wedge. 

Hotels, then, less those parts of them lived in by owners 
and staff, should be classified as industrial buildings. In 
the case of realised capital appreciation there should be a 
refund to the Treasury. 

n 2 j T i? e l refu ® a l , of th e tax-free depreciation relief is a 
“tof ax - “ should be used quite consciously as such, 
and will be found to be an extremely convenient form of 
taxation, much cheaper to administer than the purchase 
tax. For the income tax forms and returns exist any- 
way, and go out automatically to all businesses whatso- 
ever. Whereas if it is required to strike at a particular 
commodity or activity by an excise or purchase tax it is 
necessary to discover the businesses concerned and issue 
separate forms. 

The refusal of relief is at present equivalent to a pur- 
ukL S6 , taX of w. 0 .^ . P er ceat -. not payable in unprofit- 

years l ^kile it is more my intention to point this 
out than to recommend objects for it, I cannot refrain 
Irom giving two examples. 

(a) Office buildings are at present subject to this tax. 
It would be as easy to relieve them as to relieve hotels, 
but it should surely be public policy to reduce and dis- 
courage office work. Also much revenue would be lost, 
l am therefore m favour of retaining this tax. 

(b) Advertising was nearly subjected to this tax a few 

The objection was raised that income tax 
should essentially fall only on revenue net of all costs. 

ca P vouch for Sweden and Switzerland. The case 
already reeved Wlth Bntish m,nes in foreign countries, which are 
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Though mineral depletion, the depreciation of office 
buildings and rises in the general price level already 
constitute exceptions much more serious than advertising 
could have been, the argument is surely valid. But the 
argument does not destroy the case for taxing advertis- 
ing indeed it does not touch it. Into that case we 

shall not here enter, but if it be agreed— as is the 
author’s strong opinion — that advertising is an ideal 
object of taxation, then there can be nothing wrong if 

EXAMINATION 

3114. Chairman: Thank you, Mr. Wiles, for the papers 
that you have sent in to us. Would you just clear up one 
or two points for me on your first document so that 1 
follow your arguments. You are saying in paragraph 4 
that: — 

“It is necessary to base tax on the replacement cost 
of fixed assets when the general price level has risen 
or is rising considerably, which is the present position 
in this country.” 

You put out a number of arguments in favour of that 
view. In your sub-paragraph (4) you say: — 

“ The capital gain made by the firm through the rise 
in scrap or re-sale value of its present fixed assets is 
quite illusory.” 

I am not quite clear about the point you are making there. 
You envisage that the firm in any particular year is still 
retaining and using its fixed assets? — Yes. 

3115. It would be abnormal to see any adjustment made 
to the value of that asset for a rise in prices so long as 
it was retained in use, would it not? — Certainly, yes, but 
this argument has been put forward as a counter-argument 
to my whole thesis. I do not think it has been put forward 
by accountants. 

3116. Your point is, I think, in the next sentence that 
it would be a very dangerous thing to give any value 
to that movement, because the rise in the value of the 
fixed assets is illusory, but you are going to use it for 
that purpose? — When the scrap value is realised, or if 
you realise some of the scrap value on re-sale of your 
equipment which might happen that realised capital gain 
is also quite illusory. 

3117. I am not quite clear why you say that. Would 
you enlarge on that?— That is simply because it does not 
take into account the depreciation of the general standard 
of value. You have not made a gain in real terms at all. 
Your gain is purely in money terms. 

3118. Stressing that the gain, for what it is worth in 
terms of money, goes against your original cost of the 
asset?— And that would give you an illusory capital gain ■ 
or anyway an illusory small depreciation. My own car, 
for instance, is, I think, still worth slightly more than the 
purchase price paid for it, and this I regard as being 
illusory. 

3119. It is an illusory contribution to the whole cost of 
the asset, that is your point, is it? — Yes. 

3120. If you turn to paragraph 7, I would like to be 
clear what index it is that you .envisage using. I see you 
argued before that it would really be in practice impossible 
to take individual indices for each kind of asset, and I 
quite follow that, but are you speaking there of a general 
index for capital goods or a general price index? — I have 
given some thought to this matter, and I am not clear 
exactly what index should be used. At present I feel 
that the right index would be one for all factors of pro- 
duction. It would be an index taking into account the 
rise in the cost of labour, the rise in prices of raw materials 
and the rise in the prices of all fixed assets, and you 
would get back therefore sufficient money in general terms 
from your investment to re-invest in factors of production, 
quite generally speaking. My idea is that the index should 
not take account simply of the rise in value of fixed 
assets in particular, because that might bias you either 
against or in favour of replacing your fixed assets by other 
fixed assets when the right thing might be to use more 
labour instead, or less labour, whatever it may be, 
according to how prices have risen. 



>. Wiles [Continued 



the Inland Revenue chooses to levy it in this particular 
way. 

I therefore recommend a purchase tax on all advertising 
that is not purely informative (e.g., as in theatre bills and 
trade journals) ; the tax to be at the rate of approximately 
50 per cent, with relief in bad years. In other words let 
all expenditure on “ non-informative ” advertising be 
classified as net investment for income tax purposes. 
23.10.1951. 



OF WITNESS 

3121. You make it up of three main constituents, do 
you? — Yes, I do not stand very dogmatically by this, but 
this is what I thought. 

3122. Your general idea? — Yes. 

3123. Raw materials? — Yes. 

3124. Consumption goods? — No, not consumption 
goods : raw materials, labour. 

3125. Labour, yes. — And fixed assets. 

3126. Fixed assets, I beg your pardon. — I do not myself 
think that consumption goods are really relevant. On the 
whole one does not consider changing one’s capital into 
consumption goods, but one does consider changing them 
into some other kind of producer’s goods. 

3127. You then go on to put forward your plan under 
which, if l follow you, you start with the historical cost 
of acquisition, then ascertain what rate of depreciation 
you are appropriately allowing for that particular kind 
of asset, and then adjust in each year the resulting figure 
by the factor in this index, whatever it is. Then you 
attach, I think, a lot of importance to the argument as to 
whether the depreciation fund which you create by these 
charges each year is going itself to follow the movement 
of the value of money? — Yes. 

3128. I am not sure that I follow the importance of 
those arguments. Supposing it were not right to make 
the assumption that you make there. How far would it 
affect the general validity of the method which you advo- 
cate? — I think it would drive me back on the method 
that I originally proposed which now seems to me to be 
wrong, namely, that you take the actual sum historically 
set aside in depreciation each year, you add up those 
sums which will have been set aside in, let us say, years 
1, 2 and 3 supposing that you have got five years alto- 
gether, and at historical prices it is £500 you want to 
set aside. On my original suggestion you Would set aside, 
let us say, £100 in year 1, £110 in year 2, and £120 in 
year 3. You would add that up, and that would come to 
£330. You would then set aside in year 4 a sum suffi- 
cient to bring you up to £400 multiplied by the index, 
£330 plus x=£400 multiplied by the index. My present 
suggestion is that you should simply multiply £100 by the 
index in each successive year, because you assume, I think 
reasonably, that the previous depreciation quotas have 
been wisely invested in assets which themselves follow the 
general course of prices. In my new way you would 
save the Treasury a certain sum of money, of course, be- 
cause instead of making up for the deficiency of past 
depreciation quotas out of taxed profits every year, you 
simply make up your given basic depreciation quota multi- 
plied by the index, and that alone is done. 

3129. I am not quite happy about your assumption, I 
want you to satisfy me about it. You make this charge 
against your profits in money terms each year. There 
is no exact fund which is created to .take care of the 
moneys which in your notion are set aside. They are 
absorbed, I suppose, in the general resources of the 
business. Is it safe to make your assumption, since out 
of the various kinds of resources of a business some 
would no doubt appreciate with the depreciation in the 
value of money, but some would not? I should not have 
thought that you ought to attribute the quality of appre- 
ciation to the whole of the fund.— I am quite certain that 
it would never happen exactly. 

3130. No.— You would normally invest this money in 
working capital of some kind, in stocks of raw materials, 
let us say. It is very possible that it would increase in 
individual instances far more than the loss in the value 
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of money, and that has to be taken into account as well. 
I just think that in general rough justice would be done 
by making my assumption. 

3131. If it went into, let us say. Government securities 
which you were keeping to provide for your replacement 
in the future, the argument would not, respecting that 
element, run true. — All the more fools they, caveat emptor, 
if they choose to invest in Government securities, that is 
their lookout. 



3132. We would have to recognise it as a thing which 
does happen when you are providing for replacement? — 
Yes. I do not see why the State should be required to 
make allowance for the follies of individuals so long as 
they can invest their depreciation funds in something more 
profitable, and, in fact, they can. I think that that is a 
matter for the individuals to decide, and the State should 
not protect them. 

3133. Would that then not be met by saying that once 
the State has allowed 'the calculation which you suggest 
by way of annual adjustment it should not be required 
to enquire further into what happens to depreciation? — 
Quite. 

3134. That would be enough to carry your point? — 
Certainly. 

3135. This is in paragraph 22. I have not got clearly 
in my own mind the significance of “ next-in-first-out 

I know various forms of this, but what is “ next-in-first- 
out ”? — That, I understand, I am not a very good account- 
ant myself, is when you put down as the value of the 
raw materials now possessed the value in the market if 
you were to buy today ; and “ last-in-first-out ” uses the 
most recent value at which you actually did acquire them. 

3136. Under this system at the closing date of the year 
you ask what it would cost if you bought all the stock? 
— At the price then reigning. 

3137. Is that used? — I cannot say. I imagine that it 
is used for pricing purchases in France and other coun- 
tries which are accustomed to inflation, but I cannot say. 

3138. Mr. Carrington : One must avoid confusion in 
that here “next-in-first-out” is not the basis of arriving 
at the figure of stock for balance sheet purposes. It is the 
■basis of arriving at the sum to be charged in the working 
account, trading account, or manufacturing account, as 
the case may be, for the material used during the year 
covered by the accounts. It is a case of charging against 
sales the cost of materials based on present day prices. 

3139. Chairman : Yes, I see. It would clearly become 
a contributor then to your profit? 

3140. Mr. Carrington: Undoubtedly. It is a basic 
figure in ascertaining profit, but not a balance sheet 
figure. 



3141. Chairman : Regarding one general statement you 
make in paragraph 23, I would like to know what the 
background of it is. You say: — 

“ The vast majority of firms do in any case set prices 
high enough to obtain full replacement funds, even out 
of taxed profits." 



IV s statement that ; have you got material behind 

“'—Yes, I am sorry, I should perhaps have quoted it. 
It is based on calculations taken from “ The Economist’s ” 
reports on firms’ profits. They issue these reports cover- 
mg about 700 firms’ profits every year, and those figures 
show that the extra depreciation that should be set aside 
could quite easily be set aside ; that is as an average I 
do not say that there are not individual firms, nor even 
individual industries, like the shipping industry, which are 
not quite capable of it, but the average profits will 



,. 31 ,? 2 - 1 ? aVe y<, l? *°* the rder ““ you could supply tt 
tie Secretary perhaps?— Yes, I will give him my fl B ures. 

3143. Mr. Millard Tucker : I have only got one ouestior 
I wanted to ask yon, 'because your paper is clear 
You told the Chairman that the depreciation fun/ or the 
S ! ”? r ““ ,ln8 11 wooM have to be invested in some 

?i£LiS-Y™ q “ lK 8i “' edged bm wouId i«f 

«f 3 J 4 k me as , k you to assume that you are the head 
that - and you have £100 - 000 today to invest in 

that type of investment. What would you do/where 



,uu ii. nun .may u line scale ox my busi 

ness is not increasing at all, if it is not an extra £100 0m’ 
but simply the ordinary turnover of my business and Tv 
business is a constant size, I would put if into’ work no 
stocks. That is the thing that I had principally i n mind 

3145. Invest it in the business?— Yes. Naturally then> 
would be a certain problem if the business w,ere expand 
ing (but, of course, that is not covered by the subject of 
depreciation) and you had to invest extra funds let m 
say, temporarily until you could put up your new factory 
or something, and that would indeed create a problem. 

3146. Supposing you do not want to use the money at 
the moment for stock purposes, where would you put the 
money set aside for replacement in the form of this de 
preciation fund?— That would depend how long I wanted 
just to have the funds more or less idle. It could be 
opportune to invest in gilt-edged if you thought that there 
was going to be a cheap money policy in the future, and 
the gilt-edged was going to go up in value ; it could be 
a good idea, but in general I think that I would use the 
better sort of equity. 

3147. Do not equities go up necessarily?— Not neces 

sarily, an investment is always a risk but there is a general 
tendency. 6 1 

3148. It is very easy to put your proposition, but I am 
not sure that it is so easy to carry it out in practice At 
the present moment equities are not going up, they have 
been going down, because you have got dividend limi- 
tation, not as a matter of law, but as a matter of sheer 
necessity.— Of course, in a period like that when equities 
ceased to be a very good investment it is exceedingly 
probable that the price level will not be rising very fast 
so the absence of a profitable outlet for the investment is 
likely to bring with it the absence of need to offset the 
fall in the value of money. 

3149. Who would you go to yourself personally to find 
such an investment expert who would be able to advise 
you on all these possibilities and say, " I have looked at 
the whole thing over the next 20 years and this is what 
is likely to happen ? Can you recall anybody you would 
go to personally for that purpose?— You do not want 
the name of my stockbroker, Sir? 

N f 0 ’ J ar TJ. nol ,S° in8 to say anything about stock- 
tL-T r u 1 all ~ No ,’ 1 do not think I could. I do not 
mime i have enough experience. 

Sir Geoffrey Heyworth : Just continuing with this 
discussion that you have had with the Chairman and Mr. 
Millard Tucker, are we not rather getting a little out of 
proportion this question of the re-investment of money 
provided under your plan? Is it not more likely that an 
ordinary business will be renewing capital assets, one or 
other of them, most of the time?— Yes. 

3152. Agreed that those capital assets renewed will not 

J.-M f 1 .. parc . el ls > h.V 1 basically there will be a parcel 
fo VL 7 ’ thierefore all you are concerned with obviously 
ni * you . retain for depreciation and the first 

80 « t0 provide for renewals in that year, 
^efore this problem of providing for the balance of 
£n ? y 0nIy ? ppl,es t0 suc b a year when the actual 
HaHnn wk T'? 8 In that year is less ‘ban the depre- 
ciation, is that not the real point?— Indeed. 

3153. And therefore it is not a real problem of any 
magnitude in most businesses, it could be in certain 

u IS tr ^’ such as shipping, where you do not 
necessarily buy a ship a year?— Yes. 

3154. But in most businesses there is no problem as I 
see it, except to provide for the unevenness of your need 
tor replacement, is that not it?— I agree entirely. 

** not ‘ dso true that most businesses are 
expanding to some degree we hope, and therefore since 
it is perfectly right to allow those funds for expansion, 
tor the time being you automatically have got another 
ave nue of investment in any expanding business which 
would protect its value?— Yes. 

3156. With those two outlets it seems to me there is 
not a tremendous problem, would you agree with that? — 
I would indeed. 
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1157 Mr Carrington : Would you mind turning to 
paragraph il in your paper? The second sentence says: — 
“Then a taxable profit must be declared, and the 
tax bill goes up in a year of depression. This bogy 
is completely scotched by the assumption made above 
that the money value of the fund already accumulated 
moves up and down with the level of prices.” 

Would vou mind elaborating that particular reference, 
what you describe as the bogy?— The bogy is this, that 
under my original, and to my mind, incorrect suggestion 
not here made, you try to have accumulated by the end 
of any year a sum sufficient to meet that fraction of re- 
olacement cost which now should have been accumulated. 
Supposing you are doing it in five years all told you try 
to accumulate by the end of the fourth year four-fifths 
of the replacement cost. Supposing at the end of year 3, 
prices are very high and three-fifths of replacement cost 
is therefore a very large sum, you then have a sharp de- 
pression, prices fall considerably, and at the end of the 
fourth year four-fifths of the replacement cost is a smaller 
sum than three-fifths was at the end of year 3, then you 
have to take money out of your fund and bring it mto 
the books as ordinary profit, taxable profit, and the tax 
bill goes up in the year of depression. According to my 
new suggestion you will be simply accumulating a sum 
of money such that every year you set aside one-fifth 
multiplied by the index for that year. You never look 
back at what the sum is now in total, for tax purposes 
that is You are not concerned with the value of the 
total sum. So when in your fourth year you have your 
sharp price depression you simply set aside a very small 
fraction of your one-fifth, say, 90 or 80 per cent, of the 
historical one-fifth instead of 120 or 100 per cent, 
of the historical one-fifth. Otherwise under my new 
scheme there is no change at all, and no notice is taken 
for tax purposes of the fact that the replacement cost is 
now falling. 

3158. You do not favour, I gather, correct me if I am 
wrong, the adoption of LIFO, or NIFO. for stock 
valuation purposes, do you? — Yes, I was doubtful about 
it because it does seem to me there is a most precious 
element of retardation in a wage price spiral due to my 
mind to the very extraordinary habit of shopkeeprs who 
will tell you that “you had better buy it now because 
the next lot in will be 10 per cent, more." This general 
habit of shopkeepers seems to me to be very .precious, 
and it should not be disturbed. It is quite irrational, 
but so long as they are willing to behave like that and 
not to behave like French shopkeepers the better. There- 
fore I would rather discourage the adoption of any taxa- 
tion system of stocks which would bring regularly to their 
notice the true facts of the situation. It seems to me 
quite contrary to the public interest that they should 
realise the true facts of the situation. 

3159. The reason I asked the question was this, that it 
is very much connected with this particular point we were 
discussing, namely, the tax bill in a year of depression. 
—Yes. 

3160. But as you do not advocate 'LIFO. I will not 
pursue that any further. 

3161. Mr. Crick : I do not know whether you were here 
when Mr. Harrod was giving evidence this morning? 
Yes, part of the time. 



3162. I do not want to rush you into a statement of 
opinion for which you are not prepared, but it occurred 
to me that you might have thoughts on this matter that I 
raised with him. You recall that Mr. Harrod objects to 
a continuing or repeated adjustment such as you suggest 
because of his fears as to the effect that would have on 
the attitude of the Government in its capacity as guardian 
of the purchasing power of the currency. Perhaps I might 
just quote one sentence from what he wrote for us : 

“ There should be no toleration for permanent 
measures which serve to reduce the evil effects of in- 
flation, since they would tend to make the State less 
mindful of its primary duty of preventing the occur- 
rence of inflation altogether.” 

I wondered whether you would be prepared to comment on 
that and say why you would reject that argument? — There 
are measures against inflation, and there are measures 
against inflation. It might be quite a good thing for the 
state, for instance, in its attitude to inflation that is, if 



Civil Service pensions were attached to the cost of living 
index, and that would supply the state with a strong in- 
centive to keep the cost of living down ; just as the state 
is usually interested in a cheap money policy, whether 
cheap money is for national purposes a good thing or 
a bad thing in any given circumstances the state will 
always be interested in cheap money. I suppose what 
Mr. Harrod probably would have said if pressed is that 
he meant the electorate, not the state itself. The elec- 
torate must be put in such a position that inflation is 
always thoroughly uncomfortable, and then it would try 
to avoid it, whereas if you introduced my sliding scale 
all over the place, and I am not recommending any more 
than this one, the electorate would be quite comfortable, 
and would not vote against inflationary Governments. 
But as regard the state as such I should have thought 
that quite a number of the sliding scales would mean the 
state would have to incur more and not less outgo, and 
that as far as the Treasury is concerned it would very 
likely keep the Treasury in a more deflationary state of 
mind. That is off the cuff, I am afraid ; I do not know 
if that exhausts the point. 

3163. I gather that this is the limit of the extent to 
which you would go within the whole range in applying 
your principle of automatic adjustment? — As far as the 
Royal Commission on Taxation is concerned it is I think 
the limit, yes. I have views about pensions and so on 
which I take it do not concern the Commission. 

3164. You would reject any proposal to apply it for 
instance to personal allowances? — Not if inflation got very 
rapid indeed, no, I would not reject it, but I should have 
thought that under present circumstances the electoral 
pressure upon the Chancellor to keep the income tax mild, 
especially at the bottom, is quite sufficient to see that 
personal allowances are duly raised without having an 
automatic scheme as well. On the whole, I think people 
should remain periodically rather uncomfortable by the 
sudden lowness of the personal allowances. I think that 
is a good built-in bulwark against inflation which should 
be retained. 

3165. I just want to trouble you with one detail on 
your second paper, at the extreme end of the paper, and 
it is to do with the subject of advertising costs. — Yes. 

3166. I take it that what you are advocating there is 
that many or a large part of the total of advertising 
costs incurred by businesses should be disallowed as a 
business expenditure? — Yes. 

3167. For the purpose of assessing income tax? — Yes. 

3168. You make a distinction between advertising which 
is purely informative, and that which is not? — Yes. 

3169. Have you ever tried your hand at defining what 
advertising is purely informative, and what is of another 
character? — No. 

3170. It would be a task of very great difficulty? — 
There are so many categories which quite clearly fall into 
the purely informative class ; advertising inside trade 
journals, advertising by theatres, advertising in personal 
columns (“ small ads.” are almost invariably informative) 
and it occurred to me as I wrote this that some crude 
division into categories of that kind, not of the actual 
subject matter of the advertising, but according to where 
it was published and in what form, would probably fit 
the bill. 

3171. You would judge it by the medium rather than 
the advertising? — Yes. In the case of theatres, I would 
judge it by the person advertising it. The fact that it is a 
theatre means that it is almost necessarily informative. 

I have not worked it out in any detail. 

3172. Mr. Kaldor : Mr. Wiles, you seem to have pro- 
duced a lot of arguments in your paper in favour of 
allowing replacement costs in depreciation, a subject I 
take it you feel rather strongly about ; when I look at 
the various arguments I suppose on the one side you are 
concerned with the equity aspect, equity to the ordinary 
shareholder? — Between one ordinary shareholder and an- 
other, and not to the ordinary shareholder as a class. 

• I emphasise continually that I do not want the ordinary 
shareholder as a class to iget any more money at all. 
That is a matter for the budget pohcy quite generally. 
Between one ordinary shareholder and another. 
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3173. Anyhow the equity aspect. Perhaps I will come 
back to that in a moment ; but your other main point 
is that the present system has harmful economic conse- 
quences, is not that your major point? — No. 

3174. On the efficiency of the allocation of resources? 
— I see, in that aspect. 

3175. Yes, I am asking you what is your main point. 
— I think my main point is both the first one of equity 
between shareholders, and secondly this one of the due 
allocation of resources. 



3176. Which one would you like me to deal with first? 
—Whichever you like. 

3177. Perhaps I will take your second one first. What 
is your point here? You say that it distorts the pattern 
of profitability? — Yes. 

3178. That is point 1 in your paragraph 4 that the 
present system favours new firms, can you explain just 
what that means? — It means that a new firm has very 
high historical costs. 

3179. Would that make its costs of production higher 
or lower? — It will make its tax bill lower, the costs of 
production are identical to those of the old firm. They 
both have the same replacement cost. The new firm 
simply happens to have higher historical costs. The 
replacement cost being identical the tax bill on the new 
firm is lower. 

3180. Is not the bill on the new firm lower because it 
is in effect investing a larger amount of capital as measured 
in money? — Certainly in money, but why measure it in 
money? 

3181. Let us perhaps put it the other way round, why 
not? You have not produced a single argument as far 
as I can see for not doing it — The new firm simply has 
invested no more in real terms than the old firm. Owing 
to the fall in the value of money the difference between 
the two investments is purely illusory. 

3182. The costs measure foregone alternatives, do they 
not? — Yes, not every time, of course. If you have a 
diminishing money system they do not measure 
foregone . . . 

3183. Any time an old firm, or a new firm, makes an 
independent act of investment, whether that is in replace- 
ment of something or not, you would agree that thing 
ought to be measured solely in terms of its profitability as 
against alternative uses for that money at that time. — 
Contemporary alternatives, certainly. 

3184. So that “bygones are bygones” as some 
economists used to say, and what is relevant for a new 
investment is its prospective profitability at the time the 
investment is made.— Yes, I do not agree that bygones 
are bygones, but I agree with the second statement. 



3185. Now that being the case what is your worry 
here? Your argument is that given taxation on the basis 
of historical costs, new firms get an undue advantage in 
competition with the old firms? — Yes. 



3186. Can you explain that to us? It is a very in- 
teresting point.— They pay higher taxes, they have the 
same replacement cost but different historical costs and 
the new firm pays lower taxes. 

3187. It has invested more money. Yes, the money 
does not matter because we are not now making a 
contemporary comparison, and money is no longer . . . 

3188. I might ask this question perhaps in two stages. 
I take it from sdmething you said earlier that you are 
not concerned with the total level of investment? — No. 

3189. You are satisfied that taxation has not much to 
do with it anyhow?— The total level in the economy. 
Within a given industry, for instance in shipping, the 
prwent taxation system is particularly hard on shipping, 
and particularly easy on some other industries, but the 
whole economy, no, I do not think it matters. 



31 90 Your point is that that volume of investmen 
should be differently distributed?— Yes. 

3191. New firms get too much and old firms get toe 
little? — They get too much resources. 



3192. New firms get too much resources?—' That is 
right, to play with after they have begun. 



3193. Why should that be so, because the new firms 
have more money than the old firms? — Yes. 

3194. Where do they get it from? — From the tax 
collector. 

3195. They get it from the tax collector after the in- 
vestment is made? — Yes. 

3196. What you are saying is that new firms will manage 
to get hold of too much of the machinery that is produced 
in any given year? — Yes. 

3197. And leave too little to the old fi rms ? — Yes. 

3198. In order to get hold of that they must have the 
money to buy the new machinery. — Yes. 

3199. Where do they get the money from? — They get 
their gross revenue in the same way as the old firm and 
they pay smaller taxes. 

3200. Why is the new firm in a better position to spend 
money on machinery than the old firm? — Because it is 
paying smaller taxes. 

3201. Because it has not existed before? — I am sorry, 
no, in the actual moment of foundation, I think this is 
the misunderstanding between us, I am not speaking of 
the moment of foundation, I am speaking of its subsequent 
life. In the subsequent years of the firm when it is paying 
a smaller tax bill than the firm which was founded pre- 
viously it will be diverting to itself too much of the 
national resources. 

3202. Mr. Wiles, I think this is a major point in your 
argument, and you do not mind if I take you up a 
little more on this? We do not even have to think 
of a new firm or an, old firm. We can simply think 
of firms which acquire their assets at different times is 
that not so? — Yes. 

3203. You say a firm which has acquired its assets now 
is in a better position to get hold of real resources 
than a firm which has acquired its assets before?— Yes. 

3204. ! But why? — Because it pays smaller taxes. 

3205. In the future? — I am sorry, this is the new firm 
actually working now. 

3206. I am trying to explain to you and to get you 
to agree with me on this point, that from the point of 
view of distribution of investment between different 
uses what is the future allowance on the depreciation 
does not matter. What matters in this is the amount 
of monetary resources or liquid resources firms can 
command? — That is right. 

3207. You were saying that the 'firms which install 
their assets now at higher costs because they in future 
pay less taxes can now command more liquid resources? 
—No. 

3208. Otherwise your argument does not hold.— No, 
a firm which last year put in its machinery now can 
demand back more money. 

3209. When last year it used its money for investment 
mat money in turn must have accumulated through a 
depreciation fund, must it not?— Or it was never used. 

3210. Mr. Kaldor: It creates the same problem. 

3211. Chairman : If I follow you, Mr. Wiles, you are 
saying that your idea is that in the years succeeding the 
acquisition or installation, of an asset at a very high 
cost the firm which has done that had an advantage 
with regard to the resources available for it in succeeding 
years as against a firm which had installed its assets 
when prices were lower.— That is what I am trying to say. 

3212. Mr. Kaldor : All that I am trying to say is that 
on your view old firms have to turn to outside finance 
and new firms do not have to turn to outside finance 
because they are new. — Yes. 

3213. But new firms have to turn to outside finance all 
the more? — You are still talking about the actual year 
of setting up of the new firm, I am still talking of the 
subsequent years. During its subsequent years the new 
firm which has just set up has more financial resources 
at its disposal than the old firm which set up many years 
before. 

3214. If in both cases you are considering the actual 
physical replacement of an asset and the availability of 
sums out of post depreciation for the purpose, and you are 
considering a continuous rate of inflation and rising prices, 
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surely there is no difference. The firm which has replaced 
its assets last year had to face this problem last year. 
—Yes. 

3215. The firm which replaces its assets next year will 
have to face the problem that year.— Yes. 

3216. But there is absolutely no difference according 
to when the date of the physical act of replacement 
happens to take place ; if the act of replacement happened 
recently it means that the problem has already been faced. 
—I think there is much substance in that. If the rate of 
rising prices, is quite regular, which of course it never 
is I think there is much substance in that point which 
you make. But I think another thing you must assume is 
that the time distribution, of physical replacement is very 
even. Each firm must be presumed to be replacing a 
regular constant fraction of its capital year by year. If 
that is given, which of course I do not agree, and the 
rate of rise in prices is even which it is not, I think your 
point has great substance. 

3217. I am not sure I agree with all your qualifications, 

I agree with some of them. I will leave this .point, hut 
I would like to take you up on the next point. If my 
point has substance here I do not believe there is very 
much of a distortion as far as the distribution of the 
real investment is concerned on the lines you mention. 
You then go on to your next point, (2), that it means that 
business men are driven to obtain outside finance.— Yes. 

3218. And that involves the economy in the perfectly 
real costs of obtaining such finance? — Yes. 

3219. I want to put to you two questions here. The 
first is, surely, that is only the case in so far as there are 
insufficient taxed profits put aside. It is not a matter of 
taxation, it is a matter of the size of the net profit that 
is put aside?— Yes, there are firms, not many of them I 
grant, according to the figures which I worked out, there 
are not very many of them, but there are some, who 
are driven, owing to the low level of their taxed profits, 
to borrow for the purpose of replacement. 

3220. That may be true under any system whether there 
is taxation of profits or not? — Indeed, but you do not 
want any tax system to make it quite certain. 

3221. What I am arguing with you is that I do not see 
the case established that the present tax is inequitable 
in its effects when there is less real investment undertaken 
with the aid of outside finance today than there was 
before the war?— Certainly, yes, but there is much more 
for replacement. 

3222. As far as the real cost of obtaining this finance 
is concerned it is less than it was before the war? No, 
the real cost of obtaining finance for purely replacement 
purposes, firms which are basically sound but simply have 
to pay inequitable tax bills, that is a cost which .... 

3223. Are you not mistaken here when as an economist 
you emphasise that it is purely for replacement purposes? 
When a shipping company purchases a new ship, from the 
economic point of view, whether it is replacement of an 
old ship or whether it is an addition to the stock of ships 
in the community, is rather irrelevant to the question 
whether the investment should be undertaken or not? 
Yes, I think that that is quite correct, that the profit- 
ability side of it, which I was not talking of, is not very 
relevant. What I am talking about is that the forcing 
of such firms on to the market and the incurring of the 
administrative costs of ... . 

3224. Firms are forced less on to the market today 
than they were before the war. — That is so, is it? I do 
not know. 

3225. Undistributed profits of companies have gone up 
seven and a half times, net of all taxation, while the 
tax-free allowances for plant and machinery have gone 
up by 80 per cent., and if you put the two together I 
think the two things have gone up five or six times. — 
The point that I am trying to make is this, that before the 
war, when you did not have a considerable and fairly 
continuous rise in price level only those firms borrowed 
who wanted to make new investments, complete changes 
perhaps in the manner of their business, or considerable 
expansions. Today the firms may have to borrow, I do 
not imagine for a moment that it is frequent, may have 
to borrow simply in order to keep going, and this seemed 
to me a minor waste. 
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3226. I think you are looking at it more from an 
injustice point of view, that it is rather an injustice that 
firms should be forced to have to borrow, merely to 
keep going, it does not cause a distortion in the pattern 
of economy? — I thought we had left that point. 

3227. I was still on it — I am sorry, I thought .... 

3228. I was trying to find out whether there is any- 
thing in this distortion. — I thought we had left distortion 
and were now talking about costs of borrowing. 

3229. I thought your point was that if firms are forced 
to rely on outside finance that causes some distortion, is 
that not it? — No, just causes administrative costs, I think 
I am saying in paragraph 2, is that not it? 

3230. Since the war, partly as a result of inflation, a 
lot of firms did jolly well and made enormous profits. 
Other firms did not do so well and made smaller profits. 
This change in the relative position of firms, and the ques- 
tion whether they are forced on to the market or not, has 
to do in a large number of cases with the weight of the 
general level of taxation . . . — Certainly. 

3231. But not so much with this particular question of 
the correctness of the method of depreciation. Let us 
go on to equity. You rather dismissed the arguments, 
which I see later on you quote as having been put for- 
ward, that this reference means picking out one particular 
aspect of the effect of the depreciation of money and 
ignoring all its other aspects?— Yes. 

3232. Have you considered the distortion to the economy 
caused by the fact that two firms may differ in financial 
structure even though they may be identical in every other 
respect and produce the same commodity? One of than, 
say, has capital employed which exceeds considerably 
the’ proprietor’s own capital employed in the business, 
and has debenture or mortgage interest to- pay, whereas 
in the other case the capital employed in the business is 
just the same as the proprietor’s own capital, and there- 
fore there are no loans or debentures outstanding. Surely 
under inflation the second firm benefits unfairly, does it 
not, in relation to the first firm?— Yes, certainly, that is, it 
benefits through decisions taken entirely voluntarily by 
itself and by the people who bought its debentures. These 
decisions were taken on both sides with open eyes, and 
are not the concern of the Treasury. We have here at the 
moment, however, before us an injustice which is the con- 
cern of the Treasury and which it could I believe alter. 

3233. Never mind about the concern of the Treasury, 
the two injustices are in exactly the same. . . .—The one is 
a compulsory injustice. Tax cannot be avoided ; it is not 
a matter of free contract. 

3234. Yes, it could. There was no need for the firm 
to invest money in plant or machinery at all. — The point 
is that a tax. . . . 

3235. It might have lent it out in the market.— The 
tax is not a matter of a free contract between two parties. 
You cannot say caveat the taxpayer. The doctrine of 
caveat emptor has no parallel in the field of taxation, 
and in consequence my general decision that you should 
not lower the total tax burden on equity holders as a 
class, but it should be re-distributed. I feel that there 
is no valid objection to be brought against my scheme 
on the grounds that it does not cover debenture holders. 

3236. I am sorry, you are misunderstanding my point. 

The question of equity between debenture holder and the 
ordinary shareholder was not my point. That is the 
point you dealt with in your paper. The point that 

you do not deal with in your paper is that the distor- 
tions caused by inflation are equally unjust as between 
different firms ; they are the sort of distortions which we 
were talking about, and which, in my opinion, are really 
more important when considered in relation to differences 
in financial structure. — No, indeed. Since this is a taxa- 
tion question I am, of course, unable to deal with that 
point. I have often thought that it would be a good 
thing if debentures in general were in some way linked 
with the cost of living. 

3237. You are now thinking primarily as an economist? 
—Yes. 

3238. And you are primarily worried about the distort- 
ing effect of inflation on the economy, on the efficiency 
and productivity of the system. You are not concerned 
with equity, are you? That was your point, that the 
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historical cost depreciation is a bad thing, it distorts the 
pattern of production and efficiency. Is that not equally 
true. . . . ? — Yes. 

3239. Even more true on account of the fact that com- 
panies make an undue gain on inflation in so far as they 
have debentures and the real value of these diminishes? 
— It is entirely true, it does not seem to me to be a 
problem so easily solved. I submit that two blacks do 
not make a white. 

3240. Could you not apply your price index to Professor 
Paish’s proposal? He came before the Commission last 
week, and he wished to revalue not only depreciation 
allowances but also the firm’s obligations? — Yes, if it is 
considered to be relevant to the payment of taxation 1 
would be willing to work out such a scheme. 

3241. Talking about it as an economist you realise, 
of course, that if you wish to maintain constant the total 
amount of taxation falling on the earnings of the equity 
shareholder, and you want to introduce this reform, the 
rates of tax would have to go up considerably? — Yes. 

3242. You are, in fact, relieving of tax an initial part 
of the profit earned in any year and thereby raise the tax 
on the margin. In other words, you raise the rates of 
tax and thereby increase the taxes falling on the margin 
in order to relieve from tax a larger part of gross pro- 
fits? — The gross revenue is being untaxed at present. 
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3243. The gross revenue which a firm is trying to maxi 
mize, is that it?— When you have covered your costs 
present you go up straight away to paying the standard 
rate, and you may under my scheme, having covered 
your costs, go to paying a rather higher standard rate 
than before, that is what you mean, is it? 

3244. Yes.— That is quite correct, that is a disadvantage 

3245. It is the gross revenue which the firm is trvim> 
to maximize. Depreciation is a deduction from this?— 

3246. What you are suggesting is to make a bigoer 
deduction tax-free and then raise taxes?— Yes. 

3247. Per unit of profit earned? — Yes. 

• 32 1 8 ‘ xT hat , is a bad thing from an incentive point of 
view?— Yes, but it is a disadvantage which is inseparable 
from any such scheme. 

3249. It is inseparable, but you would say that the 
economic effects of historical costs depreciation are so 
bad that they far outweigh the bad economic effects on 
incentives of having to raise the rates of taxation?— That 
is my opinion. 

3250. That is your considered opinion? — Yes. 

Chairman: Thank you, Mr. Wiles. We are much 
obliged to you. 



The witness withdrew. 



Mr. T. Balogh ; called and examined. 

MEMORANDUM SUBMITTED BY MR. T. BALOGH 



SOME ECONOMIC ASPECTS OF MODERN 
DIRECT TAXATION 
I. Introductory 

In the following I shall restrict myself to the considera- 
tion of the effects of taxation on the incentive to effort 
(Question A.I.a) and on economic progress generally. The 
second problem involves an analysis of its influence on 
risk bearing, i.e., willingness to invest (Question A.I .b) 
and on the capacity to undertake commitments, i.e., the 
supply of capital available for risk bearing (Question 
A.I.c). The latter question involves also the general 
monetary equilibrium (Question A.I.d and e) in so far 
as that is determined by the relationship of saving to 
investment. 

In order, however, to be able to treat this central theme, 
it is necessary to deal briefly with the causes which have 
given rise to the insistent demand for progressive direct 
taxation. This will provide a basis for deciding how far 
some degree of inequality of incomes represents an econo- 
mic necessity, which has to be accepted if deleterious 
effects on economic activity and progress are not to ensue 
(through excessive taxation of the rich! 



raw materials, etc., i.e., all incidental expenses such as 
sales promotion, travel, entertainment, maintenance of 
cars, houses, etc., for employees. 

(b) All expenses against professional services. 

(c) All expenses against agricultural income, especially 
cars, servants, charges for “ office space ” and all depre- 
ciation allowances. 

(d) Covenants made against incomes above £2,000. 

(e) Trusts established in favour of minors (ibid. 
para. 9). 

4. The concept of -taxable income should be extended 
to realised capital gains. Special treatment of this type 
of income is advocated. It would be difficult without such 
a measure to deal logically with the definition of trading 
profits (ibid. para. 10). 

5. Direct taxation does not necessarily reduce the over- 
all rate of saving and investment as public saving can 
replace private saving (Part III (a)) (paras. 11 and 12). 
Consideration should nevertheless be given to reinforcing 
the existing machinery for canalising budget surpluses into 
productive investment (ibid. para. 13). 



Summary of conclusions and recommendations 

1. The distribution of income is not governed by un- 
alterable laws but is, and can be, influenced by institu- 
tional factors. Hence the incidence of taxation even from 
a strictly economic point of view should be redistributive. 
(Part II, (a)) (paras. 1-5.) 

2. The effect of taxation on incentive depends on the 
technique of taxation and the social circumstances of the 
taxpayer (Part II ( b )) (paras. 6-7). Consideration should 
be given to reduce the number of direct taxpayers. Alter- 
natively, the increase in -the rate of income tax should be 
made less abrupt, and repayments under P.A.Y.E. should 
be effected at specially suitable dates (ibid. para. 8 (i)). 
Unearned income above £2,000 should be taxed more 
heavily, either by a flat percentage charge on the value 
of the capital asset, or a flat -unearned surtax on unearned 
income chargeable prior to the calculation of income and 
surtax. Relief on earned income should be extended ud 
to a limit of (say) £10,000 p.a. (ibid. para. 8 (ii)). 

r ?' T be Commiss i°n should obtain the estimates of the 
stat!stics^ eVenUe ° f tax ' evasion and also the following 

(a) The expenses allowed against Schedule D 

other than those incurred * 



6. Legislation permitting Trustees and Charities to in- 
vest in equities of defined standing might advantageously 
be recommended for this country (Part III (b)) (para. 16). 

7. General tax concessions on the undistributed profits 
of all businesses would strengthen the trend towards 
monopoly. The differential taxation of distributed profits 
should be discontinued after the present emergency. Tax 
concessions on research expenditure should be made 
dependent on conditions, and a scheme favouring the ex- 
pansion of small firms should be considered, (ibid. 
para. 17). 

8. A reduction of risk by maintaining full employment 
is by far the most hopeful direction of tackling the problem 
of continued intensive private investment. A further step 
should be envisaged by building up reserves against econo- 
mic (as contrasted with technical) depreciation, either by 
the industries themselves under Government supervision, 
or by the Government (Part III (c)) (paras. 18 to 23). 

9. Relief should be extended to fluctuating incomes by 
permitting the reclaiming of income and surtax overpay- 
ments resulting from these fluctuations (Part III (e) (ii)) 
(para. 25). 

10. The marginal incidence of income tax should be 
paying wages, of obtaining altered by assessing income tax on the basis of gross 
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income, i.e., profit before depreciation and obsolescence, 
ie 100 per cent, “initial” allowance system should be 
introduced {ibid. para. 26). 

11. Variation in the rate of taxation does not seem an 
effective means to combat business fluctuations (Part IV 
(a)) (para. 28). 

12. A general decrease in direct taxation is not likely 
to solve by itself, the problem of inflationary pressure 
(Part IV (W) (paras. 29 to 33). 

II. Taxation and Incentive 

(a) The origin of the demand for redistributive taxation 

1. There are two main reasons behind the demand for 
a greater equality in the distribution of income (and 
wealth) by imposing on the rich a larger share of the 
burden of taxation. In the first plaoe, the existence of 
private property and its transmission through inheritance 
gives rise to incomes which are not earned as a result of 
an active and positive contribution to the productive 
process.* In the second place, which is in a certain sense 
connected with the first,t the imperfections in the market 
for certain higher paid services and functions are thought 
to result in an unnecessarily unequal distribution even of 
the “ earned ” income. 

2. In the past the level of the lowest incomes and the 
existing inequality in the distribution of income has been 
defended on the basis of what was thought to be a 
natural “ law ”, any violation of which would be self- 
defeating. According to this view, the wage level was 
determined by the costs of maintenance and reproduction 
of the working classes. Any rise in real wages above this 
level was thought merely to result in a corresponding 
increase in the population, which would once more depress 
wages to the subsistence level. 

3. This view was completely confounded by the develop- 
ment of real wages and the fall in the birth rate. It has 
come to be realised that the share of wages, and con- 
versely also the level of higher incomes, cannot be derived 
from any simple consideration, but must be explained by 
the mutual interaction of a great number of complicated 
factors. Among the most important of these factors is 
the degree of competitiveness within, and the freedom of 
entry into, the entrepreneurial classes and the degree of 
organisation of labour. 

4. The level of higher incomes has never been 
explained in similar terms. Indeed such application of 
that type analysis as was attempted merely showed that 
circularity of argument could not be avoided. Recent 
events have demonstrated again that the historical dis- 
tribution of income and the cost of the “ traditional ” 
way of life of members of these professions plays a 
considerable influence, in so far as it stimulates — possibly 
tacit — collusion to attain it. 

The rate of remuneration which can be obtained In 
private profit-earning industry is the usual justification of 
high managerial and professional incomes. This, how- 
ever, cannot provide an explanation : the profit-earning 
capacity of the executives of corporations is itself, in turn, 
determined by the ease with which new firms can become 
established. Thus the conventional or historical attitude 
concerning the “ right remuneration ” or “ fair profit ” 
seems to play a determining influence. 

Entrepreneurial behaviour is conditioned by experience 
in which business fluctuations seemed an unavoidable 
occurrence. The rate of profit which has come to be 
accepted as a minimum, in particular, is, therefore, far 
above the rate which is, in conditions of full employment, 
needed to maintain industry. 

* It might be argued that the possessors of wealth contribute to 
the productive process by forgoing the possibility of using their 
wealth for immediate consumption. This, however, seems to beg 
the question in so far as it is the existence of laws permitting 
the passing of property which made this choice possible. The 
further argument, however, that without this possibility, the 
original creators of the fortune might not have “saved” (in 
the sense of abstaining from consumption and not necessarily 
in the sense of not spending their income: most of the accretion 
of fortunes seems to have originated in capital appreciation) is, 
as we shall argue below, weakened by increase in the importance 
of corporate saving and investment, which from the point of view 
of the individual is “ enforced ”. . 

t In so far as the possession of capital enables people to obtain 
executive positions in private business. 



5. To sum up : the distribution of income is not 
governed by unalterable laws but is influenced by 
historical and institutional factors, conventional ideas 
about the standard of life befitting higher occupations, 
etc. Even in the case of profits, historical development, 
which conditions the view of entrepreneurs on the level 
of profits needed to maintain business (in face of business 
fluctuations), was of prime importance. 

Hence the incidence of taxation, even from a strictly 
economic point of view, can and should be redistributive 
so as to bring about a division of incomes more consonant 
with social justice. 

(b) The effects of progressive taxation 

6. Taxation generally has two contrary effects on the 
taxpayer. 

(i) It diminishes his real income or wealth. This 
tends to increase the marginal utility of income in terms 
of his effort and thus, in general, tends to increase his 
willingness to work or bear risk. 

(ii) It tends to cut the real yield of any additional 
effort and thus tends to decrease his inclination to 
further effort or risk bearing. 

It depends on the technique of taxation and also on 
the closeness of the relationship of the variation of the 
monetary remuneration to the marginal effort as to which 
of these two effects will predominate. It may be expected 
that taxes which diminish the average real income per 
unit of effort without impinging correspondingly on the 
marginal income will increase willingness for further 
effort. Progressive direct taxes fall more heavily on 
marginal than on average real income. If income varies 
with effort, progressive taxes may, therefore, reduce the 
incentive to additional exertion. 

7. The extent to which they in fact do so depends, 
however, (i) on the possibility of varying the amount of 
effort or risk bearing by the individual taxpayer. 

Furthermore, (ii) the consciousness of relation between 
the increase in effort and the increase in taxes, (iii) the 
irksomeness of work, (iv) the non-monetary rewards 
accruing from effort as well as (v) the historic develop- 
ment of “conventional needs” determining the value 
attached to the marginal income in the different social 
strata, play an important role in this connection. 

Individuals belong to social classes and are expected to 
conform to certain standards of life. Attractiveness of 
the marginal income will depend on the relation of total 
income to what might be called “the social minimum 
income” and its own relationship to average income. The 
immediate impact effect of increased taxation, depends, 
therefore, to a large extent on whether the taxation reduces 
real income below the social minimum of the taxpayer or 
whether it merely reduces what we may call “ free income ” 
above that social minimum. In the first case, he will, if 
he can, try to maintain his standard of life. We must 
include savings, i.e., provision for the future, in, the social 
minimum. It will thus depend on whether the income 
recipient is able and desires to increase his expenditure 
or, alternatively, whether he has fixed obligations in 
terms of money to implement, and/or the wish to acquire 
reserves against the future, whether taxation on the margin 
will be a deterrent or an incentive. 

In the longer run the social standards might be adjusted 
to the long-term trend of income net of tax. In that case 
the need to maintain real income would diminish. But it 
is possible that the adjustment will be through harder 
work (or the bearing of greater risks) even in the longer 
run so as to maintain real income despite taxation,.* 

8. From this point of view the following cases should be 
distinguished : 

(i) In the case of workers progressive income taxes will 
tend to act as a disincentive. This is particularly the 
case under conditions of full employment and rising dis- 
posable real incomes, when the marginal part of incomes 
is not yet considered necessary to maintain a socially 
minimum standard of life. Workers are then able to 
vary their effort both in, the case of piece wages and m 

* Rationing in war-time, and life in isolated communities will 
limi t the capacity or desire for increased expenditure. A rapid 
increase in real income will certainly tend to diminish the value 
of marginal income. 
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income is being so charged In many cases this is per f ecflv 
legitimate. In others perhaps less so. In any ^ 
the trend of expenses charged by firms and individual 
on “promotion”, “travel”, “entertainment" 
etc., is increasing this reduces the value of codmmL 1 ’ 
statistics on the distribution of income. The autEl 
no doubt make some “ adjustment " for the income vS 
of income by a decrease of effort. It depends largely on would formerly have been, but no longer is assessed f 

the irksomeness of work, or whether it is associated with tax. It would seem important for the Commissin t 

signs of “social approbation” other than cash rewards, obtain these estimates. In addition, the collection nfV° 
whether an increase of income will decrease effort or fnllnwimr stn tictuwi .matnriui mi'nkt r... 01 



the case of time remuneration, by refusing to work over- 
time or even refusing to attend regularly. As against 
this must be mentioned that overtime and bonus pay- 
ments represent a marginal incentive conditional on the 
performance of a certain minimum of work, thus 
exercising strong incentive to total effort. On the other 
hand, workers are more likely to react to an increase 



vice versa. No a priori judgment is possible. 

However, P.A.Y.E. not only makes tax payments 
obviously dependent on effort but results in an immediate 
repayment of taxes as income decreases through 
absenteeism, and thus increases the attractiveness of 
periodic leisure. 

An expedient which might help to reduce the adverse 
effect of taxation on effort is the exemption from taxation 
or the reduction of the rate of tax upon what might 
be termed incomes derived from effort additional to norma] 
effort.* Unfortunately, even in the case of wage earners, 
it is extremely difficult to assess the basic “ normal ” 
income which might be adopted as the basis of income 
taxation irrespective of actual income. It would probably 
lead to evasion and abuse and might encourage concen- 
tration on “ overtime ” output to the detriment of overall 
productivity. It has, therefore, to be rejected. Considera- 



following statistical material might be useful: 

(a) The expenses allowed against Schedule D incomp 
other than those incurred in paying wages or ohtahhw 
raw materials, etc., i.e., all incidental expenses such 
as sales promotion, .travel, entertainment, maintenance 
of cars, houses, etc., for employees. 

( b ) All expenses against professional services. 

(c) All expenses against agricultural income especially 

cars, servants, charges for “ office space ”, and all denre 
ciation allowances. F 

(d) Covenants made against incomes above £2.000. 

(e) Trusts established in favour of minors. 

10. The importance of unearned income in total income 
has not diminished as much as might have been expected 
as a result of the heavy death duties which have been 
in operation for over two generations. Such income 



tion should therefore be given to increasing the limits accounts for much of .the undesirable and economically 
of tax p.Yftmntinn ac tn r P mnv» c nf +i,= unwarranted inequality of income. One of the main 

reasons for this, falling under the .terms of reference of 
the Commission*, seems the appreciation of capital assets 
This is in part connected with the accumulation of undis- 
tributed profits (cf. below) which, from this point of view 
constitutes an evasion of surtax payment. Moreover, there 
can be no doubt that capital gains are increasingly regarded 
by individual taxpayers as part of income and spent if 
needed. 



of tax exemption so as to remove a greater part of the 
working population from direct income tax liability. The 
amount of income tax paid in 1948-49 by 18,025,000 tax- 
payers out of 20,750,000, i.e., almost nine-tenths, was £181 
millions out of £1,057 millions. This measure would 
therefore reduce the work of the Inland Revenue authori- 
ties and permit the system to function more efficiently, f 
It might, alternatively, be advisable to 

(a) render the increase in the rate of income tax less 
abrupt ; 

C b ) effect repayments under P.A.Y.E. not currently but 
at specially suitable dates, e.g., before Christmas. 

_ (ii) The force of these arguments is less in the case of 
higher incomes. The jobs performed are more interesting 
and less onerous. Moreover, the real value of these 
incomes after tax has been falling so that the maintenance 
of disposable income is likely to be regarded as more 
important. In the case of higher salaried personnel there 
are also non-monetary advantages accruing from increased 
effort. Managers are interested in a continuous expansion 
of the enterprises with which they are associated. Their 
standing and the security of their jobs will depend on, this. 

Nevertheless, for historical reasons, the burden of taxa- 
tion on incomes above £2,000 p.a. does not sufficiently 
differentiate between earned and unearned incomes. Not 
only have the possessors of the latter i 



Consideration should therefore be given to the extension 
of the concept of income to realised capital gains or rather 
the establishment of a special category of personal un- 
earned income. The American tax system has incorpo- 
rated such a tax for a long time and valuable experiences 
have been gained. It is evident that if a deterrent effect 
on risk bearing is to be avoided (and conversely if the 
scope for tax evasion — through charging of losses — is not 
to be widened) unearned income of this type should not 
be consolidated with the rest of income. Capital losses 
should only be deductible against capital gains and not 
against other incomes (except, possibly, a limited sum of, 
say, £500 p.a.). Taxpayers, however, should be able 
to carry forward capital losses without .time limit. The 
tax charged should, as in America, vary with the length 
of time, the asset is held and be subject .to a slower 

SIS SpitTSd taXTftey «"mpBon“hS bS 

able is bpt they “ ^T e, ” a,a houses » 



Consideration should, therefore, be given to taxing un- 
r b ? ve> say ’ £2 ’ 000 P- a - more heavily and 

SSSl MoTp” to £2 ’ 000 p - a - ° ( ea ™ d 

■iskXrinX favourable) to 



The importance of such a redefinition of income is very 
uch increased by the fact that it has been shown that 
without such a measure it is difficult, if not impossible, 
o deal with trading profits in a logical manner without 
risk-bearine tn “ v*““ JPW“«»y iavourablej to ? untaxed incomes. In all cases, e.g., mineral 

risk.beanne to achieve this aim is to tax unearned income "6 1 * s . etc, in which a wasting asset is acquired 

e charge on the value of Cfte tax exemntfnn n f — e 

j Q *>• derived. If this should 

fllt “• 



the capital asset fmm «ie value of exemption of capital gains forces the refusal of 

be found administrativeTy faadli^ri flat Stem Sd More ?™-' *. d “ isi ?” 

SsTS. 41 "" be talti ' uted char ®* M ' Prior to 

9. According to all available statistics, there has been 
in e^mT^ «y le ohai,8e in the distribution of post-tm 
income ,n this country. On the other hand theif se™ 

P.Sv°™ ? h * in pattems of luxury spending 
Partly no doubt this is explicable by capital consS tof 
But this can hardly wholly account fo? the dtecrXcy 
Jt 1 "? year ®. w ith direct taxation increasing steen, „ 
one f “™ly P , 



as costs against 



“charge 

+ £, ! S! th ? d was ad opted in Germany, 
nee'd toSdS'X SS2e" hXl, fc ■“"“‘■“-ial 
indirect taxes) on the^owest income clasps. 1 ° D (includiD 8 



■A pollc y , 0n , undistributed profits ought not to be 
fluenced by the fact that non-distribution of profits is 
n excellent method of surtax evasion in a system which 
does not tax capital gains. 

III. Taxation and Economic Progress 

(a) Taxation and the volume of saving 

/quality of income, the co-existence of extreme 
p ;;. er , y and hl ® h incomes, was thought by classical econo- 
tlJ 0 '° e necessitated by the needs of economic progress. 
rney opposed increases i n direct taxation, arguing that 

estaNkWnt 1 s J?f le ® al evas . ion of death duties through gifts and 
on can S ^ f trusts , P assin 8 over generations. Though taxes 
uneaSn^ n Properly be regarded as a form of taxation of 
ComSfssion 6 ’ the ‘ r considBration see" 15 to be excluded by the 
t Cf. Cmd. 8189. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MEMORANDUM 



293 



27 June, 1952] 



Mr. T. Balogh 



[Continued 



this would tend to reduce capital accumulation and thereby Thus the strengthening of State finance corporations 
retard the increase in productivity and thus redound in advocated above seems advisable also from this point of 

the long run to the detriment of the poorer classes. This 



argument was based on assuming (mostly implicitly) 

(a) that full employment would always be maintained, 
i.e. that the power to save would never be wasted. 

It thus overlooked the possibility that the State could— 
indirectly— promote investment through additional expen- 
diture even if this was covered by additional taxation when 



15. The risk bearing money fund might, however, be re- 
constituted indirectly by sale of capital assets by those 
willing to bear risks to others. The original risk bearers 
would then again be free to undertake new risky commit- 
ments. Nationalisation of industry has an important in- 
fluence in this respect. When a sector of the economic 
was unemployment. This would happen if taxa- Nystem is taken over by the State this will at one and the 

diminished saving and parallel State expenditure fame tune decrease perpetually the demand for risk 

tion ainuuiMi 6 ■ * th wil i in „ np „ invest bearing capital. The nationalised industry is financed 

would increase demand, and also the willingness to mvest dther s thr( £ gh budget surpluses, i.e., collective saving, or 
by improving pro P by issuing fixed interest bonds, i.e., savings media free 

(b) that the State was also unable to increase mvest- Q .£ jjsk ( exce pt the risk of changes in the rate of interest) 

ment directly by cutting consumption expenditure by , w hich are suitable for the banking system (if liquidity is 

additional taxation, and by using the consequent budget re quired) or for other savings institutions. Nationalisation 

surplus to promote productive investment either will also once and for all increase the fund of risk-willing 

(i) by investing the surplus productively in the public capital available to the rest of the economy by the amount 

sector of the economy, or of risk capital which is displaced in the nationalised sector 

(ii) bv repaying public debt, or and which is unwilling to remain in gilt-edged securities. 

(iii) by promoting private investment through Govern- Thus the discrepancy between_ share and bond yields will 



be reduced. The limitation of the field for private enter- 
prise will make risk-willing capital more eager to enter 
fields of economic activity and even to accept a 



ment sponsored finance corporations. 

Thus there need be no inherent contradiction between new uejus ut vuumilUMi 
a more equal distribution of the national income and relatively smaller remuneration, 
wealth by taxation and the maintenance of rapid economic 
progress through a high level of saving and investment. 16. it would, however, be highly undesirable to be de- 
Indeed the State might be able to enforce a higher rate pendent on nationalisation as a means of obtaining risk 

» i. x 1,1 /.xtwo thrrvncrh t-V,a n,*-irra cpptnr Attpntinn miuht thprfifore. 



of saving through taxation than would come about through capital for the private sector. Attention might, therefore, 
.. i.:- iHtA.nntiAn .iwwtixririnni ripriQinns lrp /-allpH in (*hp. legislation enacted in the main financial 



the automatic interaction of individual decisions. 



12. A survey of pre- and post-war development in 
Britain* entirely bears out this view. Though the rate 
of savings diminished at comparable states of employment 
in the inter-war period, as compared with pre- 19 14, much 
of the potential saving power was wasted in unemployment. 
Post-war personal saving, on the contrary, was much lower 
than in the inter-war .period, partly as a result of taxation ; 
nevertheless, the ratio of gross investment to national 
income increased. 

It is noteworthy, however, that total net investment (at 
home and abroad) is relatively still much below the pre- 
1914 rate. The relatively low level of productivity in 
Britain strongly suggests that it could be increased much 
further by increasing saving and investment. Admittedly, 
the immediate prospects are not favourable. Rearmament 
and the worsening of the terms of trade will hardly permit 
an increase in productive investment. In the longer run, 
however, the problem of speeding British economic pro- 
gress will arise with redoubled force and early prepara- 
tions should be made to deal with it through devoting 
a large portion of the increase in national income to inten- 
sified productive investment. 

13. Consideration might be given, therefore, to rein- 
forcing the existing machinery of canalising budget sur- 
pluses into productive investment. In particular, 

(i) financial organs such as the I.C.F.C. and the F.C.I. 
might be strengthened ; 

(ii) Treasury facilities to build and lease factory build- 
ings now restricted to Development Areas should be 
generalised and extended to plant ; 

(iii) grants might be given under suitable conditions 
to the modernization and rationalisation of industries 
and the introduction of standardisation. 



be called to the legislation enacted in the main financial 
centres of the U.S., partly to help to overcome the dearth 
of risk capital. This legislation consisted of permitting 
trustees and charities as well as insurance companies to 
invest in equities of a certain standing. In conditions in 
which the value of money might be expected to diminish 
this measure is commendable in any case. Moreover, first 
class equities seem obviously suitable as investment for 
such funds in an expanding economy. Similar legislation 
might, therefore, advantageously be recommended for in 
this country. 



(b) Taxation and the capacity to hear risk 

14. Though the contention that direct taxation reduces 
the overall investment capacity of the country cannot be 
sustained, because private saving can be replaced by public 
saving, it is unquestionable that the heavy taxation of the 
higher incomes diminishes the flow of risk bearing capital 
outside existing corporations. For the savings of the lower 



17. Proposals have been made* to increase the invest- 
ment capacity of firms and corporations by a general 
revision of taxes on undistributed profits. Such proposals, 
unless accompanied by special safeguards suggested below, 
would inevitably strengthen the trend towards monopoly. 
Even before the war it had become very difficult to obtain 
finance for the formation of new firms, because of the 
greater risk involved in new ventures. Tax remission given 
to old established units will, in practice, render even more 
difficult the finance of new companies as the old units 
will be able to outbid them, having had the benefit of the 
tax concessions. Moreover, if the encouragement of re- 
duced taxation on undistributed profits were given uncon- 
ditionally, the funds so obtained might not be used to 
extend real investment but to buy up competitors in order 
to strengthen the competitive position of the firm. This 
might retard economic progress by the elimination of 
competitive pressure. 

The proposal would, in any case, short-circuit the capital 
market by facilitating the ploughing back profits and 
thus paralyse such limited capacity that market has to 
distribute capital between different uses according to need. 

In post-war years the need for a balanced stabilisation 
policy led first to a restraint being imposed on dividend 
increases, and more recently to a differential rate of taxa- 
tion of distributed profits. As a temporary measure deal- 
ing with a potential income inflation this was justified but 
in the longer run this differentiation in the tax rates be- 
tween distributed and undistributed profits should be dis- 
continued for analogous reasons to those stated in con- 
nection with the taxation of undistributed profits. 



= -bulk of now The concession 

nersrvnal savin os* have to be invested by the various expenditure against income by tne iy« rmanc l, wun 
agencies (insurance companies, building societies etc.) in out making this concession 

- • - ,.f. Moreover, the capacity of of certain conditions (e.g., licensing as or ngni or tne 



relatively safe investments. Moreover, me capacity <«. oi wuuu ^‘“ 7 - t Q f mcreasins the 

quick accumulation of capital by new and small firms has resultant -patents), has n s Sy as technical research is 

also boon reduced. Thus the finance of new companies or trend towards monopoly, !? r “S '“S return to 

of the expansion of existing companies beyond the rate of an investment which yields * WmaW mcreasmg r turns to 

accumulation of undistributed profits might be imperilled scal e. Small firms are m any case naadicappe Because 

and thus the rate or quality of productive investment the FBI proposals on Budget Policy (The Times, 

impaired. January 20th, 1947 p. 2) r ?P^® d ,V n . J heir comments on the 



* Cf. Appendix I. 



JcUlUellY iUUI, IVTI K- , .an. 

Economic Survey (ibid. March 26th, 1947). 
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of the increasing importance of cost reduction arising out 
of large scale production. 

It is suggested, therefore, that tax concessions on undis- 
tributed profits should be given to small firms only to 
enable such firms to accumulate capital and thus foster 
competition. 

Such a proposal might be given effect in the following 
way: 

Firms with a capital of less than, say, £100,000, might 
be permitted to retain a portion, say, one-half of their 
income tax liability in the business free of interest. When, 
as a result of accumulating undistributed profits (includ- 
ing deferred tax liability) their capital reaches a certain 
limit, say, £100,000, they should have to pay future taxes 
in full without being called upon to repay the deferred 
tax liability. After a further limit is reached, say, at 
£1,000,000, the deferred tax liability should become due, 
to be paid to the Exchequer over a period of years. If 
the capital is lost or the firm does not expand beyond 
the limit laid down, no claim should arise against the 
owners. No doubt stringent precautions would have to 
be taken to prevent abuse of this concession through the 
formation of bogus “ small ” companies, etc. 

(c) Taxation and the willingness to bear risk 

18. So far we have only dealt with the effects of taxa- 
tion on the supply of savings and finance. It is also 
suggested, however, that heavy taxation reduces the will- 
ingness to bear risks — relatively to the volume of savings. 

19. Entrepreneurs when deciding on investment weigh 
prospective net profit after taxation, and prospective pos- 
sible losses. Faced with progressive taxation entrepreneurs, 
it is argued, hesitate to risk their capital willingly if 
their losses are limited only by the size of their capital 
while the profits are curtailed by heavy taxation. Hence 
they will choose safe investments. This, it is suggested, 
curtails real investment 

Even if state intervention stabilised total demand at full 
employment levels, the effect of progressive taxation on 
risk bearing, either through managerial decisions, or 
through the market valuation of equities (i.e., the ease 
with which finance can be obtained), might hinder the 
application of innovations which are subject to specially 
grave risks. 

20. It might be argued, of course, that under a system 
of heavy taxation the only chance of making consider- 
able profits is precisely by taking risks through the large 
capital gains attendant on successful ventures. Further- 
more, the fact that losses incurred in unsuccessful ven- 
tures under existing legislation can be set off against tax- 
able profits is also a powerful stimulus to risk bearing by 
existing firms. Capital gains of businesses are not sub- 
ject to tax and would not be subject to tax even if a 
personal capital gains tax, recommended elsewhere in this 
paper, were introduced, as the particular tax recommended 
is confined to personal capital gains*. Finally, it has 
been argued in the first part of this paper that the exist- 
ing notions of what constitutes “fair” remuneration for 
risk bearing might well be excessive, because they are 
based on the past when business fluctuations occurred. 
Thus they could probably be reduced without deleterious 
effects of risk bearing. Entrepreneurs, if they have no 
alternative outlets for their capital (and control over capi- 
tal exports will have to -be continued for other reasons) 
will in time come to regard as normal a less favourable 
ratio ot profits after tax to possible losses than that taken 
for granted in the past. 

21. Nevertheless, measures should be envisaged which 
stimulate investment in risky enterprise without detrimental 
consequences to the distribution of the national income 
In this connection two suggestions are made. In the first 
place, the introduction of compensation schemes might 
be considered to facilitate the closing down of necessitous 
firms. Secondly an attempt should be made to mitigate 
the incidence of the tax on marginal risk bearing ie 
increase marginal .profit net of tax. ' " 



(i) The diminution of risk 

22. The post-war resurgence of investment desnii, 

heavily increased taxation shows indeed that a reduction 
of risk is by far the most hopeful direction of tackl no 
the problem of investment. The assurance of full emDlnv 
ment eliminates the main risk connected with investment 
that of cyclical fluctuations. So long as stability is safe 
guarded, there is but little reason to fear a failure of 
investment. 01 

23. A further step should be envisaged, however in view 
of the possible repercussions on Britain of foreign insta 
bility and of the consequent differential risks in exDort 
as contrasted with home industries which might weaken 
the export sector. This measure should consist of build 
ing up reserves against economic (as contrasted with tech 
nical) depreciation, cither by the industries themselves 
under Government supervision, or by the Government 
These reserves could be used to pay compensation (thoueh 
obviously not m full) to necessitous firms suffering as a 
result of changes in production technique or sudden 
alterations in demand.* It would permit the elimination 
of high cost producers without nationalisation, and with- 
out general distress and bankruptcy, and thus provide a 
basis for continuous economic progress. f 

(ii) Modification of the taxation on marginal income 
derived from risk bearing 

24. The second set of proposals would attempt the 
restoration of a more favourable risk-profit ratio by modi- 
fying the incidence of taxation on marginal risk bearing. 

25. (n) In the first place, the discrimination against risk 
u r Vj® implicit in the present British income tax system 
should be ended. Losses can be carried forward under 
existing laws. But income tax and surtax are assessed 
yearly. 11 incomes or profits fluctuate violently, being 
high one year and small (or negative) the next, the tax- 
payer (and shareholders) pays, under the present pro- 
gressive income tax (and surtax) system, a heavier tax 
than those who enjoy an average but steady income of 
the same aggregate amount. The tax, therefore, tends to 
discourage risk bearing. 

Too much should not be made of this impediment. A 
very large part of business activity is already carried on 
by companies rather than by individuals or by partner- 
ships. Companies are not taxed progressively. Their 
shareholders on the other hand have little, if any, say in 
management and hold shares because they wish to obtain 
Ncv ?riheless, share prices will be in- 
nuenced by these considerations and with it the ease with 
on 1C th.-r S e k ^ C r !lpital ca ! 1 bc . ob . tained by firms. Complaints 
nrnfScL ? arc a,so J l,st,<lcd in the case of certain 
professional earnings. 

_5S? •bosf "“"ft**, be extended by permitting the 

aiming ol income and surtax overpayments resulting 
CaUSe : T . his would tend to reduce discrimination 
against fluctuating income. 

hi, f . °i. ,er a pc :! od .° f **y five jeers tax liability would 
been smaller if the same total income had been 
reS^ VCn fc- the d j fference tax payments should be 
^“ n .. ed - , Ihls method seems more equitable than the 
movin 8 average, as the latter might (if 

hiS in Tk d J d 0CCUr) resuIt in tax liabilities being rather 
mgh in a bad year. 



* Capital gains made by businesses in regular selling and buvine 
operations are, of course, already subject to income and profits tex 8 



to enahtp Tw! t ls0 be “ sed t0 grant temporary subsidies to firms 
coiSdjMSSfeS remam ln P r ° duction until alternative outlets 
imnortan? V“ d / or m anp°wer and capital. This latter is especially 
markPt^ L 1 3nnectl °n with the re-establishment of foreign 
SSintifl 6 , USC °, f ex “ ss opacity in certain (e.g., heavy 
l A i T 'l s for , the Pnrpose. More satisfactory safe- 
Sl a » h - ,thert S been ela b° r atcd (e.g., the failure of the 
C ? mmi «ee in enforcing reforms promised 
worked f 8ra " ,in 8 tanf F protection) would have to be 

KiiiBa and bo,s "™* »<■ ° f ° r 

the of . con ? pensati °n Should preferably be borne on 

wnnH he f 1 Bud8eta .nd not as a charge on price; an alternative 
itself Thl w 1 3 (d 'F er , endal ) ,ev y on the profits of the industry 
on ?. e l bod ’ however, would constitute a direct tax 

on profits and might have unfavourable reactions on investment. 
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26. ( b ) In the second place, the marginal incidence of 
income tax should be altered by assessing income tax on 
corporations and firms and, possibly, on certain pro- 
fessional, etc. earnings on the basis of gross income, i.e., 
profit before depreciation and obsolescence. On the other 
hand, all investment in real capital irrespective of its 
nature should be charged against taxable income. Thus 
the gross profit rate on new capital investment (in existing 
business) is made independent of the level of income tax 
so long as new investment remains below the rate of 
gross income minus dividends, because the cost of new 
investment is reduced by the same proportion as the rate 
of tax. The scheme thus amounts to a 100 per cent. 
“ initial ” allowance system. 

The limitation of this method is that it only alters the 
incidence of income tax on capital which is already in the 
business (including undistributed profits). It does not, 
however, affect the risk /net profit ratio for capital which 
is yet “ uncommitted ”, i.e., new savings in the hands of 
the public the investment of which in new ventures it 
would be important to encourage. It is true that the price 
of capital goods bought out of taxed profits would be 
smaller as they would rank for tax remission. But that 
does not alter the fact that if losses emerged in new 
ventures at once they would have to be borne by the 
“new” investor. The reduction of the expected rate of 
net profit after tax by progressive taxation on “first”— 
i.e., marginal — ventures would not be avoided. In a pro- 
gressive economy where new ventures (and new firms) are 
needed to maintain private investment even a “ modified " 
income tax would still deter such investment.* Combined 
with some sort of compensation scheme, however, as was 
discussed above, which would diminish the risk on “ new ” 
ventures, this revision of the tax system might be very 
useful. 

27. (c) In former discussions the view was put forward 
that a substitution of a “ small " flat percentage annual 
unearned income tax, based on the value of the capital 
asset for part of income tax or as a flat “ surtax ” on 
unearned income would stimulate risk bearing, as it would 
bear more heavily on “ safe " than on “ risky ” incomes. 
If this tax were to be restricted to unearned incomes above 
a certain minimum it might — as we have argued above— 
be a useful addition to our tax system. Without this 
proviso it would fall heavily on the small saver who is not 
able to invest in higher yielding equities because of the 
risks involved, and should not be encouraged to do so. 



IV. Taxation and the Monetary Equilibrium 

(a) Taxation and economic fluctuations 

28. Suggestions have also been made in favour of 
variations in the rate of taxation on business in order 
to stabilise economic activity. Apart from the general 
use of deficit spending (or the accumulation of surpluses) 
it is doubtful whether such a policy would be efficacious. 
The fluctuations in profit expectations determining private 
investment are too violent for investment to be influenced 
by tax concessions. In times of slump entrepreneurs will 
not expand industries which are already thought to be 
burdened with excess capacity. 

Tax increases would probably be more effective in 
checking investment in boom periods — provided they are 
stiff enough. But unless they were discriminatory between 
industries — which is impossible in practice — they would 
not necessarily stop speculative over-investment in bottle- 
neck industries, while they might check long term invest- 
ment, e.g., building, essential for long term stability at full 
employment. Thus this method — much like old fashioned 
bank rate policy — is unlikely to lead to stability, as it will 
not be able to prevent a distortion of the real capital 
structure and eventually, a collapse. 

(b) Taxation and inflation 

29. It has been suggested that state expenditure coupled 
with progressive taxation of the present severity will lead 
to capital consumption and will thus involve a perpetual 



* It would be difficult to devise methods to avoid this effect 
without opening loopholes for abuse. 



threat of inflation. Thus the diminution of progressive 
taxes is urged as a deflationary measure. This is the 
opposite of the usual arguments against progressive taxes 
which, as we have seen, was that they imparted a de- 
flationary bias to the economic system by reducing the 
profitability of capital development. 

30. In analysing this problem it should, in the first 
place, be realised that dissaving by individuals or the 
diminution of private savings is not necessarily a conse- 
quence of heavy direct taxation. Uncertainty about the 
future, political risks, and more especially about the future 
value of money is a powerful incentive to capital con- 
sumption. This cannot be obviated by tax measures. 

31. If, in the second place, the reduction of the taxa- 
tion falling on the rich is advocated at the cost of a budget 
surplus, the argument falls to the ground as the tax 
remission will not be fully saved, i.e., total net saving will 
diminish and, other things remaining equal, the inflationary 
pressure increase. 

32. If, however, tax remission is advocated in order to 
reduce either the expenditure on the poor or other state 
expenditure, the question is whether such reduction will, 
or will not, have dangerous social tension as a consequence 
(and lead to increased inflationary pressure, e.g., through 
wage demands) or impair the efficiency of the State 
administration, etc. 

33. If the rate of current saving is felt to be too low 
and an egalitarian distribution of income is to be safe- 
guarded, this position, taken by itself, represents really 
an argument for, rather than against, taxing the rich more 
heavily and further strengthening the Budget surplus. 

10.6.1951. 



APPENDIX I 

The level of savings and investment in Britian 1914-1950 

There can be no doubt that savings both absolutely 
(and relatively to national income) fell substantially in 
the inter-war period as compared with pre-1913 and that 
at the same time the economic progress of the U.K. 
relatively to other countries also declined. Part of this 
development is explained by the startling change in the 
country’s foreign balance at a time when its traditional 
export markets were endangered both by the rapid pro- 
gress of overseas countries and by the relative failure 
at home. In the most depressed (and relatively least 
progressive) economic branches the failure to rationalise 
production, was at least to some extent due to the fear 
of increasing unemployment. It is in the protected, 
prosperous, and expanding industries that the increase in 
productivity and employment had to be looked for. It 
was the failure in these new industries to expand and 
absorb the unemployed, thus forcing (or enabling) the 
older industries to set their house in order without 
aggravating the problem of the “ special ” areas, which 
has to be explained 

In spite of this sharp relative and absolute decrease in 
savings the instability and the under-employment of the. 
system increased. There is, therefore, an a priori indica- 
tion that the relative incentive to invest fell. Until 1931 
it might be argued that this was mainly due to the high 
rates of interest. After that time (or at least after 
1934, when the rationing <?f private capital issues for 
home industry was discontinued), however, that factor 
cannot have played a significant role. 

The most striking developments were the worsening 
of the balance of payments which changed the positive 
balance of £100* millions (£160-190 millions in terms 
of 1924 prices) in, 1911 to a negative balance of almost 
£80 millions (also in terms of 1924 prices) in 1938, i.e., 
a change of between £240-270 millions. This accounts 
for almost the whole of the decrease in net investment' 
(and savings). While actual home investment fell con- 
siderably- relative to national income (from 11.1 to 7.5 
per cent.), absolutely it remained almost constant (with, 
due consideration to price changes). 

* Cf. Note 10 of the following Table I. 
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Table I 

National Income, Investments and Savings in Great Britain, 
1911, 1924 and 1938 

(in millions of £) 





1911 


1924 


1938 


1 . National income . . . 


1,988 1 


3,803 


4,350 1 4,619* 


ditto in terms of 








1924 prices 


3,750 


3,803 


4,830 5,130 


2 . Investment gross 


505'° 




715 


ditto in terms of 








1924 prices 


954 




800 


3. Investment net ... 


320 10 


475 


275 3 (342) 4 (320)-' 










1924 


605 


475 


305 (380) (355) 


4. 2. as % of 1 


25-4 




16-4 


5. 3. as % of 1 


16-8 


12-5 


6-3 5-95 7 <?7-4» 


6. Increase in home 








assets 


220 


319 


345 (365)- 


ditto in 1924 prices 


396 


319 


383 (395)* 


7. Increase in Foreign 








assets 


100 10 


156 


-70 


ditto in 1924 


(190)a(160) 10 


156 


-78 


8. Undistributed 








profits 


115 


205 


170 (240) 6 


ditto in 1924 prices 


219 


205 


190 (270) 6 


9. “ Other net saving ” 


205 


270 


172 


(residue)!) 








ditto in 1924 prices 


386 


270 


190 



Sources: A. L. Bowley, The Division of the Product of Industry, 
1921; and Sir J. Stamp, The National Income, 1924; and Studies 
in National Income (N.I.E. and S.R.) ; The White Paper Nos. 6520 
and 6623 and N. Kaldor The Quantitative Aspects of Full Employ- 
ment Policy, (a) The price index used was (1924 = 100) 1911 = 
52-9 and 1938 = 90. This might not have been appropriate for 
an index of the real value of investment, especially abroad. 

Under (a) therefore the valuation was based in 1911 = 65, the 
import price index. The terms of trade have changed almost 
consistently in favour of Britain. 

(b) For 1911 and 1924 arrived at by subtraction; for 1938 from 
the White Paper. 



Potential full employment savings (disregarding any 
impact effect on the balance of payments) might have 
been some £100 millions more than those actually 
achieved in 1938.* Even if such — potential — expansion 
is taken into account the total thus achieved would have 
represented a relative fall as contrasted with 1911 in 
terms of the national income (from 11.1 to 9.6 per cent.) 
though it would have represented an expansion in 
absolute volume of about 12 per cent. 



If we then analyse the distribution of actual savings 
between undivided profits and “ other ” private saving 
the result is equally striking. There was no appreciable 
decrease in terms of actual purchasing power in undistri- 
buted profits between 1911 and 1938. Indeed if we follow 
Mr. Kaldor in adjusting profits for price changes,! they 
substantially increased (i.e.. from £219 to £270 millions). 
It must not be forgotten, moreover, that the geineral 
movement of prices does not reflect accurately the 
changes in the purchasing power of sterling over capital 



1 Bowley; * White Paper; 1 Net increase in assets; 4 Private nt 
saving according to White Paper;’ Net investment according t 
White Paper (Cmd. 6520, p. 9); If changes in the value of stock 
are disregarded this rises to £365 millions; 6 According to Kaldc 
P* 35 ^ ; 3 2; 8 4 over 2; 9 Net private savin 

SShT/S®' ‘ 'According to Bowley foreign investmer 
iii . miUlon ®- In th at case net total investmer 
n oo} 4 ™ Ul0 , n ? * nd g™ 38 investment £599 millions. I 
™ s . of f£ 24 Pnces this is equivalent to £320 (362) and £780 an 
*•1,1)31 millions respectively. 

* Kaldor op. cit. p. 358-9. 
t Ibid p. 360. 



goods. The technical progress tending to depress the 
price of instruments of production of a given efficiency 
was marked throughout this period. On the other hand 
the cost of the most efficient machines available in anv 
given industry must have increased markedly with the 
introduction of mass production, methods. 

Whatever quantitative importance we may attach to 
each of these quantitative factors it is certain that the 
undistributed profits were amply sufficient to finance 
such investment as was undertaken in industry in 1938 
According to Cmd. 6520* investment in fixed capital was 
as follows. 

Table II 



Private Investment at Home in 1938 



(£ millions) 


Gross 

Investment 


Allowances 

for 

maintenance, 

depreciation, 

etc. 


Net 

Investment 


Fixed capital, works, 
etc. : — 

(a) Public utilities ... 


145 


80 




(/;) Other branches of 
activity, including 
house building — 
(i) Buildings 


360 


105 




(ii) Plant and 

machinery 


120 


100 




(iii) Other fixed capi- 
tal, etc 


65 


55 


10 




690 


340 


350 



To this might be added £15 millions net and £50 
millions maintenance and depreciation expenditure on 
highways and bridges, the inclusion or exclusion of which 
does not affect the argument, however. By far the largest 
part of home investment consisted of buildings. Of this 
house-building and connected public works must have 
absorbed at least £100 millions. More than 330,000 
houses were built that year. Most of this investment 
must have been financed by the banks, building societies 
and insurance companies if not out of direct private 
savings. This leaves only £150 millions of net investment 
unaccounted for. 

But undivided profits, as we saw, amounted to at least 
£170 millions while in the same year some £75 millions 
of industrial and public utility issues were made on the 
Stock Exchange. Apart from this, private companies 
with £120 millions of capital were incorporated. Part of 
these issues, of course, were used to pay a large part 
of the financial expenses involved in the transfer of 
property which, according to the White Paper, amounted 
to £66 millions in all. Some of the accumulating reserves 
were no doubt used for financial purposes. Even after 
the full allowance has been made for all these factors 
there were ample means in the hands of the larger com- 
panies to undertake a multiple of the investment they 
actually undertook and certainly all investment they wished 
to undertake. We must bear in mind that out of the, 
say, £150 millions of fixed investment (apart from build- 
ings), at least £65 millions are accounted for by the public 
utilities which were, in the main, not financed by undistri- 
buted profits. 

We must conclude, therefore, that there is no reason to 
believe that the second effect of the inter-war taxation 
policy, the effect of reducing the savings capacity of the 
taxpayer, had a deleterious effect on investment as actually 
undertaken by established limited liability companies. It 
is probable that it was the decline of the willingness to 
invest which was responsible for the decline in the relative 
quality volume of British capital equipment. 

It could with more cogency be argued that the con- 
sequences of taxation might have been felt in, starting or 
expanding new enterprises. The London market was ill- 
adapted to provide capital for small firms or for untried 
processes. In the pre-1914 period these were largely 
financed locally. This local market decreased or dis- 
appeared largely as a result of social changes and tech- 
nical developments (the increase in size of optimum units 



* Table D. p. 9. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MEMORANDUM 



297 



27 June, 1952] 



Mr. T. Balogh 



[Continued 



nf oroduction). The decrease in risk bearing savings 
„ l result of taxation might also have played some role 
because it partly prevented the rapid budding up of small 
firms and partly reduced the saving out of “income” 
well-to-do and enterprising individuals. The entry 
into industry thus became increasingly difficult. The large 
mmuanies, however, which became more and more 
dominant, could have, but did not, make full use of their 
investment capacity. 



Post-war developments further confirm these con- 
clusions According to the White Paper personal gross 
saving declined considerably in, real terms and as a per- 
centage of national income as compared with pre-war: 





£ million 




1938 


1946 


1947 


1948 


1949 


1950 


(1) Personal 


4,952 


8,989 


9,351 


9,999 


10,507 


11,042 


(2) Gross Per- 
sonal Saving 


222 


842 


394 


317 


358 


352 



for the year 1948*. Since then the provisions markedly 
increased : 



Depreciation 






£ million 






1938 


1946 


1947 


1948 


1949' 


1950 


Initial allow- 




143 


130 


121 


225 


260 


Other allow- 


457 


567 


665 


724 


802 


864 


Undistributed 


171 


298 


470 


520 


485 


559 


Addition to 
free reserves 
after pro- 
vision for 
stock appre- 
ciation 


60 


55 


250 


135 


7 


205 



The continuous increase in productivity at more than 
double of the pre-war rate shows that the fears expressed 
in many quarters that taxation has further reduced the 
formation of capital have not been well fouiided. 



If we take into account the increase in taxation falling 
on capital the diminution is even more striking : 









£ million 








1938 


1946 


1947 


1948 


1949 


1950 


(3) Taxation on 
capital 


78 


144 


164 


214 


253 


188 


(4) Net saving 
(2-3) ... 


144 


698 


230 

per 


103 

cent. 


105 


144 


(5) 4 as per cent 
ofl 


2-91 


7-77 


1-75 


1-03 


1-00 


1-30 



Nevertheless gross capital formation sharply increased 
in real terms and as a fraction of the national income : 





£ million 




1938 


1946 


1947 


1948 


1949 


1950 


(6) National 

income 

(7) Gross capi- 


5,253 


9,021 


9,661 


10,652 


11,453 


11,970 


tal formation 


775 


1,891 


1,290 


2,090 


2,327 


2,506 








per 


cent. 






(8) 7 as per 
cent, of 6 ... 


14-75 


9-88 


13-35 


19-62 


20-32 


20-94 



It should be added that these estimates have been arrived 
at by making provision for the appreciation of stocks. 
The increase is even more marked if we contrast the in- 
crease of fixed investment in plant and other fixed capital 
from some £250 millions before the war to £880 millions 
in 1950. The depreciation charges and addition to net 
reserves by private companies have been far above the 
pre-war level. The argument 'that depreciation allow- 
ances have not been sufficient cannot be maintained even 



It might be argued, of course, that an even higher rate 
of investment would have been needed in order to 
strengthen the basis of the British economic system. There 
is some force in this plea. But it does not by any means 
justify the further conclusion that tax concessions would 
have been the most appropriate means of enforcing higher 
investment : it is noteworthy that the expansion of invest- 
ment took place despite sharp measures both in 1947 and 
1949-50 trying to reduce it so as to diminish “ inflationary 
pressure. This policy was the result of the under-estimate 
of the expansive force inherent in a continuously fully 
employed economy combined with the parallel automatic 
deflation resulting from the increase in tax yields and cor- 
porate savings as national output expands. Had controls 
been maintained a further increase in investment could 
and would have been achieved. Indeed the distribution 
of the national real consumption would have been more 
and not less even: decontrol has in all probability in- 
creased substantially the expenditure (partly out of capital) 
of the higher income classes. The availability of (luxury) 
goods and services (including foreign travel) was a tempta- 
tion difficult to resist. It is not legitimate to speak of the 
intensity of a given demand, exerting a given inflationary 
pressure against controls. Controls often work more like 
canals and drainage systems than like absolute dams, by 
diverting and reducing inflationary pressures, and thus 
altering the underlying situation. In short, restrictions 
other than price restrictions often raise not only savmg 
but the propensity to save. There is no obvious reason 
why habits and tastes engendered by a free price system 
alone should be the “right” one. In the period imme- 
diately ahead the problem of increasing productive capital 
investment will obviously not arise. Inde^ the task before 
us will unfortunately be a restriction of both consumption 
and private investment. Once, however, the period of 
rearmament is over, the problem of aHnn 

economic development through a combination of taxation 
and investment policy will arise with redoubled force. 



* Cf the studv of Dr. T. Bama. Bulletin of the Oxford Uni- 
versily' Statistics. Vol. 11 No. 7 and 8. July „nd 

August, 1949, p. 215. 
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APPENDIX II which certain tentative estimates have been worked out* 

the concentration of output in the larger units was already 
surprising: less than one-twentieth (4.29 per cent) of thp 
. firms employed more than the half of the .total labour 

No statistics based on post-war date are available on force (52.17 per cent.) and produced eleven-twentiX 

the concentration of industry. In 1935, the only year for (54.96 per cent.) of net output. 1BU1S 



Undistributed profits and industrial concentration 
in Britain 



Number of Employees 


Number of 
firms 


Per cent. 


Net output 


Per cent. 


Number of 
persons 
employed 


Per cent. 


11— 49 ... 
50— 99 ... 
100—499 ... 
500—999 ... 
1,000 + 








31,756 

9,459 

9,722 

1,270 

1,101 


59-67 

17- 77 

18- 27 
2-39 
1-90 


162,597 

137,375 

422,280 

197,643 

683,412 


10-14 

8-57 

26-34 

12-33 

42-63 


795,809 

656,237 

1,993,241 

878,764 

2,879,006 


11- 05 
9-11 

27-67 

12- 20 
39-97 










53,217 


100-00 


1,603,307 


100-00 


7,203,057 


100-00 



The growing unevenness in the distribution of profits 
.provides tentative indications that the concentration move- 
ment has since taken great strides forward. In 1948-49 
£2,554.2 millions trading profits have been assessed on 



1,694,100 firms and traders. The distribution of these 
profits according to size was as follows (Hansard, Feb 26 
1951. Col. 261-2): ’ ^ 



Table II 

Percentage distribution of trading profits assessed, 1948-49 



Range of Profits 


Totals 


Individuals 


Firms 


Co. and LA’s 


Number 


Amount 


Number 


Amount 


Number 


Amount 


Number 


Amount 


0-10,000 
10,000—100,000 
100,000 + 

Total 


98-52 

1-32 

0-16 


39-05 

22-38 

38-57 


99-91 

0-09 


96-17 

3-55 

0-28 


98-13 

1-87 


76-07 

21-28 

2-65 


88-20 

10-28 

1-52 


12-88 

29-32 

57-80 


100-00 


100-00 


100-00 


100-00 


100-00 


100-00 


100-00 


100-00 




Numbers 

thousand 


Amount 

million 


Numbers 

thousand 


Amount 

million 


Numbers 

thousand 


Amount 

million 


Numbers 

thousand 


Amount 

million 


Absolute £ figures ... 


1,694- 1 


2,554-2 


1,356-9 


607-9 


160-1 


256-6 


177-1 


1,689-7 



pe^ceioeL^m^Safth^ fiftSnf S ^f 8 i 1 ' 48 concentrated than before the war. In so far as the capacity 
amonfa^ Even to > Iough P rofits back increases rapidly with increasing 

among companies the distribution of profits was more profits, the trend is unmistakable. 



* H. Leak and Maizels: The structure of British Industry. Journal of the Royal Statistical Society. Vol. CVIII, 1945. 



EXAMINATION OF WITNESS 



3251. Chairman: We are grateful to you for you: 
memorandum, Mr. Balogh. I want to be sure with you: 
help that I follow your argument which begins undej 
heading II — Taxation and Incentive. — Yes. 

you are Rawing our attentior 
there to the fact that the rewards which have emerged bt 
way of income are not unalterable and are due parth 
to historical and to institutional reasons? — That is so. 

3253. When one compares the reward that one kinc 

gets'?— Yes 8etS Wlth X£Ward aiKrther kind of worker 

3254. That is your point?— That is so, yes. 

the H you g ?. on to ar 8 ue > under paragraph f 
1 headm \ thatas tins relationship is not unalterable 
therefore it ought to be adjusted by taxation?— It ought to 
be only if people think that it is unjust. 

3256. Yes, that means that you have got to have a 
r 6ar . c ° nce P tion of what social justice requires by 

way of a minimum?— Yes. 4 y 

3257. That is right, is it not?— Certainly. 

3258. Of course, you would expect to get into a verv 
wha? amen^ 6 ¥ ld Wh - e ? Y ° U P roceed to try to establish 
F?nnr.m^ d t“ ts social l ustice requires?— Certainly 

mosay debatab,e - ^ ™ 



3259. What I really wanted to ask you was, accepting 
that, of course, it can be effected by taxation, is a system 
of income tax in your view a good instrument for that 
purpose? I think that is the aspect of the matter which 
perhaps we are more especially concerned with, and you 
rather assume that that is part of your argument. — Income 
tax is one means, certainly. There are other means, but 
I do not think the Commission is concerned with the other 
means. 

3260. No, but what struck me at first sight, with regard 
to the use of income tax for this purpose, is that it is 
rather an undiscriminating weapon to achieve the kind 
of thing that you have in mind. Is there not something 
in that?— If we could tackle the evil at the source, and if 
the tackling of the evil at the source would not mean undue 
other sacrifices and other unpalatable consequences, I 
should have thought that that would be better, but the 
history of the last 50 years does not show that attempts 
to tackle this particular evil at the source by, say, abolish- 
ing private property, have led to very desirable results in 
other countries. Therefore I should have thought the lesser 
evil would be progressive direct taxation. 

3261. Theoretically you could secure by legislation that 
persons in a particular employment were not to receive 
more than a stated level of return, that would be a simple 
way ? — The level to be decided would be even more 
debatable and if one knows the sort of Parliamentary 
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rocedure which we are having ; on the whole even if you relies upon. What would you say to that?— I should 
h not take the more radical remedy but this somewhat less not have thought unearned income above £2,000 contri- 
radical remedy, I should have thought that income tax was buted a particularly valuable part. 

still the lesser evil. 3276. You would not have thought that people who are 

3262 What strikes me about income tax, and I would in enjoyment of unearned income above £2,000 are fairly 

like vour view on it, is that, as we know it, it deals merely regarded as . . . ?— I merely say it is not ah especially 

with quantums of income, a progressive system of quan- valuable part perhaps. 

turns, but does not discriminate between the various 3277. I am only trying to see where, if one proceeds 
returns, unjustified in my view, which the various people further at the expense of unearned income on the ground 

who work obtain. — No, that is so. that it is a wholly unjustifiable thing under modem con- 

3263 It hits rather blindly at the level of income? — Yes, ditions, one gets to. — I would not say it is wholly unjusti- 

I would agree with that, but, on the other hand, one has to liable, because in that case you ought to confiscate. I 

do with an imperfect world, and in this very imperfect merely said that the amount should be reduced. 

. . mcfmmont um 3278 . Have you got any sort of estimate? I think it is 

up to £10,000 a year, you are going to give relief of 
earned income, are you not? — Yes, I should have thought 
that that was desirable under present circumstances. 

3279. What would that mean in terms of your additional 
charge on unearned income? — I would not know. 

much. 

3280. ' 

Yes. 



world perhaps this is the most perfect instrument we have. 

3264 That is your view. But there is that difficulty. 

SuoDOsing you thought of a particular calling that has a 
strong institutional background to it, let me say a lawyer s, 
and suppose he is getting an unfair share of remuneration 
for the services, there is nothing in the income tax system 

which really distinguishes them from any other Person who should not have thought very 
is remunerated, in my view, more properly?— I should have deoends on the 

bf “ t &S a y e fLS°dSt y But T'Sdt,. to the "earned income, ok.es it noli 

thought that the very problem which we have to deal with 3281. Let me turn back again and see if I have the 
here is the inequality in earned and unearned incomes, earlier points. How much importance do you attach, be- 
which are not due to particular monopoly situations, but to cause it appears several times in your paper, to the view 
the whole historical development in this country. For the that business fluctuations under contemporary conditions 

purpose of remedying that general inequality I should 
have thought income tax is a very good weapon. 

3265. Of course, the distinction between earned and 
unearned income, so far as the income tax system today 
recognises it, is a very small part of the total system of 
the progressive rates which fall upon incomes generally. 

-As a matter of fact I think I have pointed out the 
need for a greater differentiation between unearned and 
earned income. In paragraph 8 (ii) I am thinking that t if 
somebody has capital obviously he can make 
and accumulate remaining capital, and that sort of arrange- 
ment. 

3266. You favour, I gather, giving a greater measure of 
relief to earned income above £2,000 a year? Yes. 

3267. "But, as it were, taking it at the expense of a 
heavier tax on the unearned income?— Yes. 

3268 I would like your general views about the status 
of unearned income in this country, because we hear a 
good deal about it. It includes, of course, the income from 
such savings as individuals have been able to achieve 
I should have thought, my Lord, that would have been 
very little in the last twenty years. 

3269. So far as there has been saving by the individuals 
it includes that? — Yes. 

3270. It includes, I suppose, the return which a man, 
who has invested money in a business which has turned 
into a success through his efforts, obtains from his invest- 
ment?— -I should have thought that also on the whole a 
minority. 

3271. I am only trying to see what the various Masses 
are.— I suppose one might regard all capital as the lesult 
of savings if one goes back far enough. 



must be regarded as, I will not say non-existent, but not 
comparable with the past? — I do not think that I said 
that. 

3282. At the end of paragraph 4 you say: — 

“ Entrepreneurial behaviour is conditioned by experi- 
ence in which business fluctuations seemed an unavoid- 
able occurrence. The rate of profit which has come 
to be accepted as a minimum, in particular, is, there- 
fore, far above the rate which is, in conditions of full 
employment, needed to maintain industry.” 

That is rather an important point, and I think you recur 
to it more than once, but do you base it on the view 
that we have now reached a state when business fluctua- 
tions are not to be expected in the same sense as they 
were in the past?— My Lord, this memorandum was 
written nine months ago. 

3283. But still we have to deal with the future.— It was 
written on the basis of the assumption that we had learned 
from the past. I may have been very much mistaken, 
but still I should have thought that even if people have 
not completely learned from the past, they have learned 
something from the past. I should have thought that 
fluctuations comparable to those in the thirties will be 
avoided. 

3284. We have to recognise, have we not, that there is 

a special aspect of the economy of this country that it 
is not dependent entirely upon its internal conditions, but 
is dependent on external trade?— Certainly, but even there 
there are methods of dealing with the external situation 
which do not involve vast fluctuations in profits. If you 
are assuming that an external dis-equibbrium has to be 
remedied by a sharp deflation at home, then I should have 
thought that is as you say, but if you are assunung, for 
. . “ a..„+.,o+;nn ohroad wnnld be dealt 



savings u one gucs iuu>. ***» uiuugiu, uioi « ’ r. , . k, 

3272. By somebody in the pa.t?-By somebody in .to V&SofX “in™Monal 1f«l£ 

past. In that way I agree that the present eapital is mainly with either by o£ ^ ports and that sort of 

the result of past labour. thing, obviously what I have written would still stand. It 

3273. 1 was really thinking more, of course, of the indi- ; s a question of alternatives. 

... ... m. ... r. o * ; I » r. o end opt a 



vidual concern and his effort to achieve savings and get a 
return from them ; and it includes also, I suppose, the 
income of people who would in the past have contributed 
voluntary efforts to the service of the country? I am not 
sure that I follow. 

3274. 1 was thinking of this. Part of the activity of this 
country in the past has been contributed by people who 



3285. I think, if I follow you you ye saying that, 
vulnerable as we are to external conditions there are 
measures, which although they might be extreme ones, 
would tend to protect us from the worst results? Yes. 

3286. Or bad results?— Not protect, but anyway mini- 

mise The point I wanted to bring out was that die pre- 
sent attitude 5 of the fc 



have not been any' money, they sent attitude “i„cf tawhkS the" StaT. 

lived on inherited money or unearned income, and, of for pr aggravate booms and slumps and on 

course, it has been part of our system that we should action ten hopes that this will not be the 

look to them for various services in the running of the the W w a l?emative measures will be taken which should 
country. — Do you think, my Lo F d ’ 5? “il?,, 1 ”* “fha« S«”eSe ea rSts on business profits. 

3287. At any rate you would say that there has been 
what you regard as an advance in thinking about the 
position of the State compared vnth a generation ago 
— whatever time you like to take. Yes. 



way of choosing those people who run the country? 

. 3275. I am not clear at all ; I only want to he clear as to 
whether if you regard unearned income as something which 
must he even further reduced than it is today, you may 
not endanger the total voluntary effort which the country 
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3288. But it would be difficult to say that the most 
well-intentioned State force could immunise us from this 
fluctuation, that would be right, would it not? — It is very 
difficult to use the word “immunise”. I should say it 
is impossible to immunise, but it is not impossible to 
diminish or mitigate. 



3289. Will you turn to the end of paragraph 8 (i)? 
You are throwing out a suggestion that we ought to con- 
sider increasing the limits of tax exemption so as to re- 
move a greater part of the working population from direct 
income tax liability. You point out, of course, that one 
of the results of the movement of affairs since 1939 is 
that an enormous range of people have been brought into 
direct income tax liability who were not there before the 
war.— That is so. 

3290. You say that it is worth considering whether you 
should not take them out again ; but you must follow 
that up, must you not? Must one just regard that as a 
loss of the £180 million revenue, or whatever it is, which 
is being drawn from them, or do you envisage making 
it up in some other way which they would not be 
affected by?— I would not like to devise a future budget. 
I should have thought that it might depend on the circum- 
stances of the day when this reform was instituted. Tax 
reform on the one hand obviously has long term struc- 
tural effects which are ever present. Then also a measure 
of budget relief has an immediate cyclical impact effect 
and it would have to be different if you were faced with 
a boom or a slump at the time of the reform. If you 
•took the working class, or a greater part of the working 
class, out of the range of income tax, in a situation in 
which we were under pressure in our balance of payments, 
the offsetting increase in revenue might have to be differ- 
ent from the sort of measures which you could advocate 
if this measure were instituted at a time when our gold 
reserves were increasing at an unprecedented pace. There- 
fore, I would not like to give detailed recommendations 
as to what measures I would like to see taken. 



3291. 'What is your main ground for making the recom- 
mendation, that the weekly wage earner on the whole is 
not a good subject for direct taxation? — I think that the 
administrative expenditure and the enormous work which 
.goes into collecting the tax has completely dispropor- 
tionate small effects from every point of view. If you 
want to have a disinflation, and if you decided that within 
this disinflation you wanted to disinflate the income of that 
part of the population which is being taken out of income 
can “° Jt b y other measures, but I do not think 
•that this particular tax in the particular way that it is 
assessed and in the particular way it is administered is 
a very good tax on the basis of the old Adam Smith 
criteria of taxation. 



tered^ax^-^Ye's ^ ^ e ^ a ' 30rate and an elaborately adminis- 

3293. And that, you say, is not a sensible kind of ta> 
to apply for a comparatively small yield you get frorr 
!w S .“ aU , earner? 7' YeS- Some P eo Ple, of course, think 
that it makes people more aware of their status as citizens 
and that sort of thing, but I should have thought thal 
this indirect effect is rather minor and ought not to be 
put against the administrative convenience. 

3294. Would you turn to paragraph 10? There is a 
general statement there and I take it you can only give a 

graph’by ” ayfng : — “ “ P the &st part o£ ,hal 

There can be no doubt that capital gains are in- 
creasingly regarded by individual taxpayers as part of 
income and spent if needed.” p 01 

SrSif W ° rdS “ c , apital « ains ” there > gather than 
drawn mn? T?v y pe ° plt ; assume > *hat capital is being 
of hvin» P o man 7 P e °P le t0 maintain their standard 
and „ ex P endlture - Where do you get that im- 

^idenceKal ^ th ° Ught that We could ® et 

hi 2 /L YoU ? you take, for instance, the second- 
vaW c Car mark ,? t ’ and the fluctuations in Stock Exchange 
values, you will have a pretty good correlation. 8 

mind 96 'wh h 3 t V H n r 0t g0t those ^ sets °f figures in my 
do I get out of them? You are saying that 
• ?. .1 gains, I stress that, are increasingly regarded bv 
individuals as part of income, -I do not thinMt cS be 



taken as coincidence that when the Stock Exchange is 
booming the second-hand car market is booming and when 
there is a slump the second-hand car market is also slump- 
ing. It may be a coincidence but I do not think it 
would be. 

3297. And apart from that what else do you go on?— 
The same thing you could say of all really first class 
entertainments and holidays and so on. 1 should have 
thought that there is a pretty good correlation between 
them. 

3298. In the first footnote to that paragraph you use a 
phrase which we may not be using in the same sense 
You say that there is the legal evasion of death duties 
through gifts. You mean people make gifts in fact more 
than five years before they die? — That is right. 

3299. Evasion is a word which sometimes slips in in- 

stead of avoidance. — I apologise, yes it is avoidance I 
qualified it with “legal ”. No offence meant. ’ 

3300. It merely is that people qan, if they do it in time 
part with a portion of their properly, and the result will’ 
be that if they do it in the right form they will not be 
taxed and they will not have death duties.— That is so. 

3301. Mr. Millard Tucker: But they will if the donee 
dies first?— That is so. On the whole, however, there is 
an actuarial chance against the person to whom the gift 
was made dying quite as soon. Also one can institute 
trusts which ensure even against that first death. 

3302. Chairman: You go on to say at the end of the 
paragraph : — 

“Moreover, a decision on policy on undistributed 

profits ought not to be influenced by the fact that non- 

distribution of profits is an excellent method of surtax 

evasion in a system which does not tax capital gains.” 
I would like to know really what you are thinking of 
there. You know the system in a small company, or 
private company, whatever one likes to call it, under which 
if it decides not to distribute a reasonable amount of its 
profits 'there is machinery by which the shareholders can 
be assessed to surtax and that device which you are 
speaking of is avoided in the case of such a company? 
— That is so. 

3303. Going beyond that kind of company, which is 
rather assumed to be in the hands of a few people, to 
the case of a larger company, is it a relevant considera- 
tion on the managerial side whether they would save 
surtax for their shareholders by distributing so much 
profit? — -I should have thought so, because those companies 
which have very high earnings and rather low dividend 
yields have a very much better chance of being able to 
secure capital. 

3304. Yes, I follow that. No doubt it has some bearing 
upon the terms on which they can obtain new capital 
if and when they want it. Is there more in it than that? 
—That is very important. 

3305. Non-distribution of profits is an excellent method 
of surtax evasion is your theme, is it not? But now you 
say it is only a managerial decision and in order to raise 
capital on better terms they may decide to be generous in 
their distribution. It has not got much to do with surtax 
evasion, has it? — It has not from the manager’s side, but 
from the asset distribution side certainly. 

3306. I am sorry, I am not following you. — From the 
side of distribution of assets by the private person. The 
fact that there are a great number of companies where 
this is possible enables people to escape surtax. There- 
I° re > y° u see > in order to deal with the surtax problem 
0 . ose P®ople who do this type of evasion one 
will either have to have a tax on undistributed profits 
m order to force distribution and so get up to surtax, 
or have a capital gains tax. The Americans in the nine- 
teen thirties tried to solve this problem by having a very 
stiff differential tax on undistributed profits without having 
a surtax on distributed profits because there was at that 
rnoment, of course, no inflationary pressure or that sort of 
thing in America but on the contrary a deflationary pres- 
sure. Thus they wanted to get profits distributed as much 
as possmle in order (a) to get at the higher taxpayer, and 
(o) prevent the tendency to monopoly which non-distribu- 
tion of profits strengthens. What I meant was that if 
there is no capital gains tax and if we wish to avoid people 
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evading or rather avoiding, surtax by a suitable arrange- 
ment of their investments, we shall have to have a tax on 
undistributed profits, and on the whole I do not think 
that it is a good thing that the Treasury should decide on 
this basis whether or not to institute a tax on undistri- 
buted profits, which may for other reasons be a very good 
thing. That problem should not be decided on the basis 
of dealing with surtax avoidance. 

3307. Are you thinking of the decision by the investor 
who is a surtax payer as to what kind of company he will 
invest in? — That is so. 

3308. I thought you were referring to the person who 
made a decision as to what dividends they should distri- 
bute.— No, decision here refers to the Treasury. The 
decision of the Treasury whether or not to have a tax 
on undistributed profits should not be made on the basis 
that there are people who can avoid surtax by this means. 

3309. I follow. Could you pass on to your paragraph 
22? You are saying there : — 

“ The post-war resurgence of investment despite 
heavily increased taxation shows indeed that a reduc- 
tion of risk is by far the most hopeful direction of 
tackling the problem of investment.” 

It is rather an aspect of the point that we were discussing 
just now but I thought that the post-war resurgence of 
investment was really very largely re-stocking and re- 
creating damaged assets that arose as a result of the release 
of energies after the war. Indeed the E.P.T. concessions 
were rather directed to securing that, were they not? — 
Yes. 

3310. And the initial allowances to some extent, too. 
Does what you are dealing with there bear very directly 
on the question, whether reduction of risk over a period 
of years, which one has got to consider in the business 
life of this country, is something which is actively stimu- 
lating the minds of business men? — I should have thought 
so. It seems to me that one of the dangerous aspects 
of the present monetary policy is that the sense of risk 
which was eliminated in the first six years after the 
war is now being re-created. 

3311. Mr. Kaldor : May I just take up very briefly 
this last point which the Chairman raised. Your last 
point here was that what businessmen need most is an 
assured market? — T should have thought so. 

3312. If they are certain of being able to sell what they 
produce it will need very little incentive to make them 
invest? — Certainly. 

3313. Atjd that question is very largely a matter of 
'monetary policy and the general management of the 
economy? — Yes, I should have thought so. 

3314. And not a matter of taxation?— No, the taxation 
does not eliminate risks ; it takes profits after risk has 
been successfully borne. 

3315. What you mean is low taxation has much less 
to do with the business man’s attitude to investment than 
one or another kind of monetary policy? — I should have 
thought so, because after all a business man, when he 
invests first of all, wants to have profits, and before profits 
arise he is quite indifferent whether there is high or low 
taxation. If the business man thinks that he will not have 
profits, though he will not have to pay taxes on the non- 
existing profits, he will nevertheless not invest. If on the 
other hand he has a certainty of success when he invests, 
he will do so as long as taxation is not 100 per cent, 
and still retain something, and something is better than 
nothing. 

3316. What we had after the war was a mild degree of 
inflation, suppressed inflation, or whatever you call it, 
which brought it about that the business man in general 
could sell all the time all that was produced, and that is 
enough to assure that they will invest as much or expand 
as fast as they can. — The figures tend to show that. I 
am not quite sure about the attitude of those people who 
say first that we have invested too much and that the 
country ought to have a very high rate of interest in order 
to suppress investment, and then at the same time ask 
us to have less direct taxation (especially on profits) 
because investment is too low ; I am not quite sure how 
to equate those two demands. 

3317. In any case you think that a policy of high interest 
rates could do far more to discourage investment than 



if you allowed any historical replacement cost. Putting 
it in another way, if you reduce interest rates and stimu- 
late investment it is more efficacious than dealing with 
replacement cost allowance? — It seems to have been like 
that, I do not know. I have only judged from the past. 

3318. May I just ask you two more questions. First, 
you come down strongly in favour of a tax on capital 
gains for the reasons that you mention. Some of the 
witnesses, particularly Mr. Harrod who came this morning, 
came down against it largely on the ground that it would 
have deleterious effects on incentive. Do you have any 
views on that? — Yes, I think that if a capital gains tax 
were progressive in the same way as the in- 
come tax, it would certainly have that effect. It seems 
to me, however, that capital gains tax such as is known 
in America has not had in America an appreciably 
deterrent effect, and therefore I should have thought that 
there is no reason to assume that it will have in this 
country. 

3319. Actually I suppose some people would say that 
in America the general level of taxation is lower than it 
is here, but is that true? — Yes, I mean the higher brackets 
in America are obviously lower than in this country, but 
1 do not quite see the relevance of it because the problem 
is whether you have sufficient differentiation between 
capital gains taxation and direct income taxation. Pro- 
vided the differentiation is big the incentive effect 
remains. 

3320. On the matter of depreciation you would favour 
initial allowances rather than any other method? — Yes, 

I am afraid I never understood quite the proposals in 
favour of reckoning depreciation allowances on any other 
basis. As somebody who has been in business, I do not 
see how the theoretical schemes can be translated into 
business practice. I would not have been very happy to 
try to do so when I was in business. They look very 
nice theoretically, but they are, of course, quite imprac- 
ticable apart from certain other objections. 

3321. You would favour initial allowances as a means 
of stimulating investment in times of inflation? — No. In 
times of deflation. 

3322. But a lot of these arguments are concerned with 
times of inflation ; they say that businesses are unable to 
invest unless they get some relief. That is not your view? — 
I always understood that the problem in an inflation is 
how to cut down outlay including investment. 

3323. You recommended somewhere in this paper 
100 per cent, initial allowances.— Yes certainly, I should 
be in favour of that. 

3324. That is a very extreme proposal ; we never had 
in this country more than 40 per cent. — Yes, I should have 
thought that control of investment ought to be by different 
means. I am in favour of the direct controls over invest- 
ment rather than by indirect monetary or taxation means. 
I do not think investment can be much influenced by 
taxation measures. 



3325. It does not make very much difference what you 
do in that case, does it, whether you give initial allow- 
ances or whether you do not? — As a means of over- 
coming deflation, very little. My point in advocating 100 
per cent, allowances is much more in avoiding certain 
distortions between investments. 

3326. Distortions that are due to an inflationary 
process?— Not necessarily inflation, risks generally 
speaking. It is much better to have a thing written down 
and done with and thereby dimmish the possible risk 
element in it. 



3327. Professor Hicks: I would ]ust like to ask one or 

two questions further to that last point. That does mean 
that you think that the action last year of suspending 
initial allowances was a great mistake from your point 
of view?— From my point of view c< > u 1 rse - 

then certain other measures would have had to be taken 
to counter-balance that. 

3328. Would you go so far as to say that the amounts 

of funds which business men have in their own hands 
under their control at any f 

nn the amount of real investment? — 1 should have 
7Soa «t m employment, very little. 
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3329. Does it follow in that case that profits taxation 
in general is without economic consequence? — Economic 
consequence? 

3330. I mean taxation on undistributed profits. — I think 
taxation on undistributed profits has very important con- 
sequences as between firms, yes, certainly. You ought 
to distinguish between the economic consequences as to 
the general level of employment and as to the more inti- 
mate and subtle effects on firms or differentiating between 
firms. I should have thought there is very little taxes 
can do in the first direction, though as we have never 
experimented with it one cannot be quite certain. I 
should have thought on a priori grounds (which I admit 
are rather feeble) I should expect very little effect. If 
once a panic situation has arisen it seems to me there is 
very little you can do by promising that if you have 
profits they will not be taxed much because nobody expects 
to have any profits. 

3331. But when you are seeking to restrain investment, 
may not the limitation of the funds of the firm have 
something to do with the effect of this? — Not so long 
as the firms are still free to go to the capital market. 

3332. So long as they are free to go to the capital 
market, but if there are any difficulties about that it 
would be very different. — Measures which would induce 
the capital market against being at their disposal would 
also affect, of course, their willingness to invest even had 
they any means. I do not think that you can differen- 
tiate between those two. A firm of rayon manufacturers, 
for instance, could still go to the capital market, though 
at rather stiff terms. They are not going to the capital 
market because they have just shut down some of their 
factories in order to decrease their stock accumulation. 
Thus both the worsened terms and the unwillingness to 
borrow are the consequence of the same policy. 

3333. May I change the subject and turn to your dis- 
cussion about unearned and earned income? The pro- 
posals you make involve carrying the discrimination be- 
tween earned and unearned income a very great deal 
further than it is carried at present. Have you considered 
this from the point of view of the exact definition of 
earned and unearned income? From the point of view 
of the public, there would be a great increase in the im- 
portance of the distinction, the classification of what 
income is reckoned as earned and what is reckoned as 
unearned. — No, I do not quite follow. 

3334. The distinction is not, I gather, by any means 

altogether a simple one. There are quite a number of 
cases where income is reckoned on one side of a line, 
from the point of view of the administration- of tax, 
but which the ordinary man, if presented with it, might 
think rather queer. I was thinking just how your pro- 
posals would work in practice. You are going to allow 
people to earn incomes up to £10,000 (let us say, manag- 
ing directors or salaried managers of large concerns), 
and get an earned income allowance. When such a man 
dies and leaves such as he has been able to save in the 
course of his life to his widow, his widow will be having an 
unearned income and the full force of your scourge will 
fall upon her. It does not seem to me quite obvious 
that that kind of arrangement is so equitable as is rather 
implied in what you say. — I should have thought that for 
cases of this sort one could make an equitable arrange- 
ment. It is not beyond the wit of human beings to cater 
for the very small number of cases, for instance one 
could exempt from the unearned income charge any first 
beneficiary after death. A sort of modified Rignano* 
scheme. Moreover, one could exempt from this proposal 
the benefits arising out of life insurance policy providing 
the life insurance policy is not paid up by the accumu- 
Iated capital. Obviously a great number of concessions 
would have to be made when it comes to detailed admin- 
istration, I do not know whether you wish to go into 
that, I should have thought one could cater for these 
exemptions. I should have thought, by and large, that 
concerned income from personal saving, not a tVDical 
case. * 

ww 35 ‘ d ? not “tfy know > do we? We do not know 
what sort of people are getting unearned income.— I 
should havethought that the Inland Revenue statistics of 

, dls ^ lbut i° n of unearned income do not show on the 
whole that that c ase might be taken as typical. 

r * R'gnano Death Duties scheme. Report of the 

Committee on National Debt and Taxation, Cmd. 2800. 



3336. Miss Sutherland : I just wanted to ask a 'few 
questions about this exemption of the lower income grouns 
from income tax, paragraph 8, I think. I understand that 
you repudiate altogether the idea of any of these taxes 
on a standard week or anything of that kind as quite 
impracticable?— Completely impracticable; I mean it is 
practicable only under political conditions very different 
from our own in which injustice is tolerated as you know 
you cannot appeal. The Nazis obviously could do it 
extremely well. They moved the miners’ earnings in the 
Ruhr above a certain limit from taxation at all. The 
Russians I am told also do it, but in both cases there 
are very good means of suppressing any agitation for 
changing the tax system at the next budget which is not 
within our power nor is it desirable. Therefore on the 
whole it seems it is politically impossible and under our 
circumstances completely undesirable. 

3337. I suppose it might be possible to save some of 
this £181 millions by a rather more simple form of taxa- 
tion at the lower income levels? — Obviously most of these 
people drink tea, most, if not all of them, smoke cigar- 
ettes. By a judicial admixture of taxes you could always 
have almost the same incidence without the present 
administrative complication and without the present 
marginal disincentive. One might add, perhaps, that the 
disincentive effect of the direct taxation in lower incomes 
mainly arises out of a certain administrative kink in the 
machinery. If repayments of taxes were to take place at 
certain stated dates, for instance, that is to say, if the 
immediate connection between decreased income and 
income tax repayment were cut, just as it is in the case 
of those whose income tax is payable on two occasions 
I should have thought that the consciousness of the con- 
nection would be interrupted and therefore the disincentive 
would disappear. 

3338. Mr. Crick : I will not keep you a minute. You 
would prefer that as a general rule profits tax should be 
levied at a rate which does not differentiate between 
distributed and undistributed?— That is so. 

3339. Would you be prepared to make the change under 
present conditions at this moment?— By itself no, 
certainly not. 

3340. You would leave a differentiation at the moment? 
—You would have to have a series of measures to offset 
the income effect caused by the remission of taxation if you 
were to abolish the differential against dividends. Statutory 
dividend limitation would be one of these measures. 
Otherwise the relaxation of taxation would worsen the 
inflationary situation. 

3341. I wonder if it would, because if you cancel the 
allowance in respect of undistributed profits the result is 
that all profits will be charged at 50 per cent. The pre- 
sumption is that, if you remove the discrimination in 
favour of undistributed profits, all profits will be subject 
to tax at 50 per cent, neglecting the present budget 
changes ; that I should have thought was counter- 
inflationary. — Would you think that that is the presump- 
tion? If that were the presumption that would be perhaps 
quite justifiable, but 1 should have thought personally that 
at the moment that would not be the presumption. That 
is a question of judgment and l would not like to press 
the point. 

3342. Sir Geoffrey Hayworth : I would like to go back 
to the point that the Chairman raised and also Mr. Kaldor, 
but before that could we turn back to paragraph 9 for the 
moment. You say: — 

According to all available statistics, there has been 
a considerable change in the distribution of post-tax 
income in this country. On the other hand, there 
seems to be no comparable shift in patterns of luxury 
spending.” 

What is the basis for that second statement? — By expen- 
diture on various things like automobiles, luxury travel, 
luxury shops. 

3 -Of course it is all a question of definition of the 
word luxury and if you take travel as a global 
affair. . . . Travelling, for instance, if you go to the 
South of France or say one of the little ports of Italy, 
you still see quite a number of English yachts and that 
sort of thing. 
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3344. You cannot get any measurement. There is ho 
place where that is recorded, is there? — No, but one still 
has quite an impression. 

3345. You make a fairly definite statement, that there 
seems to be no comparable shift in luxury spending so 
that the amount of such expenditure going on is pre- 
sumably as great as it was before the war. — I did not say 
that, I merely said there was no comparable shift. 

3346. If there has been no comparable shift surely it 
must 'be the same as it was before?— No, it might be 
smaller, only the decrease is smaller in one than in the 
other. If the distribution of the post-tax consumption 
was the same as the distribution of post-tax income in this 
country, then I should have thought that we should see 
very few Rolls Royces, most of the hotels would be bank- 
rupt and Bond Street would have to shut up because the 
maximum income which you can retain in this country 
is something like £6,000 or £7,000, and in my humble 
experience I would say on £6,000 or £7,000 you cannot 
splash very far, it is only worth about £3,000 pre-war, 
and on £3,000 pre-war you did not splash much. 

3347. It is just an opinion, I think, there is no basis of 
measurement?— Yes, certainly; as I say, it is perfectly 
clear statistically that you could not possibly buy the 
amount of luxury output from the post-tax income ; it is 
quite clear. 

3348. Where is it clear? — Because you merely have to 
compare the census of statistics of the quasi-luxury articles 
with the statistics of post-tax income to see that it is a 
multiple. 

3349. You have done that? — Yes. 

3350. You say in paragraph 22 : — 

“The assurance of full employment eliminates the 
main risk connected with investment, that of cyclical 
fluctuations.” 

Have we any experience to show that if we eliminate the 
risk of fluctuations there are not new risks which will 
spring up?— There will be certainly, of course there will. 
There will still be the risk, for instance, of a very large 
competitor strangling you, or some such risks, but I 
should not have thought that that risk would be in any 
way comparable to the cyclical risk. I merely have to 
refer you to the bankruptcy statistics in a good and bad 
year before the war, the startling contrast between the 
number of bankruptcies in a good year and the number 
of bankruptcies in a bad year, obviously because the risk 
element was of a different order of magnitude, especially 
if you eliminate from your bankruptcy statistics the very 
small firms, like one-man shops, which have an average 
life in this country of one and a half or one and three- 
quarter years. 

3351. Since we have never had an opportunity of having 
an entrepreneur operate in an economy that was not sub- 
ject to inflation and not subject to steep fluctuations, I 
suggest we do not know what the position would be under 
those conditions. — I suggest that what you call inflation 
I would call full employment. 

3352. I thought we were happy that these were two 
separate things which could exist independently, but that 
is not so? — I suspect that your use of the word “infla- 
tion ” would pot be very far from my use of the words 
“ full employment ”. My use of the word “ inflation ” 
would mean something different. 



3353. I do not know, since I have not expressed my 
view, how you can make that statement.— I should have 
thought that you had, because you said no entrepreneur 
had ever operated in a situation not subject to either busi- 
ness fluctuation or to inflation. Therefore you mean that 
the whole of the post-war situation in, this country is 
one of inflation, and I should have thought that that 
was not so. I suspect, you see, that you use the words 
for at least those years after the war as inflation, whereas 
I would use full employment. 



3354. I suggest there is an element of both in them.— 
I should have thought the element of inflation was de- 
creasing to vanishing point 

3355. The point I am getting at is that it seems to 'be 
quite possible, I say I do not know the answer but I 
am not assuming one way or the other, that if you had 
a long period of full employment it is quite likely that 
the buying habits of people would change and there may 
be fluctuations in industry. . . . — I should have thought 
that the human animal was a remarkably conservative sort 
of thing, and our consuming habits have not changed 
very much really, have they? We are still spending on 
food and on clothing and on housing, and though there 
are certain small differences in the sort of way we do it, 
we do it all the same. 



3356. I do not want to go into the detail of it but I 
do not look upon it as an axiom that the elimination 
of cyclical fluctuations necessarily reduces the risk element, 
that is my point, necessarily. — I should have thought it 
necessarily reduces the risk ; I do not know by how much. 
Even if I were to agree with you that there is a very 
serious risk of structural changes I should still think that 
structural changes are such slow ones, at any rate all 
those structural changes about which we have know- 
ledge in history, are so slow that the impact effect of 
cyclical fluctuations is a very much larger element in the 
composite risk, and therefore I should have thought that 
the elimination of the cyclical element would be a very 
important change. 

3357. Sir Geoffrey Hey worth : I think it is an important 
element, but I do not think we have enough knowledge 
to say whether it is a main element, or whether it would 
diminish or increase those hypothetical conditions we are 
talking about, full employment and inflation ; we cannot 
say what the position would be. 

3358. Mr. Greenwood: Just one thing. Will you turn 
to the end of paragraph 10? Can you give me some idea 
of the companies that you have in mind there. Are 
they large ones or small ones — “ A decision on policy on 
undistributed profits ought not to be influenced by the 
fact . . .”? — Very varied types. 

3359. Can you give me one example? — Glaxo ; but I 



could give you very many. 

3360 Would you not think, when it came to capital 
gains, that there are a great number, such as Courtaulds, 
where the reverse is true, that is, they plough back a 
tremendous amount of profit, and yet the shares are now 
very much lower than they were in the years before?— 
I would not know. 



3361. Mr. Greenwood-. There are a great many ; my 
own company is one of them. Thank you yery much, 
I was just wondering whether you meant big companies 
or privately owned companies, I was not certain. 
Chairman- Thank you, Mr. Balogh. 



The witness withdrew 



NOTE . . 

The Commission invited certain individual witnesses to give their views on the main economic questions a mg wit in 
the terms of reference. The list of questions is reproduced below. 



1. To what extent is it desirable or expedient to use the 
■taxation of incomes and profits specifically as instruments 
of (a) monetary policy (as by the creation of a disinfla- 
tionary surplus or deliberately contrived Budget deficit), 
and (ft) economic policy (as by measures, e.g., differential 
rates of profits tax, granting or withholding of initial 
allowances ”, deferment of depreciation allowances, to 
encourage the ploughing back or distribution of profits 
or the acceleration or deferment of fixed capital expendi- 
ture)? In your view could such measures usefully discri- 
minate between different branches of industry? Is our 



preamt tax system basically well adapted to use iu such 
wavs? If not, are there, in your view, any particular 
respects in which it could be made more effective for 
these purposes? 

2 Do vou think that the underlying concept of the 
present system of taxing profits and income should be 
modified in the direction of 

(a) assessing tax on the basis of personal expenditure 
rather tST Lome Ci.e., exempting savings from tax 
and taxing dis-savings) ; 
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. {b) including a tax on realised or unrealised capital 
gains ; 

<c) introducing an annual tax assessed on the basis of 
personal capital? 

3. Do you think any fundamental change is desirable 
in the taxation of small incomes, e.g., by changing the 
present system of P.A.Y.E., or by exempting small incomes 
from ordinary income tax and substituting a simple flat 
rate tax or some other form of tax? 

4. Do you consider that the present system of granting 
allowances for income tax for family circumstances is 
economically justifiable, or would you prefer some other 
method as, e.g., in France or the U.S.A.? 

5. Do you favour on economic grounds increased 
differentiation between earned and unearned income ; if 
so, would you bring this about by increasing the pro- 
portion of earned income that is relieved, by raising the 
maximum amount of the relief, by extending the relief 
to surtax, by imposing an additional tax on unearned 
income or by some other method? 

6. Do you think that the present system of taxing com- 
pany profits as such, whether or not they are shortly 
to enter into the stream of individual incomes, is justified 
on grounds of principle? Would you prefer a system under 
which income tax was levied on the incomes of individuals 
only and there was a separate corporation tax on company 
profits in place of the present system under which com- 
pany profits are subjected both to income tax and profits 
tax? 



7. Do you think that the impact of the profits tax is 
harmful to industrial development, and if so, is it by reason 
of ( a ) the weight of the tax ; { b ) the deduction of deben. 
ture interest but not of preference dividends ; (c) the differ- 
ential rates as between distributed and undistributed 
profits? 

8. Do you think that the present method of computing 
trading profits should be modified so as to take into 
account changes in the value of money? If so, should the 
modications apply to fixed assets, or trading stock or 
both, and what form should they take? Is your conclu- 
sion based on considerations of principle, or on any views 
you may hold on the effects of the present system on the 
growth and efficiency of industry? On the latter aspect 
can you point to any statistical or other factual evidence’ 
in support of your views? Do you think that any such 
adjustment for the change in the value of money requires 
that a change should also be made in fixed charges (e.g 
debenture interest) payable by traders ; if not, on what 
grounds of principle do you think that the one case can 
be distinguished from the other? 

9. Do you think that any change should be made on 
economic grounds in the present rules governing allow- 
ances for business or professional expenses, whether for 
purposes of personal or profits taxation {e.g., advertising 
entertainment, travelling, charitable subscriptions)? 

10. Do you favour, under present conditions or as a 
general practice, the levying of a special tax on “ excess ” 
profits ; and if so, in what sense should the word “ excess ” 
be interpreted, or on what basis should the taxable excess 
be computed? 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration.” 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) incentives, 

( b ) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives ? 

These questions can be considered in relation to the taxation of : — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 

altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to : — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

( b ) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (a) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? In particular — 

(b) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allow- 

ances, reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggrega- 

tion; ( b ) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rales governing the taxation treatment of special classes of 

taxpayers (e.g., pubhc corporations, co-operative societies, charities)? 
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MINUTES OF EVIDENCE TAKEN BEFORE 

the royal commission on the taxation of 

PROFITS AND INCOME 



THIRTEENTH DAY 



Friday, 4th July, 1952 



Mrs. Vera Anstey, D.Sc. 

Mr. H. L. Bullock 

Mr. W. S. Carrington, F.C.A. 

Mr. W. F. Crick 

Sir Geoffrey Heyworth 

Professor J. R. Hicks, F.B.A. 

Mr. N. Kaldor 



PRESENT: 

The Rt. Hon. Lord Radcliffe, G.B.E. {.Chairman) 



Mr. W. J. Keswick 

Miss L. S. Sutherland, C.B.E. 

Mr. J. Millard Tucker, Q.C. 

Mr. G. Woodcock 

Mr. E. R. Brookes {Secretary) 

Mr. D. G. Daymond {Assistant Secretary 




Mr Leo Kennett and Mr. J. E. Harris, on behalf of the Association of Certified and Corporate Accountants; 
called and examined. 



MEMORANDUM SUBMITTED BY THE ASSOCIATION OF CERTIFIED AND 
CORPORATE ACCOUNTANTS 



I. Preamble 

1. In what follows the effects of the existing system of 
the taxation of corporate profits and income on the 
conduct and nature of business is considered. 

2. Consideration is first given to the statutory definition 
of business income implicit in legislation and its interpreta- 
tion in the courts, in particular to the effects taxation, 
based on such definition, has on the replacement of both 
fixed and floating assets. Consideration is also given to 
the effect of the incidence of corporate taxation on the 
availability of capital to industry, of its effect on differing 
forms of capital and on the balance of the capital struc- 
ture of businesses. Finally, attention has been directed 
to the incidence of taxation on corporate bodies and 
individuals. 

3. Reference is made to the actual experience, insofar 
as it is reflected in company accounts, of a small carefully 
balanced sample of companies* The broad general trends 
which the results of the sample reveal, tend to confirm the 
complaint of industry that the present system of taxation 
is adversely affecting its capital resources and is imposing 
a severe financial strain on business. 

4. The figures* largely exclude the temporary effects of 
re-armament. This is important because orthodox 
accountancy practice tends to exaggerate the profits inna- 
tion now emerging in the munitions and related industries 
and, therefore, masks temporarily the difficulties relating 
to the financing of replacement, modernisation and 
extension of fixed assets. 

II. Definition of the content of income for purposes of 
corporate taxation 

(a) Period of assessment 

5. At present losses can be carried forward and offset 
against profits earned in the six years following that in 
which a loss is made : they can be carried back only one 
year. The choice of twelve months as a basis for measur- 
ing profit is a purely arbitrary one. The taxable capacity 
of a business can only be properly measured by reference 
to its earnings over its whole life. This principle was 
recognised for Excess Profits Tax and there would seem 
to be no logical reason why industry should not be able 
to offset losses against the profits of the previous six years 
and against future profits without time limit. 

6. The present basis of assessment, under which the 
accounting profits of a financial period ending within a 
given fiscal year are deemed to constitute the profits oi 
the succeeding fiscal year, is far from satisfactory. It is, 
in fact, complicating and misleading. But even more 

* See Appendix G. 



objectionable are the transitional provisions at the com- 
mencement and cessation which cause profits of the open- 
ing period to be taxed more than once and the profits of 
the penultimate year not at all. These arbitrary provisions 
involve taxation, over the whole life of the business, of 
a total which only by coincidence corresponds with profits 
actually earned. There would appear to be no doubt 
that, despite transitional difficulties, taxation on an 
“actual” basis as was the case with E.P.T. and is the 
case with profits tax, would be more appropriate. It ought 
to be possible to surmount the transitional difficulties due 
to the switohover just as a similar problem was overcome 
in connection with the introduction of P.A.Y.E. Transi- 
tional difficulties would clearly be eased if the change 
could be made in a year when total profits were likely to 
vary only slightly from those of the preceding year! 

(•b) The restriction on deductions allowable as costs or 
expenses of operation of a business under present 
practice 

7. There exists a significant variation between what 
logically might be considered as business profit and what 
is thrown up as “ taxable ” profit by computations made 
in accordance with the requirements of the taxing 
authority. In the course of evidence given before the 
committee which sat last year under the chairmanship of 
Mr. J. Millard Tucker, K.C., this particular matter brought 
more representations than any other. 

8. The official attitude on the whole subject of allow- 
able expenses is entirely negative. This arises because the 
law imposes taxation on business profits without defining 
them ; instead a reverse procedure is adopted of setting out 
a list of items which 'are not to he deducted. 

9. The restrictive effect of existing legislation largely 
arises out of the operation and interpretation of Rule 3* 
and in particular sub-rules (n) and (/) where 

“ any disbursements or expenses, not being money 
wholly and exclusively laid out or expended for the 
purposes of the trade, profession, employment or voca- 
tion ” and 

“ any capital withdrawn from, or any sum employed 
or intended to be employed as capital in such trade, 
profession or vocation ” are disallowed. 

10. In exercising its authority, it would appear that the 
Board of Inland Revenue has seized in particular on these 
rules as the most tangible guide that it possesses. Differ- 
ences of opinion have been pursued in the courts and it 

* Rule 3 of the Rules applicable to Cases I and H of Schedule D 
[now I.T.A., 1952, s. 137]. 

A 
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must be said that the judicial findings — often given obiter 
and usually relating solely to a particular set of facts — 
have tended to give a narrower interpretation of .the law 
than its actual language would appear to suggest. 

11. Thus, in the case of Strong v. Woodifield, 5.T.C.215, 
a casual remark that expenses to be deducted “ must be 
made for the purposes of earning profit ” has led to the 
doctrine of remoteness under whioh many items are dis- 
allowed. Similarly, the findings in the Law Shipping case, 
that the very extensive repairs to a ship bought second- 
hand were to be excluded on the grounds that they were of 
the nature of capital, has been used indiscriminately to 
surcharge initial expenditure of all kinds, often of com- 
paratively minor importance. 

12. The terms of law, the findings of courts and the 
zeal of inspectors have combined to place an emphasis 
on the disallowance of many items of legitimate business 
expenditure in the assessment of taxable profits. This 
emphasis is largely accidental and often inappropriate. 

13. It is suggested first that taxable income ought to 
be computed so that any expenditure or disbursement 
attributable to production or marketing of goods or ser- 
vices is to be regarded as an allowable cost, and second 
that there is no clear distinction between capital a nd 
revenue expenditure. Capital expenditure with certain 
exceptions is raxely of permanent value ; it should more 
properly be regarded as deferred revenue expenditure 
which takes longer to pass through the profit and loss 
account in the form of depreciation, or amortization, or 
depletion or obsolescence. 



(c) Replacement of fixed and floating assets 

14. Considerable anxiety has been caused by the com- 
bined effects of prolonged inflation and the existing 
method of taxation on making proper provision for re- 
placement of fixed and floating assets. Fears have been 
expressed as to the possible effect this may have on the 
maintenance of the nation’s productive capacity. 

15. The current accounting method of valuation of fixed 
assets, that is buildings, plant and equipment, is on a 
basis of original or historical cost. That of floating 
assets, stocks, work-in^progress and other current assets, 
is on the basis of ourrent market valuation or cost, which- 
ever is the lower. Provision for replacement of fixed 
assets as nominally allowed by the taxation authority as an 
allowance before arriving ,at gross taxable profit, the 
so-called depreciation allowances being linked to historical 
oost. Provision for replacement of stocks of raw materials, 
senu-processed and finished products is not explicitly 
recognised as it is assumed that such provision ds auto- 
matic in the normal operation of company finances .through 
recovery of outlay in direct sale or indirectly by sale of 
finished products into which the raw materials or semi- 
finished goods have been incorporated. 

is 5 c0 ' urse > designed to function 
conditions of stability of money values. So long 

fs SimmSS >a a h ?^’ a proper c Provision for replacement 
is accumulated and the costs of acquisition of new nlant 
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* being deficient to the extent of the tax £^. where t=percentage 
rate of tax. 1UU 



t by the extent of the tax where r =percentage rate of tax. 



18. The problem of stock replacement is less 
for little opportunity is . allowed for an aiSS 
deficiency to occur over time. Generally speakine 1!!! 
raw materials are utilised, replacement, subject to tu 
exigencies of the raw material markets, is immediate Th! 
difficulties of replacement are none the less real and t 
can create very considerable financial strain on busing 
carrying large stocks when the price inflation is at In 
large as it was in 1950. As prices rise, stocks must he 
sold at higher prices or the finished products into whioh 
they are incorporated must be costed at the higher level 
of raw material prices in order to provide for replace, 
ment. This involves a nominal monetary profit which U 
taxed at an effective minimum of more than 50 per cent 
The stock replacement fund is thus deficient to this extent 
Constant inflation involves the constant drawing into the 
business of additional working capital or switching from 
other current assets into stocks in order to finance replace- 
ment. Inasmuch as such deficiency in replacement is 
made good by the raising of new capital, in effect such 
capital may be regarded as having been raised simolv tn 
cover taxation. 



19. All this is amply illustrated by the experience of 
the companies constituting the sample already referred 
to in the preamble to this memorandum. Whilst book 
values of fixed assets moved up by about half from 1938 
to 1950 values of stock and work-in-progress expanded 
almost five times. Although undoubtedly a proportion 
of this is due to an expanded volume of stock carried and 
ol work-in-progress as a result of increased physical pro- 
duction, by far the larger proportion is due simply to the 
inflation of values.* This large increase in the value of 
stocks carried has been financed in part by appropriations 
lrom profits to reserve and increases in bank overdrafts 
short-term loans and other expedients and in part, at least 
S1 .“ ce 1945, by disposing of short-term investments and 
gilt-edged securities. 



20. In many companies profit retention designed to 
finance fixed asset _ replacement and modernisation has 
been absorbed in financing the higher value of stocks. 
1 here have even been cases where long-term capital raised 
with the primary object of acquisition of fixed assets aimed 
at expansion of productive capacity has been diverted 
into covering the inflated value of floating assets 



21. It is said that the banks are looking at the current 
commodity rise with caution and advances to cover the 
financial requirement created by what might be only 
temporarily higher raw material values are difficult to 
obtain. Companies are therefore forced into financing 
by disposing of liquid assets or by issuing medium term 
loan capital. Both may involve an unbalance in company 
finance which might cause serious difficulty in the event of 
commodity, markets collapsing from their present 
artificially high levels. This situation is typical of what 
must arise under existing techniques of corporate taxation. 



22. The need to meet the costs of replacement out of 
retained net profits is, in our opinion, evidence that income 
tax as at present levied is a tax on more than mere income: 
m fact, we consider that income tax now operates as a tax 
on both income and capital. Our conception of income 
is a sum which, at the end of a given period, a business 
unit could dispose of without impairing the same aggregate 
ot physical assets in the same workable condition as they 
were at the beginning of the period. It is on income 
thus defined that tax should be charged. We are not 
suggesting here a reduction in the total yield from 
corporate taxation, but submit our view that the position 
which exists today, where it is not known to what extent 
true income is being taxed, is wholly wrong. 



23. We are fully cognisant of the intricacies that would 
follow an attempt to alter fundamentally the basis on 
which income tax is levied, but we nevertheless believe 
that the difficulties will have to be surmounted if the 
country’s capital — and therefore its future income — is to 
be protected. As previously mentioned, accounting tech- 
niques and income tax practice currently used have been 
evolved during a period of relative stability in the value 
of money. But the instability of world affairs during the 
past decade with the prospect of continuing instability 
during the forthcoming decades, suggests the probability 



* See figures in Appendix B. 
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of a perpetuating instability in the value of money. More- 
over even a period of falling prices would not neces- 
sarily compensate for the ill-effects occasioned during one 
of rising prices, as the price fall may be too long delayed, 
or may be of a different order of magnitude. In this 
connection it is interesting to note that even in the nine- 
teenth century. Parliament felt it necessary to protect, as 
far as possible, the real capital of certain statutory com- 
panies by requiring a system of Accounting which has 
become known as the “ Double Account System.” More 
recently, Sir Stafford Cripps, when Chancellor of the 
Exchequer, defended after devaluation an immediate 
increase in the price of base metals then in stock on the 



This is the result of a long term trend deriving principally 
from the tendency for taxation of personal incomes to 
become more steeply progressive. While this may be 
justified on various other grounds it is a fact of serious 
consequence for business. It is not a phenomenon con-, 
fined to Britain alone, but is characteristic, to a greater 
or lesser degree of other countries following a similar 
economic and social development. 

30. However, in our view it is a particularly serious 
phenomenon for this country if it wishes to enjoy the 
standard of living so far maintained. Whereas in the 
19th and early 20th centuries the U.K. firmly held a 
predominant position in the markets of the world, as a 



grounds that it was a public duty to protect the Exchequer result of two wars and a rapidly changing situation, this 

9 . , ... 1 .L C A * r 



by treating cost as meaning replacement cost. 

24. To protect real capital and to ensure that a part of 
it is n ot taxed annually under the guise of income, we 
consi der it necessary to compute income on a basis 
di fferent from that hitherto adopted and we suggest that 
th e essence of the problem is reached if, as far as practic- 
able. inflows and outflows, represented as receipt and 
expe nditure, are measured in similar units, that is to say 
unit s having the same purchasing power. Conscious as we 
are o f the very real practical difficulties of applying this 
theory in all cases, we suggest that the following proposals 
wo uld prove to be workable in practice and would at the 
same time provide for a much more accurate charge 
against revenue in the assessment of income. 

(a) Fixed Assets* 

25. That the depreciation allowance be ascertained as 
hitherto on a historical cost basis, but that the resulting 
figure be adjusted to allow for the relative change in the 
price level of the year in question compared to that in 
which the asset was acquired! Further, the ded uct ion 



from the cost, to ascertain the carry-forward on which 
to base the following year’s depreciation, should be 
limited to the allowance computed on the historical cost 
basis, thus allowing a charge against revenue over the 
life of the asset, of a sum greater than the original cost 
of the asset. 



(b) Stock 

26. That the ordinary fifo method of stock valuation 
inserting into the revenue account a special tax free stock 
replacement provision equal to the amount of the 
expansion in stock values due to price inflation be adopted. 

III. Existing corporate taxation and the availability of 
capital to industry 

27. The effect of existing corporate taxation on the 
financial problem of businesses does not end with the 
financial difficulties of replacement and, of course, is a 
distinct problem from that of the necessity to measure 
income accurately. Retained profits normally constitute a 
source of capital which is used to cover at least part of 
the cost of modernisation and development. With the 
intrusion made into net retained profit by taxed provision 
to cover that part of replacement cost not allowed under 
existing law, it is extremely doubtful whether this source 
now fulfils its primary function. If there is some doubt 
about this, there is certainly no doubt that net retained 
profits are insufficient to allow, in addition, the building 
up of adequate financial reserves to cover the unforeseen 
contingencies of the future. Both these developments are 
particularly serious, the one because of the need — agreed 
by government and industry alike — to raise industrial pro- 
ductivity and essential output and the other because of 
the uncertainties of the current world economic and 
political situation. 

28. It is not the intention in this memorandum to put 
forward the view that businesses should be self-financing. 
In order to ensure a balanced and efficient use of resources, 
it is clearly essential that the availability of capital should 
in part be determined by the independent assessment of 
the capital markets, and, in fact, industrial capital is 
normally available from sources both within and outside 
the individual firm. 

29. Nevertheless, the fact is slowly emerging that sources 
of capital external to the firm are gradually drying up. 



__ no longer the case. We are now faced, amongst many 
others, with two giant competitors, the U.S.A. and the 
U.S.S.R., which are rapidly increasing their capital 
potential. 

31. Hence it appears to us essential, for the welfare of 
this country, that it should be in a position to seize the 
initiative in new industries. If it cannot compete success- 
fully in lines where there is a premium on very large scale 
production, then it must make its effort along other 
channels, in new spheres, where it can establish a lead in 
novel or highly specialised processes which do not admit 
of mass production. But to do this, capital must be avail- 
able to move freely and a high premium must be placed on 
the mobility of capital and of other resources. Thus our 
taxation policy should be developed to prevent the 
ossifying process which now appears so prevalent. 

32. Figures* of new capital issues show that, whereas 
non-government issues averaged £145 million in 1948 
and 1949, in the five years ending 1937 the figure was 
£163 million, in the five years ending 1930 £284 million 
and immediately prior to 1914 probably over £200 million. 
The extent of the fall is much greater than the figures 
reveal for the true position is masked by the depreciation 
in the value of the currency. Expressed as a proportion 
of the national income, new issues fell from the high level 
of nearly 10 per cent, in the pre-1914 era, to 7 per cent, 
in the twenties, to 4 per cent, in the thirties, and to less 
than 1-J per cent, in 1948-49. 

33. The contraction in the supply of capital to industry 
through the new issue market has of course been 
accentuated by taxation policy during the war period and 
its aftermath. Net personal savings, after allowing for 
taxes on capital, have steadily declined over the post-war 
years, and in 1949 they were only £174 million compared 
with £658 million in 1946 and an estimated £139 million 
in 193 8 1 when the value of the currency stood much 
higher. The pre-war figure, in fact, represents some £256 
million in terms of 1949 purchasing power. 

34. Securing a reversal in the trend is likely to be a long 
and difficult process. In any case there is a degree of 
permanence in the situation, due to fundamental changes 
in the economic and social structure largely connected 
with the redistribution of income, which precludes the 
eventual adequacy of supplies from this source. Industry 
is increasingly dependent therefore on the aggregate of 
retained profits as a source of capital for the financing of 
new development. 

This source can be expanded in only three ways : 

(a) by a policy of dividend reduction, 

(£>) by expanding gross profit through raising product 
prices in order to recover taxation, or 

(c) by modifying the level or incidence of corporate 
taxation insofar as it affects retained profits. 

35 The first can be dismissed summarily having regard 
ito its probable effect on the supply of capital from 
external sources i.e. through the new issue market or the 
large institutional investor. The second is to be deprecated 
on the grounds of its inflationary effect alone Taxation, 
in fact, is fast coming to be considered as a charge which 
can be legitimately passed on to the consumer. To this 
extent, therefore, the second method of safeguarding 
reserves already operates. The only practical possibility 
seems to be the modification of the incidence of corporate 
taxation on undistributed profits thus recovering revenue 
from another direction. The other two suggestions m fact 
provide no solution at all. 



* See Appendix A. 



■ Compiled by the Midland Bank and quoted by Professor 
Paish in an inaugural lecture given at the University of London m 
December, 1950. 
t Cmd. 7933. 
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36. There would seem to be, however, no prima facie 
reason why undistributed profits should not be subject to 
income tax at the standard rate in the same way as capital 
coming from outside the business, which is derived from 
incomes already taxed at that rate plus or minus adjust- 
ments depending on the individual circumstance of the 
investor. Equally the view is taken that differential treat- 
ment in the way of additional statutory taxation on undis- 
tributed profits at 50 per cent, less a relief of 40 per cent., 
giving an effective rate of 10 per cent., constitutes an 
unsatisfactory drag on the financing of business. 

37. The burden of profits tax on undistributed profits, 
however, is far more severe than at first appears for, 
in point of fact, the whole of the profits tax on gross 
profits whether distributed or retained falls on the undis- 
tributed portion. Profits tax on gross dividend is not 
deducted as is income tax. This point is illustrated by 
a computation set out in Appendices C and D. 

38. Owing to the peculiar incidence of profits tax, the 
effective rate of actual taxation on distributed profits 
remains constant at 47£ per cent, of the gross dividend 
irrespective of the proportion distributed. The burden of 
profits tax falls in entirety on retained profits which are 
6 j fw*r ly ta x e d at rates varying between 52± per cent, 
and 100 per cent, of the gross figure. The effective rate 
ot taxation on retained profits increases as the proportion 
distributed increases. In fact, profits tax on both dis- 
tnbuted and undistributed profits may be regarded 
effectively as a graduated tax on retained profit which 
vanes inversely to the proportion of such profit retained, 
in the case of equal allocation of gross profits between 
dividends, and reserves and carry forward — as is the 
practice followed by a large number of companies— the 
effective rate of tax on total profits is 63.3 per cent, with 
the effective rate on undistributed profits — even in this 
normal case — as high as 79 per cent, or 15s. 9f d. in the £. 

39. It is a point of interest that the mechanics of 
operation of profits tax restricts the total distribution of 
profits to 64$ per cent, of gross earnings. This is so 
because the 35$ per cent, remainder is completely absorbed 
“yP r ™. ^x. In the other extreme case where no 
dividend is declared and gross profits are put entirely 
to reserve for ploughing back into the business, the 
effective rate of taxation on the profit retained still 
amounts to over 50 per cent, or more than 10s. in the £ 
f" /^ amgs - company must earn, therefore, at 
link™ 0 / 000 gr ° SS before Jt can Provide a net addition of 
£10,000 to reserves even though it makes no distribution. 
The requu^ earnings figure before the war would have 
drafn a on Ut - £ H 13 ’? 3 ^' Th ' S IS , a measure of the increased 
frnm rh • f*, 115117 s internal capital resources resulting 

ar? tb e incidence and level of post-war taxation. 
o, 40 ' rence *° A PPendix E, in which is summarised 
the ,,? c li t . ual experience of a large sample* of companies 
puHishmg reports daring 1950, shows that iacoSTSS 
absOTbed 52 ““ ° £ *£■ 

41. The comparative experience of industry pre-war and 
1S dlustrated in the results of the small samplef 
also set out in Appendix E. A considerably higher pro- 
-5 f F°f 'P rofi ts is absorbed by taxation in the 
ase of identical companies in 1950 compared with 1938 

a n 2 r^l Ce t w th l actUal fi S ures in Appendices F 
£35 SilSrA* ^ here3s S ross Profits increased by 
a hi, . dividends only moved up £1-4 million 

^Jt°fn 8 r h thiJ ldend Iimi 1 t , at ^° n is no doubt responsible in 
part for this very small increase, perusal of the fi cures 

S?? 8 dividend ? were actually lower in 1945 than in 
huwi Tb |re was adequate scope for expansion in distri- 
1946 1947 prior to introduction of 

dividend limitation. The fact that there was no such ev 
pansion suggests that there were, and probably still are" 
pressures other than the dividend iiinitation agreem^; 
keeping down dividends. The bulk of the expanS £ 

the «flnfof W £19 5 Sir ab “ r J?' d b J increased taxation to 
tne extent of £19-5 milhon and increased apnroDriatinn 
reserves (and carry forward) to the extent Kim S. 
toieh*. WPridtidPS w“e pCS 

0^1945^ The provision of ca pital by appropriation^S 

* The Economist, January 27th, 1951 

T Appendices F and G. 



[Continued 

profit to reserve has been clearly inadequate despite „ 
issues of both loan and share capital, for there has 
a considerable increase m financing by means of short to 
bank loan and overdraft during the intervening period 1 " 

43. This financial strain on company reserves is ve' 
largely the result of the operation of profit tax which ri? 
pleted the capital resources of all companies bv «« 
million* in the fiscal year ending in 1951. 

44. We are of the opinion that it is not necessary u 
suggest alternative means of raising taxation as we beli,» 
that a stimulant to the mobility of capital would i„ 
ultimately ensure the maintenance of revenue which 
m™ deemed necessary. We are of the opinion that k 
putting a .premium instead of a discount on orofc <2 
country's capital will once again flow freely into act iifc 
where the return on capital is greatest, thus increasing ft, 
national income, which would in turn facilitate the rais „ 
of revenue to balance a national budget of or™ 
dimensions. 

IV. Existing corporate taxation risk bearing and the 
capital structure of Industry. 

45. The existing system of corporate taxation both in 
relation to the level of tax and its incidence is havine 
considerable adverse effect on risk assumption and on the 
balance of the capital structure of business. 

46. Although income tax falls on both preference and 
ordinary share capital by deduction at source, and on de- 
benture and loan capital by deduction on receipt, profits 
tax falls entirely on the risk-bearing portion of industry's 
capital. Ordinary shareholders, like preference share- 
holders, do not actually pay profits tax out of dividends 
but their reversionary interest in the company is affected. 

I his is so partly because profits tax reduces the retained 
profit available for ploughing back into the business thus 
affecting future earnings capacity, and partly because it 
cuts down the maximum dividend which can be paid outt 
giving the necessity of a minimum prior ploughing-back of 
profit into the business. Both these factors affect the 
break-up values of companies and their market valuation 
on the Stock Exchange. 

47. Quite clearly, therefore, both capital values and 
current yields are adversely affected to the detriment of 
the willingness of investors to assume the differential risk 
involved in investing in companies through the medium 
or ordinary share capital. 

48. Within companies, the general level of taxation and 
in particular the incidence of profits tax tends to relax 
normal restraint on inefficiency and extravagant expendi- 
ture and tends -to lead to an aversion on the part of boards 
or directors to take normal risks, to say nothing of the 
incentive it gives to doubtful practices designed at tax 
avoidance of even evasion. All this tends to react un- 
satisfactorily on the efficiency and earning power of busi- 
ness and therefore once again on the willingness of 
capita?^ t0 SUpport tbe mar k el ' new ordinary share 

bas > f act > two serious consequences. The one 
consists of causing risk capital to be switched abroad where 
° r more ec l uitab| y designed taxation secures a higher 
return on investment. In extreme cases, it has actually 
0 *ne migration and re-registration of companies 
overseas. This development has reached some proportion 
ex ° dus mining companies whose field of opera- 

abroad - . Private investors in such companies gain 
e 'appreciation of their reversionary interest in the 
■ S les hyfi this is cancelled out in part, in the case of 

naI investors, by their liability for profits tax on 
dividends so received. 

.r, 5 «L' EVIi ? more im P°«ant is the general trend of emi- 
ES2; 4 companies situated in this country which 
onrftio. ? r0ad ' Lond ° n is no longer of its former im- 
of t.ho as a ce ntre of companies controlling a large part 
British !!?/ r aw materials, as a result of which the 
raw _ ^ manufacturer has lost the ready access to those 
S t0 * which he was formerly accustomed. The 
rLniff to l. l0Catl0 , n the financial centre of such corn- 
er thf* ^ foreign lands, often accompanied by a transfer 
m ? rket ^change, has reduced this 
which ; f bl lty . t( ? ■obtain those primary materials on 
could n V S part,cular] y dependent and without which it 
could not survive as a g reat power. 

* Financial Statement, 1951-52, H.M.S.O. 

T In the absence of dividend limitation. 
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51 The other consequence consists in the encourage- 
ment which the burden of corporate taxation and the 
incidence in particular of profits tax gives to companies, 
to switch from preference and ordinary share capital to 
debenture and other forms of loan capital. Such capital 
bears no profits tax and creates no additional charge for 
the company in the way of liability to income tax, the 
interest on such capital constituting, as it does, a prior 
charge to be deducted before arriving at a figure of gross 
taxable profit. The growing move towards this form of 
financing is amply illustrated by the trend in the proportion 
of new issues by companies’" consisting of loan capital, 
which rose from 11 per cent, in 1948 to 30 per cent, in 
1949 and to 55£ per cent, last yearf when there was a 
boom in such issues particularly of medium term unsecured 
notes. 

52. Excessive financing by means of loan capital, 
although relieving the industry of additional taxation and 
easing the capital resources problem, tends to lead to an 
unsatisfactory balance of the capital structure. The 
unbalance introduced is most burdensome in companies 
where prior ranking preference capital forms a large pro- 
portion of total issued share capital. It could be par- 
ticularly serious in the event of a general depression in 
which profits contract. If pursued to any substantial 
degree it might well involve under such conditions a wave 
of financial embarrassment of companies which could be 
quite serious to the stability and eventual rate of recovery 
of the economy. 

53. We wish to stress that we contemplate continuance 
of the pr esent level of revenue on the assumption of an 
increa sed buoyancy of the National Income (as a result 
of factors we have outlined). Should such an assumption 
aot be v indicated very serious consideration should be 
given to the following - : 

(a) to the priority of securing proper replacement 
and development of essential industrial capacity, and 

(b) to ensure the availability of risk capital to finance 
new industries (which taxation of profits inhibits), 

as against that of maintaining the marginal outlay in 
other directions. 

V. The Incidence of Taxation on Corporate Bodies 
and Individuals. 



Profits Tax : 

This is charged only on incorporated bodies. In so 
far as its scheme is devised to discourage the distribu- 
tion of profits, it does, no doubt, have some degree of 
success in tending to limit such distribution. While, 
in the majority of cases, this may be a desirable conse- 
quence, it is not invariably or necessarily so. 

The main criticism of the tax is that it discriminates 
against one particular type of income and, in particular, 
that this discrimination results in the entire burden fall- 
ing upon the persons contributing the “risk capital,” 
i.e., the equity shareholders. There is great difficulty in 
discovering any logical, moral or other justification for 
this state of affairs and its economic consequences in 
discouraging the risking of such capital the possible 
profit from such investment being (according to the 
weight of the duty) disproportionate to the risks 
involved. 

Furthermore one particular aspect of the Profits Tax 
Act, namely provisions relating to distribution charges J 
has damaging effects on corporate bodies in the years 
when they can least afford it. 

All such taxes may have, and no doubt have had, the 
following consequences : 

(i) The encouragement of extravagance ; that is one 
facet of the wider consequence of the discourage- 
ment of incentive. If only an insignificant net 
benefit is likely to result from economy in ad- 
ministration, etc., there is obviously less incentive 
to make serious effort to effect such economies. 

(ii) The general reluctance to take risks, and to be 
enterprising. 

(iii) The encouragement given to activities which 
appear to offer better chances of financial reward 
merely because they are sufficiently “ unorthodox 
as to fall outside the scope of the taxes— e.g., of 
the type commonly known as “ fiddling ”. There 
is, in addition, a tendency to consider all actions 
in’ the light of the consequences from a taxation 
point of view, so that action taken, while no doubt 
legitimate and not necessarily harmful, is other than 
what would have been regarded as most desirable 
if such consequences had not been taken into 
account. 



54. The taxation of companies differs from that of 
other trading units in the following respects : 



Income Tax 
All profits 



All proms are taxed at the standard rate ; no deduc- 
tions for earned income or other “ personal ’ allowances 
being made. In the case of private companies the 
result is, frequently, to pay larger salaries to directors, 
etc., than would otherwise be regarded as advisable ; 
although this does not necessarily prevent the ploughing- 
back of profits as additional capital, it is probable that 
the practice does operate to reduce the amounts dealt 
with in this way. (In theory, the reverse might be the 
case, since the saving of tax would itself provide 
additional resources for this purpose.) 



* Midland Bank Review, February, 1951. . . . 

t The results of the small sample of companies .set out m 
Appendix F show an equal proportionate expansion m ordmary 
and debenture capital which considerably understates the position. 
This Misesjiecause^ sma ,| tends t0 m j ss j n its net certain 

large debenture issues, and also because 
(6) the boom in this class of issue tended to be cojicentrated 
towards the end of the year when many of the 1949-50 
accounts of companies constituting the sample were closed. 



55. We consider it just that private companies should 
be allowed earned income relief on retained net profits 
which relief could be based upon a maximum figure of say 
£1,000 per director, and further subject to an overriding 
maximum of, say, £4,000. 

56. In computing profits tax liability, dividends on 
preference* shares should be allowed as a deduction from 
.profits and should not therefore be included in the com- 
putation of distributed profits. 

57 The reason for such recommendation is that we do 
not think it logical to distinguish between loan capital, 
namely bank overdrafts, notes and debentures which bear 
a fixed rate of interest and preference capital, and also 
bears a fixed rate of return. The mam argument being 
that none of these bears the risk borne by the equity. 

11.5. 1951. 

l lreference d shares to include all forms of preference shares, 

lo be S to that payable without further participation in 
profits. 
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APPENDIX A 

Index of Fixed Assets Replacement Costs 
Average Cost of Replacement 



Assets 

originally 


1938 


1939 


1940 


1941 


1942 


1943 


1944 


1945 


1946 


1947 


1948 


1949 


1950 


in year 


























1938 ... 

1939 ... 

1940 ... 

1941 ... 

1942 ... 

1943 ... 

1944 ... 

1945 ... 

1946 ... 

1947 ... 

1948 ... 

1949 ... 

1950 ... 


Smiiimiiiii 


102 

100 


114 

112 

100 


134 

131 

118 

100 


145 

142 

127 

108 

100 


150 

147 

132 

112 

103 

100 


156 

153 

137 

116 

108 

104 

100 


166 

163 

146 

124 

114 

111 

106 

100 


184 

180 

161 

137 

127 

123 

118 

111 

100 


207 

203 

182 

154 

143 

138 

133 

125 

113 

100 


220 

216 

193 

164 

152 

147 

141 

133 

120 

106 

100 


232 

227 

204 

173 

160 

155 

149 

140 

126 

112 

105 

100 


243" 

238 

213 

181 

168 

162 

156 

146 

132 

117 

110 

105 

100 



APPENDIX B 



Index of Costs of Stocks of Raw Materials, Finished Goods and Work in Progress 



1938 

1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

1947 

1948 

1949 

1950 



Index based on 1938 = 100 



Work in 
Progress 



100 

102 

139 

158 

162 

164 

168 

173 

187 



Annual Percentage Change 



+ 7 
+49 
+ 13 
+ 2 
+ 3 
+ 6 
+ 2 
+ 2 
+ 19 
+31 
+ 1 
+34 



Work in 
Progress 



+ 2 
+36 
+ 14 
+ 3 
+ 1 
+ 2 
+ 3 
+ 8 
+ 14 
+ 11 
+ 5 
+13 



Finished 

Products 



- 1 
+20 
+11 
+ 3 
+ 1 
+ 2 
+ 2 
+ 8 
+ 8 
+ 13 
+ 5 
+ 6 



on Board of Trade wholesale price Mira of basic materials, intermediate products and manufactured arlicles. 



APPENDIX C (Revised) 

Incidence of Corporate Taxation as between Distributed and Undistributed Profits (a) (6) 



Distribution of gross profit 
Profits tax 



Profits tax transferred 

Profit subject to income tax 
Income tax 

Net dividend 

Net retained profit 

Net distributed and retained profit 

Total tax 

Total net profit distributed and retained 

Effective tax rates (a) in the £ 

(b) per cent. 



Case A 

Complete Retention 



Distri- 

buted 



Retained 



10,000 

1,000 



5,275 

4,725 



10s. 6id. 
52-75 



10,000 

1,000 



9,000 

4,275 



4,725 

5,275 

4,725 



10s. 6£d. 
52-75 



Case B 

Complete Distribution 



6,429 

3,214 



6,429 

3,054 



3,054 

3,375 



6,429 

3,054 



3,375 

6,625 

3,375 



13s. 3d. 
66-25 



CaseC 

Equal Distribution/ Retention 



5,000 

2,375 



9s. 6d. 
47-50 



5,000 

500 



4,500 

-2,500 



2,000 

950 



1,050 

3,950 

1,050 



15s. 9id. 
79-00 



Total 



10,000 

3,000 



7,000 



7,000 

3,325 



3,675 

6,325 

3,675 



12s. 7$d. 
63-25 



(a) Based on nnw rates of (1) teome Tat at 9s. 64. in tta £. 

( 2 ) Profits Tax at 50 per cent, on distributed profits. 

C b ) Showing the allocation of each fioonn on u 1 ndistribute d profits. 

eacn * J0 » 000 of P rofit s gross, above the minimum of £12,000. 
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APPENDIX D 

Effective Taxation^) Rates over a Full Range of Distribution and Retention of Profits^) 



Allocation 



of each £10,000 of gross profit(e) 



Effective rate of taxation on per cent, in 



Distributed 


Retained 


Distributed 


Retained 


Total Profit 




£ 


Per cent. 


Per cent. 




nil(6) 


10,000 


— 




52-8 




9,500 


47-5 




53-8 




9,000 


47 '5 




54-9 




8,500 


47-5 




55-9 




8,000 


47-5 




57-0 




7,500 


47-5 




58-0 




7,000 


47-5 




59-1 




6,500 


47-5 


66-9 


60-1 




b.000 


47-5 




61-2 




5,500 


47-5 




62-2 




5,000 


47-5 




63-3 




4,500 


47-5 




64-3 




4,000 


47-5 




65 '4 


6.429(c) 


3,571 


47-5 




66-3 



(a) Profits tax and income tax. 

( b ) Minimum dividend. 

(c) Maximum dividend. 



(d) At the 1951 budget rates. 

(e) Above minimum of £12,000. 



APPENDIX E 



Breakdown of Gross Profits Prewar and Postwar 





Percentage Breakdown 


Small Sample(a) 1938 


Small Sample(a) 1950 


Large Sample(6) 1950 


Gross profits (before taxation) 

Total tax 

Net profit (after taxation) 

Profit to minority interests 

Net dividend 

Net retention 


Per cent. 
100 
30(c) 
70 


Per cent. 
100 
48(rf) 
52 


Per cent. 
100 
52 
48 


2 

45 

23 


2 

16 

34 


1 

17 

30 



(a) Balanced sample 24 companies. 

(b) Straight sample 2,708 companies: see The Economist, January 27th, 1951. . 

(c) Slightly high, probably owing to overprovision amongst companies constituting sample in 
id) Low, owing to rebates and crediting of overprovisions made in previous year. 



1938. 
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APPENDIX F 

Balance Sheet Analysis of Small Sample of Companies 





Sample aggregate in £ million(rf) 


Percentage distribution 




1938 


1945 


1950 


1938 


1945 


1950 


CAPITAL EMPLOYED: LIABILITIES 
1. Current liabilities and provisions 

(a) Short term loans and bank overdrafts 


1-5 


3-3 




Per cent. 


Per cent. 


Per cent. 


(b) Accrued charges and creditors(a) 

(c) Provision for taxation. 

(d) Other specific liabilities^) 

(e) Total 


j-32-4 
33-9 


j.64-3 

J 22-1 
89-7 


63-0 

40-6 

34-5 

150-3 


16 


} 22 

7 

30 


14 

9 

7 

33 


2. Minority interest in subsidiaries 


12-6 


13-0 


18-0 


6 


4 




3. Debentures and long term loans 


24-9 


22-2 


27-0 


11 


8 




4. Share capital 














(a) Preference 


36-4 


38-2 








O 


(b) Ordinary 


80- 1 


84-4 


104-0 






23 




116-5 


122-6 


143-5 


54 


41 


31 


5. Reserves 

(a) Capital (including share premium and 














EPT refunds) 


3-2 










g 


(b) Revenue (including carry forward) 


26-2 


47-2 


82-6 








(c) Total 


29-4 


51-0 


118-4 


13 


17 




6. Total liabilities 


217-3 


298-4 


457-3 


100 


100 






— 


— 


— 


— 


— 




EMPLOYMENT OF CAPITAL: ASSETS 
1. Current assets 














(a) Stocks and work in progress 


37-6 










32 

19 


(b) Payments in advance and debtors 


27-7 


52-6 


85-1 


13 


18 


(c) Short term investments and marketable 




securities 

(d) Gilt-edged 


6-3 

1-1 


2-1 
13 9 


0-9 


3 


I 


- 


(e) Cash 


7-6 


26-3 










(f) Total 


80-2 


172-5 


266-0 


37 


— 58 


— 58 


2. Fixed assets 


103-7 


91-9 


149-6 


48 


31 


33 


3. Intangibles {including goodwill, patents, etc .) ... 


22-7 


20-2 


20-3 


10 


7 


4 


4. Trade investments and interests not consolidated 


10-6 


13-8 


21-3 








5. Total assets 


217-3 


298-4 


457-3 


100 


100 


100 




— 


— 


— 


— 


— 


— 


DERIVED FIGURES 














1. Net current assets 


46-3 


82-8 


115-8 








2. Net assets 


183-4 


208-7 


307-0 








3. Net tangible assets 


160-7 


188-5 


286-7 








4. Reserves less tangibles 


6-6 


30-7 


98-1 








5. Original cost of fixed assets{c) 






288-7 








6. Accumulated depreciation provision 




... 


139-1 
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APPENDIX G 



Profit Analysis of Small Sample of Companies 





Sample aggregate in £ million(6) 


Index 1938 = 


•0 




1938 


1945 


1950 


1938 


1945 


1950 


i; Trading account balance 


20-6 


35-5 


67-2 


1-0 


1-7 


3-3 


2. Non-trading income 














(a) From investment 


0-3 


0-3 








2-6 


(b) Other sources 


1-1 


1-2 








1*5 


(c) Non-recurring 


01 


1-0 












1-5 


2-5 










3. Total income 


22-2 


37-9 


71-7 


1-0 


1-7 


3-2 


4. Directors’ emoluments, administration charges. 














- ■ etc 


0-9 


2-9 


5-2 


1-0 






5. Repairs and maintenance 


0-4 


0-5 


0-6 


10 


1-4 


1-8 


6. Depreciation 


4-3 


7-4 


14-2 


1-0 


1-7 


3-3 




10 


11 


1-2 


1-0 


1-1 


1-2 




6-6 


11-9 


21-2 


1-0 






8. Gross profit, before tax 


15-6 


26-1 


50-6 


1-0 


1-7 


3-2 
















(a) Profits tax (or N.D.C.) 


\4'8 


120 










(b) Income tax 


/ 












(c) E.P.T 




2-7 










(d) Other taxation^) 


— 


— 








• •• 


(e) Total 












ro 


10. Net profit, after tax 


10-9 


11-4 


26-4 


10 


1-1 


2-4 


11. Profit to minority interests in subsidiaries 


0-3 


0-5 


10 


1-0 


1-7 


3-5 


12. Net group profits, after tax 


10-6 


10-9 


25-4 


1-0 


1-0 


2-4 


















2-0 


1-4 


1 -6 








(b) Ordinary 


5-0 


4-2 










(c) Total 


7-0 










1 2 


14. Appropriations for 














(a) Deferred income tax liability and future 














provision 














(b) Additional depreciation requirement ... 


0-1 












(c) Other provisions 


0-5 










2 0 


(d) Capital reserves 






/4<n 








(e) Revenue reserves (and carry forward) . . . 


/ 2- 5 




1 4 ' 7 J„ e 








(f) Total 












o u 


15. Retained as reserves in subsidiaries 


05 


0-6 


1-5 


10 


11 


2-9 




10-6 


10-9 


25-4 


10 


10 


2-4 



(а) Including overseas taxation, and adjustments due to over or under provision in previous years. 

(б) Figures may not add up exactly owing to rounding. 

Note on the Sample: The figures are derived from a carefully balanced, though very small, sample of 24 public companies, 
representing a broad cross-section of industry varying in size from the very large to the very small. Every consideration has been given 
to the elimination of bias. The constituent companies have also been selected so as to avoid, as far as possible, factors of non-comparability 
entering into the result, although minor errors may arise through this as through normal sampling error. The separate-company figures 
on which the aggregate is based normally refer to accounting periods ending within the year stated. 
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APPENDIX H 



Year 1 (Good Year) 

Profits 

Controlling Directors 

Dividend 


£ 

3,000 

3,500 

500 


Less Statutory remuneration 


7,000 

2,500 


Less abatement 


4.500 

1.500 




3,000 


N.R.D. 

3,000x4,000-2,500 


1,000 



4300 1 

Charge to Tax: 

£3000 @ 30 per cent. 900 

Less Non-Distribution Relief £2,000 @ 20 per 
cent. 400 

Tax payable 500 



Year 2 (Medium Year) 



Profits 


£ 

250- 

3,500 

500 


Controlling Directors 

Dividend 


Less Statutory remuneration ... 


4250 

2,500 




1J50 



When abatement applied, no liability to Profits Tax. 

£ 

Distribution Charge: 

Distribution 4 qqq. 

Less Statutory remuneration 2*500- 

1,500 

Exceeded by Profits j jjq 

Therefore no Distribution Charge. 



Controlling Directors . . . 
Dividend 



Less loss 



Less Statutory remuneration ... 



Year 3 (Poor Year) 

£ When abatement applied, no liability for year 
3,500 arises re Distribution as below: 

500 



Distribution 

4,000 Allowable 

600 



but 



liability 

£ 

4,000 

2,500 



3,400 

2,500 



Profit (from previous column) 



1,500 

900 



900 



Tax payable by way of Distribution Charge @ 20 per 
cent. = £120 



EXAMINATION 

3362. Chairman: Mr. Kennett and Mr. Harris, I am 
glad to see you and I thank you for your interesting 
memorandum. Which of you is going to do the burden 
of the answering, or are you both going to do it? — Mr. 
Kennett : We shall both be answering. 

3363. There are one or two questions I would like 
to go through with you. In Part II you - are dealing 
with the definition of the content of income for pur- 
poses of corporate taxation, and you .point out in para- 
graph 5, with regard to the period of assessment, “ The 
choice of twelve months as a basis for measuring profit is 
a -purely arbitrary one. The taxable capacity of a busi- 
ness can only be properly measured -by reference to 
its earnings over its whole life.” Is that a really prac- 
ticable basis on which to approach the problem of tax- 
ing companies?— Our approach to this is this, Sir: that 
we think the desirable aim should be that accounts 
should be prepared equally for all purposes for which 
they are needed. In other words, that accounts pre- 
pared for proprietors should be identical, or as nearly 
as possible identical, to the accounts which are sub- 
mitted to the Inland Revenue, and that would imply that 
they also, as far as possible, should be contemporaneous. 

3364. I quite follow it would be a very satisfactory 
thing if the company’s accounts, for the purposes of pub- 
lication to its shareholders and otherwise, were on the 
same basis as those used for taxation. That is what you 
are suggesting, is it? But here you are making the 
point that you -really cannot measure the -taxable capacity 
of a business unless you know its earnings over its whole 
life. I was wondering if that could be a practical basis 
to approach this matter on. — It is an arbitrary decision 
to divide -the life of a company into years. The real 
earning power must be judged over a much longer period 
It is quite arbitrary to say profits are made this year or 
the next year. That is what we meant by saying this. 

3365. But what would you do to implement that be- 
cause the budget has got to go on, has it not?— In this 
report all we mean to say is that we think it would be 
most desirable if ways and means could be found whereby 
the account submitted to the Inland Revenue would be 
for the same year as the accounts submitted to the 



OF WITNESSES 

proprietors. Our memorandum had been prepared before 
the Tucker Committee’s Report* was published and the 
Tucker Committee has dealt with this problem fairly 
exhaustively. We did not know the findings at die time. 
I know there are various technical difficulties, not on the 
side of the accountant but more on the side of the Inland 
Revenue. 

3366. One of the practical results would be, of course, 
carrying back losses against previous years, would it not? 
— Partly, yes. 

3367. Another one would be carrying losses forward 
against as many years as you could be allowed? — Carrying 
them forward and to some extent carrying backward. 

3368. Yes. “To some extent” means you cannot go 
back too many years? — -Yes. 

3369. I just want to turn for a moment, I think 
I follow it, to your rather important statement in 
paragraph 13 about the way to compute taxable income 
(you have emphasised it). “It is suggested first that 
taxable income ought to be computed so that any expen- 
diture or disbursement attributable to production or mar- 
keting of goods or services is to be regarded as an allow- 
able cost, and second that there is no clear distinction 
between capital and revenue expenditure. Capital expen- 
diture with certain exceptions is rarely of permanent 
value ; it should more properly be regarded as deferred 
revenue expenditure which takes longer to pass through 
the profit and loss account in the form of depreciation, 
or amortization, or depletion or obsolescence.” That 
really means, does it, that with the exception of a few 
forms of expenditure such as that on land, let us say, 
in some form all expenditure should, in your view, be 
passing through the profit and loss account? — Yes. All 
expenditure which must in the end be recovered from the 
operations of the business. Now we would classify expen- 
diture into two groups. One group we would call revenue 
expenditure and we would expect revenue expenditure to 
be recovered in the year in which it has been made. We 
would group other sorts of expenditure as capital ex- 
penditure or deferred revenue expenditure and we would 



* Cmd. 8189. 
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vnpct out of the operation of the business to recover 
the cost over a number of years, a given number of 
years. 

3370 Does that mean that what you would recover 
nver that number of years is the sum of money that 
vou spent in the first instance?— If I may put it like this, 
Sir. I would say we should recover not less than the sum 
of money actually spent. 

3371 Yes, I see. But I just want to get at the basis 
of it ' It is the cost that you spend that you are con- 
sidering, is it, and deferring it over the number of years 
of life of the asset?— Yes, disregarding entirely the im- 
plication of inflation and the fluctuating value of money, 
the amount that has been spent on an asset which we 
classify as capital asset, should be recovered from revenue 
over a stated number of years. 

3372. Yes? — And this sort of expenditure which we 
classify as revenue expenditure should be recovered in 
the year in which it has been made. 

3373. But would the fact that there might have been 
inflation over the period of years you are considering, 
affect the basic theory that you are trying to recover 
your costs?— Yes. But this is a second consideration. 
The first consideration is that we think that the differentia- 
tion between capital and revenue expenditure is merely 
a convention which requires a certain expenditure to be 
recovered in one year, and another kind of expenditure 
not to be recovered in this year but in many years. 



3374. Yes. If that is the theory, I just want to get 
your view why it is affected by the fact that there has 
been a decrease in the purchasing power of the £ over 
the period of years during which the recovery takes place. 
—Well, if I may say this: the aim should be to arrive 
at a correct assessment of profits, for profits for a business 
iare identical with income. Income is the outflow of ex- 
penditure and the inflow of revenue, but as far as possible 
the outflows and inflows should be of the same value 
of money. If I may put an example, if you have a 
machine on which you spend through the year £X for 
maintenance, that is money spent in the current year, 
but then you have to provide £Y for depreciation and 
these £Y should be in exactly the same, or as nearly 
the same value of money as money spent on maintenance. 
We classified maintenance expenditure as a revenue ex- 
penditure ; we therefore take it in the year in which we 
spend it ; the normal wear and tear of the machines is 
classified as capital expenditure. 'But in order to arrive 
at a proper accounting of income and profit, we should 
allow the same money value for this type of expenditure 
as we allow for the revenue expenditure. 



3375. The result would be in a period of inflation you 
would recover more than your cost, would you not? — Yes. 



3376. I appreciate that is the argument. But would you 
say that is recognised as a principle of accountancy to- 
day, to recover more than your costs because of inflation? 
— I would venture to say that when the Tucker Com- 
mittee was sitting and preparing its report, I think the 
opinion was that those in the profession who advocated 
that reform of accountancy principles should take account 
of the changing value of money were most certainly the 
minority. But in the meantime opinion has very con- 
siderably switched in the profession, and the recent inter- 
national Congress has shown that, not only in this country 
but also abroad, opinion has definitely switched towards 
the recognition of the changing value of money in 
accounts. On the other hand, it is certainly of benefit 
to ventilate the problem because we would abandon a 
firm system which we have now, which is closed in itself, 
and those who do not yet see their way to accept the 
reform do so not because they do not admit the necessity 
or the desirability of reform, but because they do not see 
yet the safeguards which must be, which ought to be, built 
into the new system in order to make the system again a 
closed one which is as far as possible exempt from 
arbitrary interpretation. 

3377. Yes. I know there were some valuable papers 
read at the Congress you were referring to. Did they 
result in any resolutions passed at the Congress or any- 
think like that? — No, no such resolutions were passed at 
the Congress. If I may say this, it means a departure 
from accounting principles which were as far as we can 
judge excellent in their concept and very efficient in their 



application for a number of years. But they were con- 
ceived at a time when the value of money was beyond 
argument. Nobody thought that the value of money 
would change and the whole system of accounting con- 
ceptions was based on the assumption that the value of 
money remained static. Now this assumption, I think, 
cannot be taken for granted, could not be taken for 
granted for the last 30 years, and it seems doubtful 
whether it can be taken for granted for the future. 

3378. Thank you. Just help me again in paragraph 22, 
would you, because these definitions, I think, are very 
important. You are saying, “ Our conception of income 
is a sum which, at the end of a given period, a business 
unit could dispose of . . .” That, I suppose, means “could 
detach from the business ”? — Yes. 

3379. “ . . . without impairing the same aggregate of 
physical assets in the same workable condition as they 
were at the beginning of the period.” I am not quite clear 
how that definition takes account of the undoubted fact 
that your business, your physical assets, must get im- 
paired. That is what depreciation is directed to? — Yes. 
That means that we must provide out of current revenue 
sums which equalise these depreciations of the physical 
conditions of assets. 

3380. It means then that you must retain in the business 
enough money to take care of the deterioration of the 
physical assets that must take place? — Yes, so that at the 
end of the year we could say that the earning capacity 
or the physical assets of this enterprise are in the same 
condition, or not worse, than they were at the beginning, 
and for whatever deterioration has occurred during that 
year we have provided sufficient reserve, sufficient de- 
preciation allowance before we calculate the profits. 

3381. Yes, that really means, does it not, that you must 
include in your physical assets, as you call them, the 
money fund that you are creating to make good the assets 
that are depreciating? — Yes. 

3382. Then you go on to the problem of fixed assets, and 
your suggestion in paragraph 25 is, “That the deprecia- 
tion allowance be ascertained as hitherto on a historical 
cost basis, but that the resulting figure be adjusted to allow 
for the relative change in the price level of the year in 
question compared to that in which the asset was ac- 
quired.” I want to draw on your experience here. Would 
there not be very great practical difficulties in being able 
to perform a calculation of that kind for businesses? — 

I think it certainly would create some clerical work. It 
should not create difficulties in companies where the 
accounts arc kept on modern principles. In other words, 
where the price of every asset is categorised and recorded, 
that could easily be ascertained. Of course, there will be 
cases where this is not so easily possible. But I think 
the application of the principle should not be jettisoned 
because it may create, at least for the beginning, certain 
technical difficulties. 

3383. I want to get from your experience the measure 
of what the difficulty would be, because we must think 
of all kinds of businesses, must we not ; small businesses 
which have nof elaborate records, as well as big businesses 
and businesses which have detailed records? Would there 
not be a great many businesses without the adequate re- 
cords? — Mr. Harris: Yes. We have not suggested, Sir, 
that we should treat every asset and attempt to allow for 
replacement on the replacement cost of that specific asset. 

I think we are quite conscious of the very great difficulties 
which would follow, particularly with smaller companies. 
What we have suggested is that the depreciation allowance 
should be adjusted .to allow for, shall we say, a change in 
the relative price index in the particular year in question 
compared with when the asset was bought, which is quite 
a different matter. That, I submit. Sir, is not too difficult, 
because however small the company is, it ought at least 
to have a record of when its assets were bought. It would 
not force it therefore to attempt to find the replacement 
cost of each specific fixed asset. I think also, although 
there are theoretical objections to the latter method, it is 
for that reason, apart from the difficulties of computation, 
that we have suggested something on a very much easier 
and more applicable basis. 

3384. You would say that whatever depreciation allow- 
ance you are making in the year, according to the method 
applied by the company, you adjust that by some factor 
which is based on price for the year? — Quite. 
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3385. That is the substance of your suggestion? — Yes, 
and that factor could, we submit, be decided upon, by 
some impartial authority, apart from the individual trader. 
We think it would be far too dangerous to leave it in the 
hands of every single trader to decide the particular price 
of replacing one specific asset. 

3386. But you are thinking of a static adjustment which 
is set .by some authority which makes the rule?— Yes. 

3387. And what happens if you have to face a consider- 
able fall in prices over a few years in the future? — Mr. 
Kennett : It would mean, Sir, that we would allow the 
historic cost. In other words, we would allow deprecia- 
tion allowance as a .basic allowance based on the actual 
cost, not less. 

3388. So you would never recover less than your ex- 
penditure? — Never recover less than expenditure. 

3389. Would that not be rather getting the best of both 
worlds? Supposing there was such a fall in prices that 
oyer a period of years it did not allow you to recover the 
historical cost before the end of the life of the asset, why 
should you then turn back and say, we should have at 
least the historical cost? — If assets have been purchased 
at a price which is too high, which cannot be recovered 
later out of the revenue of the business, it is obviously 
a bad investment. If later you were allowed to decrease 
your depreciation allowance because prices have fallen, 
you would remove all control on an efficient investment. 
You would place into the same position the trader who 
buys dear and the trader who buys cheap. The trader 
who bought assets at a price considerably higher than they 
are worth now, made a bad investment and he must re- 
cover his cost over the useful life of the asset, and if he 
cannot recover it he makes a loss. 

3390. I would just like you to enlarge upon your 
statement in paragraph 27 under the heading “Existing 
corporate taxation and the availability of capital to 
industry You say, “ If there is some doubt about this ” 
—that is, whether the replacement provisions are suffi- 
cient to achieve replacement — “ there is certainly no doubt 
that net retained profits are insufficient to allow, in addi- 
tion, the building up of adequate financial reserves to 
cover the unforeseen contingencies of the future.” Now 
what statistics or material figures have you got that would 
support that? — Mr. Harris: Would you turn. Sir, to 
Appendix F and Appendix G? 

3391. Yes, those are the two I have in mind. It would 
be rather useful if just at this point you told us what 
were the particular features of F and G that you want 
us to concentrate our attention on.— First of all, Sir, the 
retained net profits have of course risen over the period, 
and it will be seen from Appendix F, Capital Employed, 
Liabilities, Section 5, Reserves that the figure for reserves 
in 1938 was £29.4 million as compared with £118.4 
million in 1950. Now that admittedly is an increase, but 
we maintain it has been possible to build up that increase 
only as a result of a very severe determent of dividends. 
If, Sir, you will turn to the Appendix G, Profit analysis, 
you will find that on Total Income, line 3, you have 
£22.2 million in 1938 and in 1950 you have £71.7 million. 
Yet the dividends distributed were increased only by £1 4 
million, namely £7.0 to £8.4 million. We submit primariiy 
that the increase in undistributed profit, or shall we say, 
the amount which has been ploughed back into businesses 
again, has been possible only as a result of a very severe 
restriction of dividends. 

3392. We can express it in your percentage figures, can 
we not? — Yes. 



3393. If you look at your line 13 in Appendix G, you 
see that the rise from 1938 to 1950 of dividends has been 
from 1.0 to 1.2, is that right?— Yes. 

3394. Whereas the total income, that is your line 3 
has risen from 1.0 to 3.2?— Yes. 3.3 actual trading 
account ; 3.2 total income. 

3395. Yes. That is one thing we note. Now what other 
features do you want us to dwell upon while we are 
on F and G?— Well, the actual structure I think you ought 
to be acquainted with because obviously figures of this 
sort could be distorted and give distorted views without 
much difficulty, and also because you have probably been 
acquainted with the figures prepared by the Bankers and 
also the Federation of British Industries. We feel it 



important to stress in this particular connection the great 
care which was taken with the preparation. They were 
actually prepared by “ The Economist ” Intelligence Unit 
which had 2,708 companies’ reports available. It perused 
those reports to ensure that only those accounts which 
were drawn up on a comparable basis were included and 
having reached a small number of 50 which were included 
on that basis, the actual sample that was prepared was 
based on the accounts of 24 companies. Great care was 
taken so as to avoid any undue bias and the basis of 
weighting was according to the contribution to national 
output of the industries. Now, of the 24 companies 
actually taken, 10 were in the engineering and allied 
groups. The general structure, of course, of the net assets 
of the companies was also important. Without going into 
too much detail, of the 24, 8, or one third, represented 
companies with net assets of less than £1 million We 
feel, therefore, that the figures we submit are a fair guide 
to the general trends throughout the period and that there 
is no undue distortion or element of bias. 

3396. I think at one stage in your evidence— we were 
looking at F— you drew attention to the change in the 
distribution of these companies’ assets between current 
assets and fixed assets over the period 1938 to 19507- 
Yes. The particular point we wished to bring out at 
that stage was, I think, the fact that fixed assets have not 
in real terms increased between the two dates. It j s 
necessary to look at the same time, Sir, at Appendix A 
namely, that one which gives you the average cost of 
replacement. There you will note that a piece of plant 
say, which cost £100 in 1938, cost £243 in 1950. Now by 
applying that ratio to your fixed assets you will note that 
the real figure of fixed assets has probably diminished 
where in actual monetary terms the 1938 £’s were repre- 
sented by 103-7 million, whereas in 1950 they were repre- 
sented only by 149-6 million, namely an increase of 
£46 million. Current assets had increased three-fold from 
£80-2 million in 1938 to £266 million in 1950. Of that 
the stock was from £37-6 million to £144-8 million. If 
you refer to Appendix B you will notice that the index 
for 1950 for raw materials was 429, compared with 100 
in 1938. That was the worst case, admittedly, of the 
three. Finished products were only 209 compared with 
100, and I think that a straight arithmetical average may 
not be too unfair, considering raw materials and work 
in progress together. It is obviously impossible to be 
precise. I suggest that that is a reasonable statement. 



3397. Apart from those two tables, F. and G, and what 
we can draw from them when we go into them in detail, 
is there any other material that you have in support of 
that statement : “ There is no doubt that net retained 
profits are insufficient to allow the building up of adequate 
financial reserves”? — Mr. Kennett: If you look at 
Appendix F, you will find that between 1945 and 1950 
the actual cash reserves have fallen from £42 million to 
£38 million, while stocks have increased from £77 million 
to £144 million. Indebtedness has increased from £89 
million to £150 million. 



3398. Yes. Now, would you pass on to paragraph 29? 
1 think you are still on the same argument. You are 
saying there, “ the fact is slowly emerging that sources of 
capital external to the firm are gradually drying up.” That 
is a phenomenon we have got, in the 20th century competi- 
tion in the markets of the world, to face. Tn paragraph 31 
you say, “ Hence it appears to us essential, for the welfare 
of this country, that it should be in a position to seize the 
initiative in new industries. If it cannot compete success- 
fully in lines where there is a premium on very large 
scale production, then it must make its effort along other 
channels, in new spheres, where it can establish a lead in 
novel or high specialised processes which do not admit of 
mass production. But to do this, capital must -be avail- 
able to .move freely and a high premium must be placed 
on the mobility of capital and of other resources. Thus 
OUl !. t ? xation P°hcy should be developed to prevent the 
ossifying process which now appears so prevalent.” Have 
you m mind a system of taxation like, let us say, a 
corporation tax, which would separate the taxation of 
business incomes or company incomes from the general 
structure of taxation, of individuals? — What we want to 
convey here is this, that on one hand the principle should 
be that retained profits should not be used for the purpose 
of maintaining the present size of production but should 
m principle be used for modernisation, extension or for 
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-revision of reserves, and that, as it is today, where 
retained profits have to be used to maintain the present 
-reductive capacity, and an expansion of business is 
hampered in two ways ; first, aggregation is diminished, 
and second, new capital for the purposes which would 
give the highest yield is available only to a very limited 
extent. 

3399 Yes, have you considered whether, if you had 
a separate system of taxing business incomes, company 
incomes, the Government would be able to facilitate 
what you have in mind more easily? — Mr. Harris: No, 
Sir we have not considered that specifically. If I may 
iust go back on the previous question, I think in addition 
to what Mr. Kennett has mentioned, we also feel that it 
is essential to free the profits. By that I mean profits 
in excess of those which are available after allowing for 
replacement of fixed assets to maintain roughly the same 
productive capacity. It is essential that those profits are 
available for distribution so that, once again, there is an 
increased mobility of capital in the country, capital avail- 
able to be poured into any particular new enterprise 
which this country may suddenly be able to develop to 
replace some of the older industries which, over a period 
of years, must necessarily die out. In particular when con- 
sidered along the lines of capital potential it must be 
admitted, I think, without going too much into the sphere 
of politics, that certain countries in the world are very 
much better equipped than we are in a small island with a 
relatively small population, to cope with mass production, 
and therefore they are able to produce certain articles at 
a lower price per unit than we can. Therefore we felt 
that our only possible hope for re-establishing Britain in 
the former position which existed before the first world 
war was if we were able to develop new industries where 
the premium on mass production is not so high as in 
some which exist today. We cannot see how these indus- 
tries can be developed unless capital is in the hands of 
the private investor and is not necessarily in the hands of 
any outside controlling body. 

3400. Then you are urging a policy, are you, which 
would allow as much distribution of income made by 
businesses as is possible to the proprietors so that they 
could make it available again for these new ventures that 
you have in mind?— We are suggesting that the position 
before the war at least should be re-established, that it 
would not be unfair in any social sphere if at least the 
same proportion of net profit were available for distribu- 
tion. We feel that the figures we presented show that 
businesses have been able to maintain productive capacity 
only (this is one of the reasons) by severe restrictions 
of the amount of dividends and we feel that is not wholly 
desirable. We feel also, I think T might add at this stage, 
that the desirability or otherwise of following such a 
policy depends on a personal conception of social justice 
and we have not overlooked that entirely. But we feel 
also that in order to achieve anything there is very often 
a price to pay, usually a price to pay, and we put in 
round terms the possibility that in order to avoid economic 
stagnation we may have to allow a larger distribution of 
dividends. 

3401. I think you are leading up to a suggestion, are 
you not, that the profits tax is not a satisfactory form 
of tax to further the object that you have in mind? 
Quite. 

3402. What are its special demerits : that it distinguishes 
between profits retained and profits distributed? — Mr. 
Kennett: The profits tax as such is, I think, a defla- 
tionary tax so far as it fosters, it encourages, capital, in- 
vestment without the efficient control of cost. There is a 
difference between the marginal private cost and the 
marginal social cost. The marginal private cost is much 
lower. The trader buys a machine, it costs him relatively 
little and therefore with the profits tax you encourage 
expenditure on a more lavish scale and the use of re- 
sources which otherwise would be for productive purposes. 

3403. Why should it encourage expenditure on a more 
lavish scale? — He has to retain his profit in the business. 
If he does not spend it he will have to pay tax. It is, 
I think, quite well known that on the impact of profits 
tax all sorts of expenditure has been made and is being 
made which -would not have been made if the profit 
calculation were more correct. It costs so much less to 
buy an asset if 65 per cent, of it is allowed by tax. 



3404. Oh yes, I see. You are stressing, from your view, 
the drawback?— The very high taxation, particularly of 
the profits tax, which differentiates between retained and 
non-retained profits. 

3405. I see in paragraph 50, you are referring to “ the 
general trend of emigration of companies situated in this 
country which operate abroad.” I am not quite clear. 
What do you make out to be the . prime cause of that 
trend? The high level of taxation in this country? The 
unfairness of taxing companies because they are con- 
trolled here on all the income which they make abroad? 
Local pressure in the other countries? What is it that 
you are concentrating on? — I think it is particularly local 
pressure, but I think it would be wrong to overlook the 
possibility for a company of saving £2 million in tax if 
they just change their domicile. 

3406. So far as you are in touch with the matter, what 
do you think is the prime cause of this movement, and 
what should be done to stop it, if it can be stopped? — • 
Relatively high taxation. I know that the 1951 Act 
makes certain allowances for this, but if one compares 
the taxation which companies are subjected to in Britain 
■and abroad, it still is at a disadvantage. The Americans 
exempted companies operating abroad from the United 
States tax unless the profit has been brought in. 

3407. That is the American practice? — Yes. 

3408. So you first of all contrast all companies whose 
income becomes liable to United Kingdom taxation with 
their competitors who are subject to another system of 
taxation, but do you also contrast our system of taxation 
with particular enterprises like mining, with other systems? 
—Yes. 

3409. And from what point of view? Do we bear 
more hardly on their profits? — Yes. 

3410. In regard to allowances for depreciation and so 
forth? — Yes. 

3411. Mr. Kaldor: I should like to ask a few questions 
first about your figures. You would regard these as giving 
a reasonably representative picture? — Yes. 

3412. And you would say that the group of companies 
represented in this sample. Appendix F and G, had about 
the same amount of fixed assets in 1950 and 1938? — Mr. 
Harris: Yes. 

3413. That was your view in answer to the Chairman? 
— Quite so. 

3414. I would like you to interpret these figures a little. 
In 1938 this group of companies put aside for the pur- 
poses of replacement and expansion, according to your 
figures, the following sums : Depreciation, £4.3 million — 
Appendix G, item 6 ; Appropriations for reserves, £3.1 
million — item 14 ; Retained in subsidiaries as reserves 
£0.5 million. The total is £7.9 million. According to your 
own figures. Appendix A, the rise in replacement cost of 
fixed assets on the average was 150 per cent., or rather, 
the index figure was 243. So that, in order that the same 
group of companies should retain for replacement and ex- 
pansion the same real amount as they did in 1938, they 
would have to retain £20 million ; I say £20 
million because it is roughly 2\ times £7.9 million. You 
get the figures of what they actually retained in 1950. 
Under depreciation they retained £14.2 million. Under 
reserves, £15.5 million. Reserves retained in subsidiaries, 
£1.5 million. The sum of these three items is £31.2 
million. Therefore, they retained 50 per cent, more for 
both replacement and expansion in real terms than they 
retained in 1938, on your figures.— Yes, but surely you 
have also to take into account not only fixed assets but 
your stocks and work in progress. Those items have got 
to be financed to maintain the same physical level of pro- 
duction. Take a tobacconist, for instance, without any 
plant, where cigarettes before the war were 10 for 6d. 
and now they are 10 for Is. 9d., say. He would have had 
to have left profit in the business in order to finance the 
same physical volume of stock. 

3415. Was it not usual before .the war for firms to 
borrow quite liberally against requirements of working 
capital? — Yes. 

3416. I never heard it as an accepted principle that 
firms must finance increased requirements of working 
capital out of retained profits. — But I think if they had 
not been able to borrow from the bank since the war the 
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level of stock today would have been very much lower 
than it would otherwise have been with a large company ; 
but I am thinking very much of the smaller company of 
£5 to £10 thousand capital, one without the same ready 
access to the bank, without the fixed assets that offer a 
security ; it must necessarily retain its profits if it wants 
to maintain the same physical volume. 

3417. Sir Geoffrey Heyworth : The amount of borrowed 
capital here is, in Appendix F, £1.5 million. 

3418. Mr. Kaldor : Yes. Your point is that this sample 
of firms have not increased their fixed assets : they were 
not larger than before the war? — Quite. 

3419. Presumably these are the same figures for de- 
preciation as are allowed by the Revenue. The Revenue 
allowed them £14.2 million in 1950 as against £4.3 million 
in 1938, an increase of more than 200 per cent.? — Yes. 

3420. How do you account for it? — The initial allow- 
ance, I should say, would be a major factor there. Sir. 
After all, the initial allowances were 20 per cent, in 1945 
and increased to 40 per cent, on, I think, 5th April, 1949. 
For any lorries or cars you had as much as 65 per cent, 
the first year and that I think is the major factor affecting 
that particular figure. 

3421. I see. Well now, perhaps I can go on with this. 

I find that what they have actually retained, the net 
amount set aside in the business, was just four times what 
•they retained in 1938 in money terms, while prices, on 
your calculation, were 2{ times as high? — For fixed assets. 

3422. Yes. I would not like to follow your argument 
about working capital. Now the amount paid in taxation 
has gone up very much ; on the figures here, from £4.8 to 
£24.2 million. That largely reflects the increase in the 
general rates of taxation, does it not?— Yes, and also, 1 
should say, the higher figures on which it is assessed, 
owing to inflation. 

3423. Yes, quite obviously. Well now, supposing this 
group of companies had been subject to the same increases 
in the rates of taxation as they actually were subjected to, 
but that inflation had not taken place. One could elimi- 
nate the effects of the inflation by deflating the figures 
by some general price factor ; such as those given in your 
Appendix A (I am not carrying out this calculation. I 
cannot very well hold up the Commission by doing that) • 
if you had done that, would you have found that the 
equity shareholder would have been better off or worse 
ott in the absence of inflation? In other words, without 
inflation the net profits remaining in the business plus the 
ordinary dividends distributed would have represented a 
larger amount in real terms than it actually represented 
on these figures?— I cannot answer with the aid of any 
specific figures because I have not got them out. 

I „ S “ e l eSt that if yon take account that, 
on the one hand .this very much swollen depreciation 
b ® d t U !l a , par n f F° m initial allowances, to the 
havl l u at gr f at , deal of 1116 assets in these companies 
replaced at enhanced prices after the war so 
£ at ^gher replacement cost is .placed on them and on 

interest ^nd^f’ ** of debenture and loaS 

'° t f est a P d of preference dividends has fallen with the 
rise m prices, that the shareholders of this grouD of rnm 
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would show much less profit PUt t0 reserve ?-We 

3427. As far as the money set aside in u • 
concerned, whether It is i„ thl for " of depreciata™ £ 



[Continued 

the form of reserves, it comes to the same thing- fin 
difference after all is only one of accounting. What 
you intend these figures to show? Did you intend the 
figures to support the proposition that inflation drains awav 
the finances of companies, that they are therefore in I 
much worse position than they would have been without 
an inflation, because I suggest to you that your figures have 
singularly failed to support such a contention —Mr 
Harris : If I may answer that, I should say that thev tend 
to maintain, that they support several specific point? 
The first is, they are evidence of the reduction in real' 
terms of the return to shareholders in actual dividend? 
Secondly, we maintain that they show that fixed assets 
expressed in real terms and stock expressed in real terms 
other than the particular stock units of the year in ques 
tion, have not increased. Therefore if that is the case' 
the liabilities of the group, the current liabilities and D ro’ 
visions which show £33.9 million in 1938, and in 1950 
£150.3 million, to other than the owners accrue. ’ 

3428. Chairman-. Can I have those figures again?— 
Yes. Appendix F, 1938, 16 per cent, as expressed in 
percentage in 1938, and 33 per cent, in 1950. The deben 
tures admittedly had fallen, I think one must take that 
into account, although there were large issues of deben- 
tures, you will remember, at the end of 1950 and these 
figures are for the accounting years ending 1950. If you 
notice, the shareholders’ interest over the period 1938 50 
is progressively smaller. At the end of the period 1950 
the total share capital and reserves amounted to 57 per 
cent, of the total liabilities, or total assets, whereas in 
1938 they represented 67 per cent. 

3429. Mr. Kaldor-. Can you repeat that?— Yes. 
Numbers 4 and 5, share capital and reserves, under 

Capital Employed : Liabilities ”. In 1938 you had 67 per 
cent, of the total fixed assets of £217 million owned by 
the shareholders, in one form or another, either as original 
capital or as money left in. In 1950, 57 per cent, a 
reduction, m other words, of 10 per cent. 

3430. Those are the two points?— They were the main 
points. 

ir 3 1 31 ; ta $. e you U P 011 those tw ° Points first? 

hirst of all, the ordinary shareholders: in item 13, Appen- 
dix G, you show the ordinary dividends after tax?— Mr. 
Harris : Yes. 

3432. Is that the correct procedure in this case? After 
all, what we are trying to see is whether the ordinary 
shareholder has fared too badly in relation to other groups. 
It income tax goes up from 5s. 6d. to 9s. 6d. or 10s. in 
the £, as it did in this period, you would not expect that 
the company should compensate the shareholders for the 
•rise in income tax by higher dividends? We cannot all 
claim higher salaries from our employers when income 
tax goes up?— But higher salaries have been paid to a 
very much larger extent over the period than dividends 
nave increased, 

of* 33 ' sa * ar ‘ es gross, but I am suggesting to you 

flat in order to show what happens to dividends you 
should show them gross of income tax and not net. 

£ he adjustment the increase is not from £5 
muiion to £6.8 million but more like from £5 million to 
f takln i into account the rise in taxation. Yon 
Eg 4 If “ •«** » Pretty considerable increase in 
dividends?— In gross dividends, yes, between 1938 and 
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Hi/kifif and not merel y in money terms, than they 
K" 1 '* Now I come to your second point, 
havf* , Sl ® nr ^ cance °f these percentage figures you 
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at histnrinai 6 ba | anc ® sheets the fixed assets are entered 
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in terms of historic cost, you would find that the pro- 
portion represented by the shareholders’ interest in the 
total capital employed would not have gone down from 
67 per cent, to 57 per cent. Do you agree with that? — 

I do not necessarily agree, because you are distorting the 
difference between the two types of asset. There was an 
enormous amount of purchasing immediately after the 
war. The requirements of industry in 1945 were very 
considerable, and therefore the difference is not as great 
as you would suggest. Secondly, I do not quite follow 
your statement about stocks being valued on the market 
current basis. Admittedly the time lag is smaller, but it 
is still the historic cost of the stock. 

3435. It is the historic cost of the stock, yes, but of the 
recent past? — Of the more recent past, yes. 

3436. Would you agree that a lot of companies recently 
have for their own purposes and for the purposes of their 
shareholders re-valued their assets in their balance sheets 
in this way? — There has been a move in that direction 
in the last year or two. 

3437. In those oases the value of the assets has gone 
up very much? — Yes. 

3438. There are in fact large hidden reserves due to 
this factor. If a revaluation takes place, then a special 
reserve would appear in the balance sheet? — Yes, re- valua- 
tion of the assets would increase the figure. 

3439. That factor might easily account for more than 
the percentage fall that you have indicated? — I should be 
surprised if it did. It is impossible to prove it. 

3440. Is there any further point you wanted to make 
in connection with these figures? — No. 

3441. Turning from these figures to the general ques- 
tion, your contention is that business should be free of 
taxation on whatever is necessary to maintain the real 
capital intact? — Yes. 

3442. That is not a general principle of taxation, is it? 
—No. 

3443. For everybody else we have to work on a money 
basis? — Mr. Kennett : That is not quite so. If we accept 
that income tax should be levied on income and nothing 
but income, then in order to levy tax on the income of 
businesses yon must first determine what is the income 
of the business. That is all we wanted to say. 

3444. That depends on your definition of income. You 
can define income as whatever remains after maintaining 
money capital intact : that is one definition ; and you 
can define it as what remains after maintaining real 
capital intact, and that is another definition. You might 
choose either definition. Is it not necessary to be con- 
sistent, whichever definition you choose? — 1 do not think 
we would worry very much about the definition as such, 
but from our point of view income is not earned unless 
you have earned it while keeping your capital intact. That 
was a principle which was accepted one hundred years 
ago, when Parliament compelled companies to use the 
system that we later called the double account system, 
and imposed upon the companies the obligation to show 
every year the volume of assets in the business had been 
maintained in perfect order and condition at the end 
of the year, and only the revenue which was left after 
all these expenses had been carried down was called 
profit. 

3445. The question we are discussing is whether what 
we call profit should be what remains after setting aside 
enough to recover the money put into the business, or 
ias you contend, after setting aside enough to main- 
tain, to recover what you have put into the business, not 
in the same money unit, but in the same real units, in 
the terms of the same purchasing power? — Let me give 
you an example. You have a machine on which you 
replace one part. This part costs you £5. You put it as 
an expense into your current account. The depreciation 
of the machine itself, however, you calculate not at the 
cost of this year but at the cost of twenty years ago. 
I submit that if you do that you just deceive yourself. 

3446. Is there anything to prevent a firm from un- 
deceiving itself by drawing up its accounts in a different 
way? We are considering this problem here in relation 
to taxation ; we are not considering whether you should 
deceive yourself or not. All I am interested in here is 
whether it is just to change the definition from a taxa- 
tion .point of view. I may agree that from the point 



of view of the interest of shareholders there may be some- 
thing to be said for changing the methods of drawing 
up the accounts. If you establish it as a principle that 
business is entitled to tax-free depreciation of whatever 
is necessary to maintain the real capital intact, should not 
the same principle be also applied to the taxable income 
of individuals, or is there some special virtue in business 
which makes it necessary to apply a more generous rule 
in the one case than in the other? — My answer to you. 
Sir, is this. The question you raise may be a question 
of monetary reform but not a question of accountancy. 
We use money in accounts for two purposes. The one is 
to reckon what we owe and what is owed to us, and 
the other purpose is to use it as a yardstick to repre- 
sent real values. If we use a wrong yardstick, if we 
use money to represent real values in the wrong way, 
we obviously get a distorted account, and our object as 
accountants is to produce correct accounts, and therefore 
we try to establish ways and means by which we replace 
or supplement money as used for certain accountancy 
purposes. 

3447. In other words, you are concerned with a reform 
of accounting, not taxation at all? — It is a reform of 
accounting, but it would 'be useless as a reform of account- 
ing if the Inland Revenue, which takes the major pro- 
portion of profits, would not accept it. I would not say 
it would depend entirely on the Inland Revenue accept- 
ing this principle. We could introduce it even if the 
Inland Revenue would not accept it, but it would be 
futile from the general point of view if the Inland 
Revenue, which takes the largest share of the profit, 
should claim a different method of calculation than the 
one we consider is correct. 

3448. But you should appreciate that if the Inland 
Revenue were to take the line that their main concern 
is to be fair between the different classes of taxpayers, 
they would be unable to advocate a reform that does not 
satisfy these criteria of fairness. That should not prevent 
you from advocating a reform of accountancy for the 
purpose of shareholders that would in your view more 
honestly record the trend of results which .the accounts 
should exhibit? — Mr. Harris: In other words, you are 
considering that we would be giving an unfair advantage 
to the shareholders in regard to the rest of the community? 

3449. Yes. We all act on the basis of a stable value of 
money up to a point. When the value of money becomes 
violently unstable we may have to give up this fiction, 
however regretfully ?r— Yes, quite. 

3450. For example, in Germany in the 1920’s inflation 
proceeded to lengths at which the fiction of a stable value 
of money could no longer be maintained. When once you 
reach that stage, it may be necessary for Parliament to 
introduce something like a general revaluation of contracts 
to protect the interests of the lenders, to prevent the 
creditors from being completely expropriated by the 
debtors?— Yes, we agree that there may be some substance 
in that, but we do not feel it is within our purview to 
suggest it here this afternoon. 

3451. You might consider that in the absence of such 
a general revaluation of contracts, if you were to pick out 
a single reform such as the tax-free allowance on replace- 
ment costs, it might create more injustice than it would 
solve? — I have already mentioned, in answering a ques- 
tion put by the Chairman, that social justice must affect 
one’s decision. That is why I brought it in at that 
stage. But I submit that there is a difference ; it does 
not wholly cover the point, but I submit it does go 
some way towards it. In the first place, the amount of 
capital used by industry bears no relation whatsoever to 
the very much smaller quantity used by individuals. 
Actually, fixed assets themselves are not brought into 
account and the replacements are not brought into accoun t 
in computing individual incomes. Therefore, I think com- 
pany income is on a different plane. Secondly, the ordinary 
shareholder has submitted his money to a risk, unlike the 
employee, who agrees to work for a certain fixed salary 
or income. It is a doubtful amount how much the 
ordinary individual shareholder will receive. Therefore, 
he is entitled to some reward for that additional risk. As 
I have mentioned, I feel the injustice which I agree with 
you would be created without wider monetary reform, 
which I am neither competent nor prepared to discuss this 
afternoon — that the injustice must be offset in my opinion, 
by the possible stagnation which would possibly result from 
the continuation of the present system. 
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3452. You would agree that the danger of stagnation is 
potential rather than real? — I should say we are already 
witnessing it to some extent in the smaller companies ; 
I cannot give you first-hand information of the larger ones. 
In the smaller ones there are the difficulties of getting 
loans from the bank and outside finance in order to meet 
the ever-increasing cost of stocks. 

3453. If more finance were forthcoming either in the 
form of reduced taxation or easier bank credit or easier 
borrowing in the free market, what do you think would 
happen? 'Would there be more real capital created? — 
There would be more preparedness to take risks as a. 
result of which you have the opportunity to create new 
capital. 

3454. Chairman : That is a very wide question. 

3455. Professor Hicks: When you were going through 
these accounts with the Chairman, it seemed to emerge 
that it was because of the initial allowance that the figures 
gave as good an effect as they did on a correct interpreta- 
tion. Of course, now that the initial allowances have 
been removed, I take it their effect has disappeared. If 
at some future date the Government were to contemplate 
the reintroduction of intial allowances, I take it from what 
you say you would rather go on to a method of deprecia- 
tion by adjusted costs or something of that sort rather than 
go on to a method of initial allowance? — Mr. Kennett : 
Certainly. 



3459. Mr. Crick: Mr. Kennett, your case for adjust- 
able depreciation allowances rests very largely upon what 
has happened in the past, or, as you put it in the 
memorandum that you put in, in the last ten or fifteen 
years? — Yes. 

3460. But it also rests upon your fears for the future 
and particularly upon the prospect, as you see it, of a 
perpetual instability in the value of money. I take ’it that 
you are not thinking just of t.he ordinary ups and downs 
that are inseparable from trade fluctuations, as we have 
known for many, many years past, but you are thinking 
of real upheavals in the value of the currency?— I would 
not go that far, Sir. 1 would not fear real upheavals, but 
what I would fear is that the value of money over a 
long period did fluctuate even at a time when the value 
of money was a prime object of economic policy. In the 
second half of the 19th century we did sec a gradual de- 
cline of prices even at a time when monetary stability was 
the assured object, the prime object, of the economic 
policy. To-day monetary stability, I think, is no more 
the prime object of economic policy, but full employ- 
ment or other objects. Monetary policy ranks, I think 
to-day not as one of the principal objects of economic 
policy. Therefore it would be difficult to take it for 
granted that all measures will always be taken for the 
ipurpose of maintaining the purchasing power of money 
That is what we mean by the possibility that fluctuating 
values will continue in the future. 



3456. I see that you have presented very strong account- 
ing arguments for that course in the sense that it would 
tend towards a tidier and more intelligible system of 
accounting generally. Apart from those accounting argu- 
ments, are there any very strong reasons in favour of the 
course which you recommend? — As to the initial allow- 
ances, I would venture to say this, that they distort not 
only the picture of the accounts but they keep it distorted 
for some time, because there will have to be a reserve 
against initial allowances for the future years. I think 
initial allowances contributed to some extent at least to 
the inflationary pressure we have witnessed in the last 
three years, particularly since it was known they were 
going to be abolished. To put an instance, the number 
of commercial vehicles which have been bought in the 
last two years by the home market were excessive, so 
excessive that a special tax had to be put on them. One 
of the reasons why this buying has been concentrated 
during the last two years was to some extent at least 
that through the effect of the initial allowance a large 
part of the capital outlay was recovered in one year at 
a time when profits were good. 



3457. Is not the moral to be drawn from that rather 
that the initial allowances were given at the wrong time? — 
I t h i nk they are wrong in principle. If we follow the 
general line that there should be no difference between 
the accounts which we produce for all interested parties, 
■the shareholders or wage-earner or the Inland Revenue, 
the initial allowance distorts our figures and induces us 
to buy now capital goods while the going is good. We 
complain that the consumption of capital goods by the 
home market was excessive, and that exports of those 
goods which the foreign market wanted most were not 
free. One of the reasons oertainly is the initial allowances 
system. 



3458. May I ask just one more question? If the choice 
was put before you, not whether you prefer the initial 
allowances or the system of depreciation allowances which 
you have been recommending, but whether you prefer 
that system of depreciation allowances to a straightforward 
reduction in rates of taxation which might carry with it 
perhaps a simplification of profits tax, excess profits levy 
and so on, which would you rather have?— You put me 
in a difficult position. As an accountant I would like to 
tidy things up. I would like to have accounts made 
so that they are generally capable and useful for all 
purposes. That does not apply only to initial allowances, 
but it starts with special depreciation allowances on in- 
dustrial buildings and mills, while commercial buildings 
did not get it. We would like to induce the Inland Revenue 
to treat accounts as they should be treated, as giving a 
fair and true picture of the results of a certain given period 
of any particular firm, and take the decisions on taxation 

2 account eC ° n0miC P ° licy after they have taken that 



3461. So that you would have preferred, for example, 
that the kind of system you are now recommending should 
have been in force, let us say, in the second half of the 
19th century just as much as to-day?— Yes. 

3462. T want to get clear on that point, for this reason 
among others. Supposing your adjustable allowances were 
in force, that would mean, would it not, that at a time 
of rising prices your depreciation allowances would rise- 
therefore your tax payment would fall or would not be as 
large as it would be under the present system?— My 
profits. 

3463. And your tax payment?— So far as it is based 
•on profit, yes. 

3464. Your tax payment would be smaller than under 
the present system of calculation?— Well, if the rate re- 
mained the same and the basis on which it is calculated 
becomes levelled down, the result would be smaller. 

3465. Would not that in itself, multiplied over thousands 
and thousands of companies concerned, tend to relax the 
defences against further inflation?-- 1 do not think so, Sir. 
If I may say so, it is not quite within our province as 
accountants, but it seems to me that the heavy taxation of 
companies’ profits has, not a disinflationary, but an in- 
flationary effect. It very much reduces the propensity to 
control costs and induces expenditure, which under more 
strict control would not be done. The question is whether 
if you were to pay out a larger percentage in dividends 
those recipients of dividends would spend more than the 
companies themselves. It is a very moot point. It is well 
known that under the impact of these very heavy taxes 
companies’ expenditure has gone up quite a lot. 

3466. Would you mind just interpreting one passage in 
your. document for me: it is in paragraph 36. You refer 
to differential treatment in the statutory taxation. Do 
you see the phrase: “Equally the view is taken that 
differential treatment in the way of additional statutory 
taxation . . .”? — Yes. 

3467. I was not clear, reading that, just what differential 
you are referring to?— I think one must read that in con- 
junction with the first phrase. In the first phrase we say 
there does not appear to be any objection to the rax 
levied on the companies’ profits at the standard rate of 
tax, which would be the same, or approximately the same, 
as individual incomes. But then we say that, this being 
so, we think it is wrong to levy on companies in addition 
to standard tax the 10 per cent, profits tax. 

3468. I see. You are not there objecting to the 
differential between 50 per cent, and 10 per cent.?— No. 
we object to the 10 per cent. 

3469. I want to ask you, if I may, a domestic question. 
I am under the impression that a very large number of 
your members are in private practice as accountants?— 
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3470. I hope your experience will help me here. Would 
you say that a very large part of the activity of your 
members is taken up in tax matters?— Mr. Harris: Yes. 

3471. Would you say you are on the whole more 
occupied with tax matters now than you were before the 
war? — Yes. 

3472. Is your concern in these matters growing or 
diminishing?— Growing, I should say. 

3473. Would you say it is due more to the increasing 
sensitivity to taxation on the part of the taxpayer or to 
the. increased complications of the system of taxation? — 

I should say both. Obviously it is impossible to segregate 
one from the other in measurement, but comparing, for 
instance, the intricacies of the 1945 Act regarding wear 
and tear, and the difficulties involved in even normal com- 
putation of balancing charges and allowances, compare 
that with the relative simplicity of the wear and tear pro- 
visions before the war ; the difficulties of profits tax in 
relation to the comparative ease with which it was possible 
.to compute the National Defence Contribution in 1938. 
Now, of course, you can compare that with the Excess 
Profits Levy, which in turn you can compare with the 
Excess Profits Tax of the war. But if you are thinking 
of the period up to 1939, you can say we have one more 
tax today than existed before the war. I think the answer 
is most definitely “ yes ” to that question, and also most 
definitely “yes” to the other question, because it is 
reasonable to suppose that our clients will put more pres- 
sure on an accountant to obtain relief of £X if that £X 
is going to be subjected to tax at 9s. 6d. in the £ or a 
greater sum for profits tax than he would if it were subject 
to tax at 4s. 6d. in the £. 

3474. Do your troubles arise mainly in connection with 
taxation of business profits or personal taxation?— I 
imagine it varies considerably from practice to practice, 
but speaking personally it would be definitely business and 
not individuals. 

3475. Would you say the small business in particular? 
—The definition of small business being anything up to, 
shall we say, £20,000 capital? 

3476. Yes. — There again, of course, with a practising 
accountant who is normally dealing with that sort of busi- 
ness, naturally, the whole of his increased worries arise 
from the complexity of small business taxation. It is 
difficult to segregate. 

3477. Do you think your recommendations would add 
to or diminish the problems arising from the taxation of 
profits? — Conceivably they would add slightly, although, 
as I pointed out to the Chairman earlier, the method it is 
possible to contemplate would be one that would add very 
little to them. In any case, it would also be an account- 
ing matter, would it not, apart from tax?— Mr. Kennett : 
It would simplify generally the position, because if you 
manage to have one set of accounts which you prepare 
in any case, and if we could manage to have these 
accounts kept the same for Revenue purposes as well, I 
should say the complication would be rather diminished. 

3478. There is one other point at the very end of your 
memorandum. You are mentioning some objectionable 
consequences ; as you see them, of the present system of 
taxation. You oite the encouragement of extravagance, 
the reluctance to take risks, and the encouragement of 
certain activities of which you evidently disapprove. Could 
you give me any examples of the kind of activity that 
you are referring to under your heading there, which you 
describe as unorthodox? —Mr. Harris : Well, unorthodox, 
I suggest, is a word which has quite a wide cover, and I 
think we were thinking in that particular connection of, 
for instance, the change in partnerships solely to avoid 
liability to tax rather than from business reasons, which 
were covered and dealt with quite fully in the Tucker 
Committee Report. There are quite obviously a lot of 
other even more objectionable practices. But I do not 
know how far I may express them in public. For in- 
stance, the employment by directors of the wives of other 
directors in other companies in order to, shall we say, 
get additional income. I would rather not pursue that 
too far but merely cite that as an example. 

3479. I am wondering what is the real proportion of 
this kind of thing by comparison, for instance, with the 
extent to which assessment is escaped by reason of the 
difficulty of the Inland Revenue in catching up with 



arrears. You are aware, for instance, that the last Annual 
Report of the Inland Revenue states* that a systematic 
search was begun to discover persons who have escaped 
hitherto, and that has produced 40,000 new cases, mostly 
small traders. You would not suggest that by the side 
of figures like that the sort of thing you have in mind 
was at all substantial or worthy of very much attention? 

— It is so difficult to compare one with the other. I think 
one could say it has reached sufficient size since the war 
to make one feel a considerable amount of disquiet that 
it should be in vogue. In my discussions with practising 
accountants I have been led to believe the increase has 
been very considerable, and that doubtful practices are 
not frowned upon today to the same extent as they would 
have been twenty-five years ago. 

3480. That development is simultaneous with the great 
increase of the burden of taxation, but would you say it 
was caused by the increase in that burden? — I am sure 
I am not suggesting that original sin is any greater. I 
quite agree it is an encouragement to dishonesty, yes. 

3481. Mr. Carrington : Taking up the last point, you 
mentioned that there was avoidance or evasion of taxation 
by the change of partnership? — Yes. 

3482. Have you read the Tucker Committee Report? 
— A long time ago. 

3483. Do you remember certain suggestions were made 
regarding partnerships? — Y es. 

3484. Would not the implementation of those recom- 
mendations do away with that practice to which you are 
referring? — Yes, as far as I remember, they would. 

3485. You also mentioned practices in connection 
with limited companies’ employment of directors’ wives. 
Was your reference based on personal experience? — Yes. 
When you say personal experience . . . ? 

3486. Companies where you saw that happen? — No. 

3487. In other words, on hearsay? — Yes. 

3488. Do you know whether those companies are public 
companies or private companies? — As far as I remember, 
private companies — quite small. 

3489. Would you agree that that type of avoidance is 
seldom, if ever, met with in public companies? — I should 
imagine that is a perfectly true statement; it is seldom 
met with in public companies. 

3490. Would you agree the auditor would have a duty 
to perform if he came acrpss that sort of thing? — Yes, 
quite. Mr. Kennett : I should say it would be quite 
impossible in a public company. 

3491. In other words, it is restricted to the smaller 
type of business? —Yes. 

3492. Taking you into what you describe as your own 
province of accountancy, would you mind turning to para- 
graphs 25 and 26 of your Memorandum? You make two 
proposals, one in regard to fixed assets and the other in 
regard to stock. Which of those do you regard as more 
important?— I think from a general point of view, from 
the point of view of accountancy principles, the provision 
for fixed assets I should rate, as more important, because 
that would, I think, imply a change in approach, a change 
in 'the basic principles of accountancy, -while the stock 
valuation as such could be done easily within the present 
framework of accountancy practice. 

3493. I am not concerned with which could be done 
more easily, but which is more important in the interests 
of the business world? — Mr. Harris: I submit that the 
provision relating to fixed assets is the more important. 
I feel that the provision in relation to stock covers a matter 
which is less insidious, because stock is more quickly 
turned over than fixed assets. 

3494. Would you cast your mind to the accounts of a 

company with which you are familiar and tell me whether 
you think their difficulties during the past two years, their 
financial difficulties, have been caused more by the in- 
crease in stock prices than the difficulty in financing; re- 
placements of fixed assets as they occur? Mr. Kennett : 
I think in stocks for the last two years. 

* Paragraph 76, Cmd. 8436. 
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3495 On experience to-day is not stock the more im- 
portant?— If I may put it so, it is quite true that for the 
last two years the fluctuations in stock and the money 
required to carry stock at enhanced price has been a very 
important item, but it would be surprising if this situation 
did not peter out on its own within the next few years. 

3496. You say “ would not peter out ”? — It would 
adjust itself. 

3497 Would you mind developing that, because if your 
point is right, and I do not dispute it, how would it rectify 
itself? — Either the prices could go down, as they did in 
the last six months, and the financial requirements for 
carrying the stock would be adjusted downwards, or the 
prices of the finished products would also have to rise m 
proportion with the prices paid. 

3498. So that the manufacturer . . . ? — He gets back 
quicker his initial outlay on raw materials than on the 
fixed assets. 



3499. Are you basing that answer on a theoretical con- 
sideration of the subject or on actual experience?— In a 
number of companies I think it is an actual experience, 
but I quite admit that in other companies I can think of 
now the demand for carrying a large stock is permanent. 
It does not fluctuate very much. 

3500. In other words, the quantum of stock as distinct 
from the monetary valuation remains pretty well constant 
over the years? — Yes. There are some companies I can 
think of now where the volume of stock remains practi- 
cally stable or Cannot go below a certain minimum. 

3501. That being so, would it be right to say that the 
companies’ investment in stock is in some ways in the 
nature of fixed assets, something without which the busi- 
ness cannot develop.?'-^Y es. 

3502. So that would lead you, so far as that type of 
company is concerned, to support a base stock valuation? 
— Yes. 



3503. Have you had any experience of base stock? — 
In my personal capacity, no. 

3504. Have you, Mr. Harris? — Mr. Harris'. No, I am 
afraid not. 



3505. Coming back to the more general point, the pro- 
position you make here in paragraph 26, do you visualise 
something in the way of the American system, or would 
you develop on that? — Mr. Kennett : Yes. I think 
we would like to see adopted here a choice between 
various established methods to fit individual needs of each 
firm, or even within the firm the various departments and 
the various sorts of stock. The Americans have developed 
a range of stock valuation principles, and they have been 
accepted, some of them, the more important ones have 
been accepted, by the American Revenue, and they are 
established now as well known accountancy principles. 
So far as I know, there is also a case where the LIFO 
method has been accepted here. 

3506. What would you do in the case of a company 
if on the balance sheet date market value was less than 
your LIFO value?— I think. Sir, I would put it like this. 



We would retain as an overriding principle the cost or 
the market value, whichever is lower, but we would use 
for the interpretation of cost one of these, either UFO 
or base stock. 

3507. Just elaborate that for a moment. Going back to 
the example I gave you, the company working on LIFO 
taking first of all the accounts, would you keep to your 
LIFO basis?— If the market value is lower than cost? 

3508. No, I want you to assume that the market value 
is lower than LIFO value? — If the market value is lower 
than the LIFO value I would write down to the market 
value. 

3509. Would you follow that through for tax computa- 
tion?— Yes. 

3510. In other words, you would go beyond what the 
American tax law does at the moment? — Yes. From an 
American taxation point of view 1 quite realise, LIFO is 
a one-way street, once you go into that you cannot get 
out of it. You must take your LIFO basis for quite a 
number of years ; as far as I know, indefinitely. 

3511. Not take it for better or for worse, because there 
is not even a Divorce Court to help you?— I think the 
drawback of the American LIFO system, if the LEFO 
basic price is higher than the market value, is that then 
the profits will be overstated. 

3512. So that you are really departing from the 
economist’s conception of profit and income and saying: 
“I must bring in the lower”? — I am not so sure of that. 
An anticipated loss would occur anyhow. If I value 
stocks at the end of the year at a higher or lower price, 
I anticipate or postpone the profit or loss. I can recover 
it in my finished products when my price is all right, 
or I cannot recover it and I make a loss. 

3513. One last question, coming to fixed assets. Would 
you say that the depreciation reserve on the basis of the 
replacement cost should be made even if it would involve 
passing the preference dividend? — It is a very difficult 
question. What you imply is that the recalculation of 
profits would show that not sufficient profit is available to 
pay the preference dividend? If that is the position, I 
should say yes. 

3514. If you were adviser to a company you would 
advise them even now to make this reserve on this basis, 
even though it involved passing the preference dividend? 
— The preference shareholders have a right to profits, if 
earned. If no profit is earned, according to the established 
accountancy principles, there is no right. 

3515. I am asking you what you would do in present 
day circumstances? — In present day circumstances I can- 
not claim that according to accounting principles as used 
at present there is no profit. According to accounting 
principles as at present in use, I have to show a profit 
to which the preference shareholders have a claim. If I 
could show that there is no profit according to accounting 
principles, then there would be no claim. 

Chairman'. Thank you very much, Mr. Kennett and 
Mr. Harris. 



The witnesses withdrew. 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration.” 

NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads under 
which evidence was invited. They explained that the list was not necessarily exhaustive and that 
witnesses could put in evidence on questions not specifically mentioned, provided that they fell within 
the Commission’s terms of reference. The list is reproduced below. 



A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) incentives, 

(b) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and contributions ? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be altered? 



B. Particular matters 



4. 



5. 



6 . 

7. 

8 . 

9. 

10 . 

11 . 

12 . 

13. 

14. 

15. 

16. 

17. 

18. 



Is the taxation net drawn too widely or too narrowly in relation to : — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

( b ) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

(a) Are there any kinds of profits or income which are not charged but should be; or which 
are charged but should not be? In particular — 

(ft) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

Is the basis of computing income from property under Schedules A and B satisfactory? 
Should the present rules about deductions for outgoings and expenses be altered? 

Are the provisions for relief in respect of double taxation satisfactory? 

Should the present system of graduation by means of the exemption limit, personal allowances, 
reduced rate relief and Surtax be altered? 

Should the existing differentiation between earned and unearned income be extended or 
reduced? 

Are alterations necessary in the rules governing personal and other allowances? 

Should the rules about the taxation of husband and wife be altered (a) as regards aggregation; 
(b) in any other respect? 

Should P.A.Y.E. be altered or abolished? 

Should the principle of deduction at source be extended or restricted? 

Should the method of assessment to Surtax be altered, and in particular should it be deducted 
from salaries? 



Are any alterations desirable in the system of administration and the functions of the various 
statutory bodies or persons connected with taxation? 

Are any changes in the provisions against avoidance and evasion desirable? 



™ C w- Sary in the . rules governing the taxation treatment of special classes c 
taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED 

Introduction 

1. The structure of taxation is one of the most im- 
portant instruments available to governments for imple- 
menting their economic and social policies. It should, 
therefore, be judged by its efficacy in furthering the ends 
of these policies. We regard the principal ends which are 
relevant to the problems of taxation as securing maximum 
production, a just distribution of income and wealth, and 
the provision of the essentials for a full life to every 
individual in the community. 

2 It is widely agreed that tjie present tax structure has 
had a substantial effect in two of these three respects. 
The progressive nature of the Income and Profits Tax 
structure has considerably lessened the inequalities of in- 
come after tax, and the high revenue received provides 
for an expenditure on social services which makes 
generally available better education, housing, health and 
nutrition than ever before. What is frequently disputed, 
however, is the compatibility of the present tax structure 
with maximum production. The Commission will no 
doubt receive representations to the effect that the present 
level and degree of progression of the Income and Profits 
Tax constitute a serious hindrance to the country’s pro- 
ductive effort. We wish to submit that this criticism is 
false. 

3. The experience of the last five years provides no 
evidence that the present tax structure has rendered the 
country’s productive effort sluggish. On the contrary, out- 
put in the United Kingdom has been rising very rapidly 
and by far the larger part of the increase has been 
accounted for by the greater output per man. Industrial 
production in 1950 was about 40 per cent, higher man 
in 1946 and agricultural output also rose substantially. 
Output per man in industry has risen at a rate seldom or 
never experienced during the inter-war period. 

4. Nor is it a fair criticism of the tax structure to say 
that it has hindered the expansion of production indirectly, 
by making it difficult for firms to re-equip and modernise 
their plant. The limiting factors on investment since the 
end of the war have been physical and not financial. 
Private industry has been willing to pay for considerably 
more new plant and building work than it has been able 
to obtain. Taxation cannot be said to have prevented 
industry from making full use of the resources the 
country has been able to devote to investment. (See also 
paras. 25 and 26 below). 

5. It is only if the relation between taxation and out- 
put is considered purely in terms of direct financial in- 
centive that this combination of rapidly increasing pro- 
duction and stiff taxation appears paradoxical. Financial 
incentives are, of course, only one factor affecting the 
productive effort. Although high and progressive income 
taxes may in themselves tend to lessen the incentive to 
work (although their effect upon some people is to cause 
them to work harder or longer in order to obtain the 



BY A GROUP OF FABIANS 

higher gross income which is necessary if they are to 
maintain their standard of living), the social and economic 
policies of which they form an essential part have been 
most effective in increasing output. Of these the most 
important contribution to high production has come from 
full employment. Not only is it essential to use the 
country’s available manpower to the full in order to secure 
the greatest possible output, but conditions of full em- 
ployment alone provide the atmosphere in which maxi- 
mum individual effort can be expected from workers and 
managers. In conditions of severe unemployment many 
who would desire nothing more than a chance to work 
are denied it and their fellows hold back for fear of 
working themselves out of a job. Agreements to limit 
production multiply and restrictive practices flourish among 
employers and employed. 

6 . A greater equality, towards which re-distributive taxa- 
tion has contributed so much, is perhaps the most im- 
portant of all the factors making for full employment. 
Those who ask that their business should enjoy a com- 
bination of the high and stable demand of the “ forties 
and fifties ” and of the comparatively low taxation of the 
pre-war years, are demanding the impossible. The degree 
of progressiveness within the tax structure which has been 
established means that consumers’ purchasing power is 
more widely spread than before the war. Since poorer 
Ipeople tend to save less of their incomes than those who 
are more well-to-do, this has raised the level of consumers’ 
demand and also made it more stable. Thus, the increase 
in progressiveness is an important factor in forming the 
sort of economy in which full employment can be main- 
tained, both when conditions are favourable and when 
they are adverse. 

It is true, of course, that factors which decrease the 
likelihood of unemployment arising from shortage of de- 
mand, also make the problem of avoiding inflation more 
difficult. But a full employment policy necessarily in- 
volves creating a situation where there is a danger of 
•inflation. Looking back to the inter-war years, the over- 
riding problem was that of unemployment arising from 
insufficient demand, and it would be over-sanguine to 
imagine that this problem will not threaten us again. Ex- 
perience has shown that demand can be more easily 
curtailed to avoid inflation than it can be stimulated to 
avoid unemployment. Moreover, it would be wrong to 
regard the degrees of progressiveness of taxation as some- 
thing which should necessarily fluctuate with the need to 
increase or decrease spending power in order to avoid 
unemployment or inflation as the case may be. it is 
bound to rest on the prevailing attitude as to what is 
consistent with social justice. It is the general level of 
taxation which should, and will, vary with the need to 
boost or restrain the purchasing power. 

7. Has the achievement of a juster distribution of in- 
come over the last ten years, by lessening the material 
rewards for economic success, slowed dowu economic 

A 
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progress? In so far as a large part of the increased 
taxation on unearned higher incomes has hit incomes from 
inherited fortunes, it can have little deleterious effect on 
enterprise. _ But there remains the fact that the compara- 
tive financial rewards for success in industry and other 
spheres have been reduced. We do not consider, however, 
that this has produced any serious hindrance to individual 
effort, or led to a loss of talent to positions of responsi- 
bility. There are still considerable differences in the 
standard of life at the different stages on the industrial 
ladder or between the successful and unsuccessful in any 
profession or occupation. The desire for promotion and 
greater responsibility remains strong. One of the reasons 
for this is that the intangible elements of satisfaction and 
prestige are just as, or more, important incentives as finan- 
cial success, in calling -forth the spirit of invention and 
enterprise. In our view, a society in which the material re- 
wards for success are so great that they are regarded as 
iunjust, however equal the opportunities to secure them, 
will not provide the atmosphere in which the scarce gifts 
of outstanding men and women will be put to the best 
advantage. We regard as significant, even if a little ex- 
aggerated the frequent complaint in certain sections of 
the press that a social stigma has become attached to sub- 
stantial wealth and thus lessened the incentive to business 
success. Excessive financial incentives will be self- 
trustratmg in a social climate where they are (quite rightlv) 
regarded as unjust. 

8. The third principal objective which the tax structure 
makes it possible to achieve is the provision of social 
services which go a long way towards making available 
to every individual the essentials for a full life, in particu- 
lar ? th u- ^ el , ds °, f education, housing, health and nutrition, 
tsuch a high level of expenditure on social services is made 
necessary because these basic needs can only be generally 
satisfied through social action. The increasing satisfaction 
of these needs is a vital factor in maintaining a vigorous 
econoimc and social system. The provision of |reater 
educational opportunities, of improved health and social 
f ne J ally ’ 18 * 111 important contribution to in- 
produe^ity- For the rate of industrial progress 
in/thriA depends on the intelligence and awareness of every 
individual in the community. y 

n ? 4 th mkthe case can be substantiated that 
to mcreaantfy egalitarian policies, of which the tax 
structure is an expression, have weakened the country’s 
productive effort. On -the contrary, we believe that it is 
only by such measures that a firm basis for economic 
expansion can be laid. This is not to deny the need how 

tofind^M? 1 ? 186 - 1116 6Xisting structure critically in’ order 
to find means for improvement. 3 

Corporate Taxation 

m,i < L5rt. rp ° :rate taxa J ion Plays an important role in deter- 
mining the amount of the proceeds from production which 

SrT,/ UrChaSing power in the ^nds of C individual 
shareholders as compared with individual wage earners 
and salary earners. In addition, just as income Sc on 

Sau^° e ™,«ff s thE r no ” ic beh= 3? <£ 

uiuiviauai employee, corporate taxation will affprt 
policy tftt* company. It seems ?Hs. hLev“ that 

SSSs 

SSS-ss 

mand for new capital expenditure ^Anothfr “ < J? s,ry ' s de ‘ 
of the initial allowance, affects 



firm and hence its willingness to undertake new invent 
ment. Therefore taxation of undistributed profits and 
variations in the initial allowance for depreciation provide 
a fiscal means of adjusting the demand. ’ e 

12. Profits Tax .— The profits tax, despite its heavy di« 

crimination against distributed profits, also falls unrm 
retained profits, of course, and it is this aspect of the ta? 
which has attracted some of the sharpest criticism. There 
is no difference in principle between this tax and th? 
levying of income tax at the standard rate upon company 
profits, and our remarks in this connection may be taken 
to apply to all aspects of the taxation of the retained 
profits of enterprise. Q 

13. Here we are confronted with an apparent conflict 

between economic and social objectives. A major 
problem of a full employment economy is that of secur 
ing enough savings to make it possible for the savings- 
mvestment equation to be achieved without resort to in 
flation. Company savings make a direct contribution to 
this direction, and in recent years they have made the 
most important contribution. It might therefore be agreed 
that, from an economic point of view, so long as inflation 
and not deflation is the immediate danger, there is every 
thing to be said for pushing -them to the highest level 
possible, and that a tax which diminishes them is a 
bad tax, or at the very best, an indifferent tax, for it 
cannot do more than -transfer money from one form of 
saving, company reserves, to another form of saving— the 
budget surplus. 6 

14. But retained profits not only help to pay for the 
investment programme. They also swell the wealth of 
the shareholders to whom -they belong. A policy of 
remitting taxation on retained profits to the extent of run- 
ning down the budget surplus to nothing, and of depending 
°f\ me .consequent increase in corporate savings to pro- 
vide disinflationary compensation, might (subject to certain 
exceptions which will be noted below) -be neutral from an 
inflationary point of view, but it would certainly have 
a very sharply regressive distributive effect. The values 
or ordinary shares would increase overnight, and both 
the present capital wealth and the future income prospects 
or their owners would be raised considerably. 

15. During the past 15 years the values of industrial 
ordinary shares have increased comparatively slowly. 
Even at the peak of this summer’s boom their index num- 
ber has only been 40-6 per cent, above the July 1935 
base— an increase much less -than in the price level and 

1 ! S , S 5 hari tbat which has token .place in almost all 
! v [?T, es ' To those who welcome the redistribution 
which has taken place in the past decade, this is naturally 
an important fact and one whioh they would be most 
dlsa PP car - Undoubtedly the high taxation of 
distributed profits, and other restraints which have been 
put upon their increase, have had much to do with it, 
t b , u ; « w°« ld . in our view, be a mistake to imagine that 
w imitatl0n by ta xation of retained profits has not also 
!vl a „V mp ,° rtant faotor ’ , Those w ho argue that Stock 
Exchange prices are overwhelmingly influenced by current 
S nd P° hc J es and hardly at all by the reserves and 
£ il! S ' CC S a bu8mcss » should remember the great 
market va lues which took place during 1949 
a year ot almost completely effective dividend limitation. 

fri 6 ' ?A n0t of course suggested that the value of indus- 
°f n b ® influ , enced by anything other than a 
nmc° n t of ? resent dividend policy and future divi- 
nn_in ^ peC S ’ pl e s a sma11 allowance for value on break- 
so nttprivr* aS6 + mos l P ub,ic companies a contingency 
Thk tt r a iK 0te as }- 0 be of quite negligible importance. 

the question of what would be our attitude 
Stinn ^l P t r ° fi L S lf a ? ? ffective scheme of dividend limi- 
JjSjL t0 . b e P ut t mto operation. Would we then 
Thf r . eductlon T hy taxation as wholly unjustifiable? 
flividpnrf W i;L> r°' * n l , be hrst place, many schemes of 
earning S tatl0r l . w ° uld re l ate permitted increases in 
^ i hus - preserve a connection between 
^inT fi S and the mcome of the shareholder. In 
rf place u here are very strong and obvious 
would L rp 0ns ^ no . schem e of dividend limitation 
Sneral hodv 8 f - d ^ the Stock Exchange and by the 
53531 lnV l St °I- S as a Permanent scheme ; and 

divorce between reserves and share 
prices would not be achieved. 
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n Even if these difficulties could be overcome, how- 
ever the case in favour of the taxation of retained profits 
would still not collapse. A balance would still need to be 
struck between the incentive and the sense of independ- 
ence which the ability to finance development schemes 
out of retained profits gives to the “managerial ” company, 
and the inevitable lack of social control over investment 
so financed. Unless a building licence is involved, it is 
very difficult today to exercise any control over the direc- 
tion or extent of such investment. Nor can the savings 
which are used in this way be regarded as always making 
a full disinflationary contribution. They often stimulate 
new investment to cancel out their own effect, and leave 
any inflationary gap which there may be as wide as it 
would have been if they had never existed. This would 
not be the case if they were drained off to swell the 
budget surplus. Furthermore, the capital expenditure to 
which they lead may sometimes be of a wasteful nature. 
Those firms which have savings available and which chose 
to employ them, are not necessarily those able to under- 
take the most socially valuable investment projects. 

18. We therefore feel that, even if the distributive impli- 
cations of substantial remissions of tax on retained profits 
could be adequately dealt with, there would still be much 
to be said for not encouraging by fiscal means a great 
increase in the retained profits of enterprises. The main 
effect of doing this, in a situation in which the resources 
available for investment did not rise, would be to increase 
the share of that section over which it did ; and we 
could not regard a development which might, for example, 
imperil the electricity generating programme as desirable. 
This is not to say that, as investment resources increased, 
fiscal steps should no.t be taken to see that private indus- 
try was able to maintain its proportion of command over 
these resources. Indeed, one of the reasons why the pro- 
fits tax on retained profits is regarded by us as a useful 
tax is that its level can be raised or lowered, without the 
more widespread and possibly unwanted effects which 
would follow from a change in the standard rate of income 
tax, according to whether the general economic position 
required that industrial investment be stimulated or 
damped down. 

19. We put forward this point of view after considering 
the argument that in a full employment economy, cor- 
porate taxes largely fail in their purpose because they are 
treated as a cost by those in control of companies, and 
are in fact paid by the customers and not by the share- 
holders. The alternative would presumably be to levy 
all direct taxation upon individuals, and to hope to claw 
back (by stiffer rates on unearned incomes — which, in 
itself, we favour — see Section 46 below) the revenue which 
would be lost. It is not clear to why such a scheme, 
even if fully practicable, would achieve its proclaimed 
aim. Directors would be just as likely to make their cus- 
tomers pay for increased dividend distributions to com- 
pensate their shareholders as for an increased tax on 
retained profits. A scheme of dividend limitation would 
meet this difficulty, but, in so far as it was introduced 
for the purpose of making taxation of retained profits 
unnecessary, would be inadequate for the reasons cited 
above. 

20. In any event we cannot accept the view that in- 
creases in corporate taxation are automatically passed on 
to the consumer. We believe that substantial sectors of 
industry are too competitive for this to happen, and that 
many other sectors are subject to a price control which 
makes no allowance for such a “ cost ”. We are uncon- 
vinced also that the normal company determines its 
pricing policy in such a way as to make it possible for 
accurate allowance to be made for an item such as profits 
tax. Nor does either the behaviour of profits, dividends 
and share values over the past 12 years, as a whole, or 
their behaviour in the periods immediately following 
changes in the level of profits tax, suggest that they are 
impervious to the incidence of corporate taxation. This is 
not to say that the consumer may not sometimes be called 
upon to pay some part of corporate taxation, but it is to 
say that this does not happen on a scale sufficient to 
make corporate taxation undesirable, or ineffective as a 
tool for controlling the wealth of the ordinary share- 
holder. 

■ 21. So far we have dealt with that part of the profits 
tax which falls upon retained profits. We now turn to the 
much more important part which falls upon distributed 
profits and to the differential between the two rates. The 
extent to which this differential encourages conservative 



distribution policies is a matter of some dispute. It has 
been held that the decisions on dividend policy of most 
boards of directors are based largely on such factors as 
the legitimate expectation of their shareholders and the 
necessity of maintaining the company’s ability to raise 
money in the capital market, and are hardly influenced 
at all by the rate of profits tax in operation. During a 
period when the climate of opinion is against dividend 
increases, as in 1949 for example, this is probably so. 
Provided the profits are there firms are very loath to 
reduce dividends and any increase in profits tax which 
may take place, even though nominally levied as disr 
tributed profits, will probably be paid out of undistributed 
profits, with the rate of dividend remaining steady. In 
a period when there is a generally upward movement^ in 
dividends, an increase of the differential, or even its exist- 
tence, may well make the upwards movement less pro- 
nounced than it would otherwise be. To believe otherwise 
is to take the view that directors not only regard the 
needs of their businesses for reserves as less important 
than the needs of their shareholders for dividends, but 
that they hardly even weigh the former consideration in 
the balance. 



22. One aspect of the distributed profits tax in our view 
needs alteration, not so much because it is inequitable as 
because it is undesirable in its consequences. This is the 
levying of the tax upon preference share dividends but 
not upon payments of loan interest. This arrangement 
does not weigh upon the holders of existing issues of pre- 
ference shares, but it does provide a substantial deterrent 
to the issue of new preference shares. This is unfortunate, 
for preference shares present to industry the advantage 
of a form of capital which is almost as cheap as loan 
finance, but which does not put industry in a debtor posi- 
tion. Furthermore, preference shares are a form ot 
security highly acceptable to financial institutions, particu- 
larly if they are redeemable within a fixed period, and this 
point is the more important in view of the replacement 
of the private investor by the financial institution as the 
chief source of industrial capital. 

23. We therefore recommend that profits tax should not 
be levied on payments of dividend on preference share 
issues which do not carry .participating rights, and that the 
revenue lost by this change should be made up by what- 
ever small increase in the rate payable on ordinary 
dividends is necessary. It is already the ordinary share- 
holder who in fact pays the tax, even though it is nomi- 
nally attributed to preference shareholders. This new 
arrangement would merely make him do so in a way 
which would not discriminate against preference shares as 
opposed to other fixed interest capital. The only practical 
upset which would result from the change would be a 
worsening in the market standing of those companies with 
little or no preference share capital, relative to those with 
a good deal. As the opening of a gap between these two 
types of company in recent years has been an entirely 
fortuitous effect of the profits tax for which no good 
reason could be given, a reversal of the trend would help 
to correct a small injustice. 



The “ Depletion of Capital ” Charge 

24 The Royal Commission will no doubt wish to 
examine the allegation that the present system of com- 
pany taxation is preventing industry from maintaining 
its capital intact” at a time when prices are rising Dis- 
cussion of this matter is often vitiated by confusion 
Seen two different ideas. The first IS that an .ndiv, dual 
firm, or industry as a whole, is not replacing its fixed 
assets as they wear out (or their stocks as sold) 

with the consequence that the physical coital of the firm, 
or industry as a whole, is declining. The second idea, 
which is to a large extent a separate one, is that com- 
panies are unable to maintain their Physical capital 
intart in face of rising prices without recourse to new 
finance, so that the physical equivalent of their existing 
money capital is reduced. 

25. As to the first issue it is clearly quite ^ wrong to 
allege that the tax system is preventing industry from 
maintaining its physical capital intact, or even that high 
taxation is an effSve limitation on expansion The i limit- 
ing factors on fixed investment since the war have not 
be 8 en financial. Companies have been willing to spend 
much more on investment than limitation of supplies has 
allowed. Building work has been limited by the licensing 
system and, despite this indirect control over expeudrture 
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on equipment, the demand for machinery has been in 
excess of the supplies available. Thus the amount of fixed 
investment in private industry has been held down by 
direct and indirect controls and shortages, not by any 
general limitation of the finance available to companies 
owing to the severity of corporate taxation. The further, 
and separate issue as to whether a sufficiently high pro- 
portion of the nation’s resources have been devoted to 
fixed investment in private industry, is outside the scope 
of this enquiry. There seems, however, some need to 
make the obvious point that if more resources were to 
be put to this use, there would have been less available 
for investment by the nationalised industries, for exports 
or for personal consumption or government expenditure. 
So that any case for increasing private investment must 
also point the field where the corresponding reduction is 
to be obtained. 



26. There seems no support for the allegation that 
excessive taxation or credit stringency has prevented firms 
from maintaining their working capital intact nor from 
increasing the volume of their stock as production in- 
creased. The estimates of the value of physical increase 
m stocks and work in progress published in this year’s 
National Income White Paper, show estimates of £200m 
£21 5m. and £115m. in 1948, 1949 and 1950 respectively! 
Thus the volume of stocks in the whole economy has 
been rising and there is no reason to think that private 
industry has not shared in this increase. 

27. The second possible meaning of the allegation— that 
companies cannot maintain their physical capital intact 
without fresh borrowing— is a quite distinct one from that 
just discussed. It involves a point of principle which 
occurs m connection with both fixed and working capital. 
In the first case the issue is whether tax-free depreciation 
allowances should be based on the original cost of equip- 
ment, or the replacement cost ; in the second, it is whether 
the increases in value of stock due to increased prices 
which when realised are regarded as trading profit for 
accounting purposes, should be treated as taxable income. 
Provision for tax allowance is at present only made for 
maintaining the initial sum of money spent on working 
capital, not for maintaining real capital. In the case of 
both the proper treatment of depreciation allowances and 
stock appreciation for taxation purposes, the issue is 
whether, when prices are rising, the company’s taxable 
income should be reckoned after allowance for maintain- 
ing the original financial capital intact (as at present) or 
after allowance for the current cost of maintaining real 
capital intact. 



28. In our opinion the present principle of allowing 
for the maintenance of financial capital intact for the 
purpose of estimating taxable income is the correct one 
The issue is not the economic one of whether companies 
are actually in a financial position to undertake sufficient 
investment. As we have already stated there has, in the 
case of fixed investment, been excess demand in recent 
years in relation to the resources available, and we have 
seen no evidence to suggest that financial stringency has 
worked against the maintenance of adequate stocks The 
issue involved is the more limited one of— what is fair 
financial treatment for companies and hence for ordinary 
shareholders. The question is whether a person who 
subscribes a certain sum to finance a company, should 
have a right, expressed by the treatment of the company’s 
income for tax purposes, to expect the money value of 
his holding, and hence the income derived from it to 
increase in step with rising prices. We do not think’ the 
tax system should be adjusted to give this compensation 
for rising prices as of right. All the various kinds of 
money income subject to taxation have their real value 
decreased by rising prices, and it would in our view be 
neither a suitable way of meeting the effects of rising 
prices, nor practicable, to assess taxation on them in terms 
of real income or real tax receipts allowing for rising 
wv, CeS ' j- The ! vflUar( * Tucker Committee made this poinf 
when, discussing schemes for revalorising fixed assets, 
whidi they said involve giving preferential treatment 

axSver^Th, ° n f n bu t sm . esses ^mst other classes of 
taxpayer. The non-trader who saved a sum of money 

or She?fix^ r ' a t “ in securities 

or other fixed interest bearing securities, finds that it is 

™? th ' in te ™ s of real value, a half orathirdof 
what it was worth when he invested it, but he remains 
liable to tax on the full income from that and other 



sources ; he does not get, and would not be given 
within the framework of the existing Income Tax System 
any allowance for the loss of capital or income. The 
pensioner who draws his pension from a superannuation 
fund to which he has contributed over his working life 
may find that the real value of his pension is far less than' 
the real value of the contributions that he and his cm 
ployers have made.” 

29. Hence even in the case of unincorporated businesses 
we should not regard it as proper to offset the effect of 
rising prices by calculating depreciation allowances on a 
replacement cost basis (or removing the tax liability on 
stock appreciation). But in the case of companies the 
fact that a substantial part of company finance is raised 
by debenture and preference stock further strengthens the 
case against such a course. For if the tax system is 
deliberately designed to enable companies to replace their 
physical assets at higher prices without raising new 
finance, the ordinary shareholders will benefit substantially 
from rising prices on this count alone. The money value 
'of the physical assets and hence their earning power will 
rise with the price level, but debenture interest and pre- 
ference dividend (where the full dividend is being paid) 
will remain constant in money terms so that the earnings 
available for distribution to ordinary shareholders will be 
increased by more than prices. This decreasing burden 
of fixed charges at times of rising prices is an offset for 
the ordinary shareholder against replacement difficulties 
This is, indeed, widely acknowledged by implication in 
that equities are regarded as the most suitable investment 
hedge against inflation. We do not regard the ordinary 
shareholder as unfairly penalised by rising prices, and we 
do not think that the tax system needs adjusting on this 

'account ° 



30. In practice, we agree, a considerable part of the 
increase in cost of maintaining fixed and working capital 
intact is met out of taxed profits. .But we see no objection 
m principle to this or to companies having to issue new 
shares or their borrowing from the banks, when the cost 
of capital goods or stock has risen. 



xx utw muucj is idiseu oy mviiing suoscnptions to new 
shares m order to meet the increased cost of replacement 
it will mean that the physical equivalent of the original 
shares will be diminished. But such inability “to main- 
tain capital intact ” does not of course imply any decrease 
m actual physical capital as is often suggested. Similarly 
m the case of working capital, when prices are rising 
sharply, the increased finance necessary may in certain 
circumstances have to be obtained by increased borrow- 
mg - that i s no reason why the volume of working 
capital should decline. The dispute is really about the 
income that people derive from companies, and the value 
of their capital holdings, not the economic behaviour of 
companies and the amount of investment they undertake. 
This means that criticism of the present treatment of de- 
preciation allowances and stock appreciation can only be 
sustained m terms of a demonstration that equity share- 
holders are unfairly treated as compared with the rest of 
the community, at a time of rising prices ; and this has 
•not and cannot be done. 



v-oncessions to small companies 

31. We recommend certain tax concessions for small 
compares winch, in contrast to the large company, must 
rely almost exclusively on retained profits for their per- 
ca f" taI - Tie reason for this is that most lending 
bi?iie° lder such *<> Se bad credit risks 

inability to raise permanent capital keeps 
S ? H con * ,K>n ° f having little to offer in the way 
t he - v rB ly on bank and trade credits to 
finance their business and they often economise in ex- 
penditure on business premises. Their net assets are 
in”tS e a2 , f Smal! ail<1 bricks “ d mor,ar element 
50flidm,,y S0M 10 

and^nJ^fthitSa 0 !? 61611 ^ 11 - 8 instituti °ns of investigating 
f g the pr0VISl0n of permanent capital to 

genera t Ily outweighs the return on the 
i^rf S ^ ent ' Such ^investments are more costly in time 
and money than they are worth, even if the risk of loss 
is discounted. When this risk is taken into the lender’s 
S m° n ’ aS Xt shouId be > tbe short average life of the 

SSLl Z^T St , make the provision o£ pennient 
capital to-day a largely uncommercial transaction. 
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The small company must, therefore, rely to a very large 
extent on its own profits to maintain or expand its fixed 
and working capital— in short to survive in the long run. 

We believe there are a number of good reasons for 
ensuring that a small company does in fact survive. 

(a) A substantial part of British industry is at present 
in the hands of a great number of small concerns whose 
decline would cause a considerable amount of economic 
loss in the sense that organisation, know-how, special 
adaptation to particular markets, etc. would be dissi- 
pated and not necessarily replaced. 

(b) The rise of small firms stimulates competition 
amongst the existing leaders of business, which without 
pressure from below might grow too comfortable, secure 
and unenterprising. It is certainly not the rule for small 
firms to grow to any size, but this does happen suffi- 
ciently frequently to provide a reason for supporting the 
existence of the species. 

(c) It may be true that it is not often that the small 
firm will come forward with a new idea or an enter- 
prising commercial venture, but the fact that this 
happens occasionally justifies belief in the small firm as 
a necessary element in those forces which make for 
economic progress. 

(d) There will remain a need for small units in in- 
dustry. They are necessary in certain trades on the 
ground of economic efficiency, and elsewhere because 
of the psychological advantages of working in small 
groups, in order to harness the talents of those who will 
work best without any superiors. The small company 
is likely in the future to become a more important re- 
presentative of private industry, while the large private 
corporation has been tending to be replaced by public 
bodies. 

32. We suggest, therefore, that in order to help the 
development of small companies, they should be treated 
more favourably than large ones in respect of depreciation 
allowances. Our suggestion is that small companies should, 
in normal times, receive larger tax-free initial allowances 
for expenditure on plant and machinery than larger firms. 
For example, the concession might apply to firms whose 
profits (as assessed for Income and Profits Tax before 
allowances for depreciation) were under £15,000 per 
annum. These would be allowed a 100 per cent, initial 
allowance on their first £3,000 expenditure on plant and 
machinery each year, say 66| per cent, on the second 
£3,000, and then the remainder at the same rate as other 
companies (assuming these to be in the region of 20 to 40 
per cent.). Marginal provision would have to be made 
for profits just over £15,000 to obviate a situation in 
which smaller profits before tax could mean larger profits 
net of tax. 

33. Such a scheme seems an appropriate way to meet the 
difficulty in borrowing experienced by small firms! It is 
a proposal for deferring part of their tax payments as 
compared with other companies and they are thus in 
effect giving them an interest free loan from the Revenue. 
We suggest that, when the general economic position 
makes possible the restoration of initial allowances, such 
a differential should be put into operation. 

Taxing Capital Gains 

34. The present system of Income and Profits Tax does 
not tax money made in the form of capital gains. We 
consider that it is unjust and undesirable that this form 
of making money should not be taxed while earned and 
unearned incomes are. It is incongruous that the money 
made by buying and selling securities, business and pro- 
perty, which may easily exceed an individual’s other in- 
come, should escape, whilst his earned income (if any) 
is subject to heavy Income and Surtax. Perhaps it should 
be made clear that the case for such a tax does not rest 
on the idea that capital gains are necessarily a wrong or 
anti-social form of money-making, any more than the case 
for taxing income rests on the idea that incomes are 
wrong. 

35. Such a tax could be assessed either on the increase 
in value of capital held by individuals whether realised or 
not, or solely on the capital gains actually realised. The 
advantage of the former alternative would be that the tax 
liability would not be affected by whether the investment 
were held or sold. There would not be the incentive, 
which arises when only realised gains are taxed, to hold 
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investments which were increasing in value whilst selling 
those which had fared worst, in order to reduce the tax 
liability. The tax liability in relation to the total gain in 
individual capital holdings would not, in the former alter- 
native, vary according to whether the gain was realised 
(i.e. depend on subsequent switches), and this form of 
tax might therefore be regarded as more equitable. On 
the other hand, a tax levied solely on realised gains has 
the advantage that it falls on people when they are actually 
realising cash which they are likely to spend. It has thus 
a greater disinflationary effect in restraining demand and 
is the more logical extension of the existing system of 
income taxation. There is, in addition, a very strong and 
probably overriding, administrative case in favour of the 
latter alternative of taxing only realised gains, in that to 
do so would involve much less work in assessment. A 
tax on all gains would necessitate valuing the whole of 
an individual’s capital holding every year, which in the 
case of business interests and property would be very 
laborious and might involve an expenditure of effort en- 
tirely out of proportion to the revenue raised. A tax on 
realised gains, however, could be assessed entirely on 
prices actually paid or obtained (with certain complications 
in the case of holdings in unincorporated business). 

36. In determining suitable rates of taxation for realised 
capital gains two considerations, which are to some extent 
mutually opposed, have to be taken into account. In the 
case of gains which result from month to month purchases 
of stocks and shares, the profit derived can properly be 
regarded as akin to income and can appropriately be taxed 
at the same rates as other income. On the other hand, 
with gains which are obtained as a result of selling an in- 
vestment which has been held for several years, another 
consideration becomes important: that is the obvious 
point that the tax hits a person if for some reason or 
other he wants to realise part of his holding, quite pos- 
sibly to reinvest it, but not if he keeps it in the existing 
form. Thus, such a high rate of tax as that levied on 
income would be too high for the taxation of longer- 
term capital gains. If gains which are not realised are 
not to be taxed, then the rate of tax on those which are 
cannot be very high. But this objection can be greatly 
reduced by ruling that, when a person dies, his estate 
should be assessed for capital gains tax before being 
assessed for death duties. This would leave an incentive 
to people not to realise their capital gains by selling invest- 
ments during their lifetime and thus have a restraining 
effect on expenditure out of capital, whilst at the same 
time prevent people from circumventing the tax by bor- 
rowing on the security "of their investment sums that they 
would not have been able to obtain had their capital not 
appreciated. 

37. We suggest that long term and short term gains 
should be treated separately as in the Federal gains tax 
in the U.S.A. There a long term gain is defined as a gain 
derived from assets held for more than six months. We 
think that a period of twelve months might be suitable. 
Short term gains could be added to income and taxed 
as such. Long term gains could be taxed at a separate 
rate. In each case provision would have to be made for 
offsetting losses against gains. The American provision 
is that losses can be set against gains plus $1,000 of other 
income and that a net capital loss can be carried over 
into later years, but not beyond the fifth year after that 
in which the loss was incurred. In order to remove any 
incentive to realise capital losses so as to reduce the tax 
liability on ordinary income, we feel that there should be 
no provision for offsetting capital losses against ordinary 
income. As to the period during which losses can be 
carried over, we do not think that it should be as long 
as six years. The longer the period the less effective the 
tax becomes. If a period of rising capital values follows 
a period in which they have fallen, the offsetting pro- 
visions tend to result in people not having to pay on 
gains because of the losses they have previously made. 
This is only fair in the short run, but after a certain time 
has passed losses are accepted as something over and 
done with. Current gains are not then primarily regarded 
as a restoration of previous values and if realised may 
be spent as freely as if there had been no losses, say, 
three or four years ago. We therefore think that the off- 
setting period should be limited to three years, i.e. two 
successive years after the net loss was incurred. 

38. The appropriate rate at which to levy tax on short 
term gains is the rate of Income and Surtax prevailing at 
the time. The rate of tax on long term gains should also 
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be progressive, increasing with the size of the gain. Allow- 
ance must be made, however, for the time over which 
the gain has been made so that a single gain made oyer 
a period of, say, ten years should not be more heavily 
taxed than five separate gains spread over the same period 
with the same total. Thus the scale of progression should 
refer to the gain divided by the number of years over 
which it was made. 

39. The actual scale of progression must depend to 
some extent on the circumstances at the time and the 
level of other income and capital taxes, but the kind of 
scale we have in mind might have three steps with rates 
of tax up to 10 per cent, on gains per year from £100 
to £250 ; 30 per cent, from £250 to £1,000 and thereafter 
50 per cent. All long term gains below £200 in absolute 
amount would be excluded. 



40. Such a tax would be levied on gains realised from 
all forms of investment : stocks and shares, property and 
private business interests. In the first two cases a clearly 
definable price will have been paid for the investment 
upon which a gain is realised when it is sold, or if the 
investment was inherited it will have been valued when 
it changed hands. In the case of money obtained from 
selling an unincorporated business, it is difficult to deter- 
mine the capital gain. It would not be altogether fair 
merely to deduct the cost of the original assets purchased. 
The owners’ private savings would then theoretically be 
subject to capital gains tax if they were used to expand 
the business but not if they had been kept in the bank. 
The object of the tax is not to tax a growth in individual 
wealth resulting from an expansion of assets bought from 
savings, but only from a growth in value of existing assets. 
Such savings which have already been assessed for indi- 
vidual income tax and are ploughed back into unin- 
corporated enterprises should in principal be deductible 
from the capital gain. To achieve this, “ capital expendi- 
ture ” by such businesses would have to be recorded. But 
in practice little distinction is made between small scale 
capital and current expenditure in small businesses, and 
expenditure which might strictly be regarded as capital 
and hence not deductible before Income Tax is assessed, 
is lumped in with current expenditure. Hence business 
improvements may be made out of untaxed earnings 
except in the case of purchase of larger assets such as 
pew buildings and machines which it is perfectly prac- 
ticable to record. The fact that these purchases may have 
been. financed by bank advances and not out of savings 
does not affect the issue because when the business is sold 
such loans reduce the net worth and the net effect is the 
same. The capital gain on selling a private business is 
thus the sum realised less the original price together with 
recognisable capital expenditure. 



41. It might seem at first sight that the taxation of 
capital gains realised from selling shares in companies 
leads to unfair double taxation of savings ploughed back 
into the business, an injustice which provision- must be 
made to avoid in the case of unincorporated enterprises, 
ibis is not so. Undistributed profits used to purchase 
capital assets and hence increase the value of shareholders’ 
investment m the company are not subject to individual 
taxation, but only to corporate taxation. It is only bv 
a capital gains tax assessed on an individual basis that 
companies earnings saved in this way can be prevented 
from being passed on to the shareholder free from anv 
personal taxation. Their subjection first to corporate 
fo I m of Profits Tax and Income Tax on 
undistributed profits, and then to personal taxation of 



capital gains, is more favourable treatment than that meted' 
out to distributed profits which are subject first to distri 
buted Profits Tax at a higher rate and then to Income and 
Surtax assessed on a personal basis. Indeed, the large 
individual shareholders would probably still pay con- 
siderably less tax on the money ultimately accruing to 
them in the form of long term capital gains than on 
currently distributed profits. 

42. We think that capital gains on owner-occupied 

houses should be exempt from tax if the receipts from 
selling the house are reinvested in another within three 
years. The owner will, in general, only sell his house in 
order to buy another. A capital gain on the sale of his 
existing house will probably be the result of a general 
rise in the price of houses so that -his new house will be 
correspondingly more expensive. To tax the gain would 
unfairly penalise those who moved house and undesirably 
restrict people’s mobility. 3 

43. As to whether gains from betting or football pools 
should be included for assessment in such a capital gains 
tax, we have no strong views in principle. But it does 
seem quite impracticable administratively to determine 
such net winnings and assess their liability to taxation on 
a personal basis when accruing to thousands or hundreds 
of thousands of people. Taxation on such winnings 
should continue as at present to be levied at the source 
and not on a personal basis. 

44. To sum up, a tax on realised capital is a desirable 
and practicable extension of the existing system of income 
taxation. We suggest that net gains made on assets held 
for less than 12 months should be added to other income 
for the purpose of assessment for Income and Surtax, 
Long term gains should be assessed on a lower progressive 
scale based on the gain per year the asset has been held 
Capital losses could be offset against capital gains but not 
other income, and net losses carried forward into two 
successive years. When -they die people’s estates should 
be assessed for capital gains before payment o.f Death 
Duties. 



iiikumi;. 

. 4 {- Under the present Income Tax System, the distinction 
in the rates of tax between earned and unearned incomes 
is made by means of the earned income allowance, whereby 
1/5 of earned income up to a limit of £2,000 is tax free. 
This particular mode of distinction has the psychological 
disadvantage of making the marginal rate of taxation 
on earned incomes appear higher than it actually is. 
Whereas the standard rate of tax on earned income is in 
effect 4/5bhs of 9s. 6d. or 7s. 7d., it is widely regarded 
a £ 9s ; 6d ’ Without any change in the actual tax the same 
etject would be obtained by abolishing the earned income 
allowance and instituting two separate standard rates of 
tax on earned and unearned incomes of 7s. 7d. and 9s. 6d. 
respectively. We recommend that this separation should 
be made and that the rates on earned and unearned in- 
comes subsequently varied independently whenever this 
was thought appropriate. It seems to us in principle 
desirable that there should be distinctive rates of taxation 
on earned and unearned income, and that taxation on the 
rentier might be increased in certain circumstances with- 
out raising the earned income rate. Tax rates on small 
unearned incomes of old people should continue to have 
special treatment and pensions should be classed as earned 
income. 

3.12.1951. 



rj?l 6 ; Chairman: Mr. Austen Albu and Mr. Rov 
Jefficms you are here to give evidence on behalf of the 
Fabian Society? — Mr. Albu : Yes. 

are Y ery mu ch obliged to you for your pacer 
which we have all read.. There is one thing I would 

denceTre^t^K 0111514 ® ° f my paper k k headed : “ Evi- 
dence presented by a group of Fabians to .the Royal Com- 
mission . How does that relate you to the society itself? 
-The society has no joint view. What happens i tSse 
•occasions is that a group of members who are interested 

dence Pa J U t bjeCt get to S ether and present the evi- 
dence, The society accepts no corporate responsibility. 
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3 5 , 18 ; Bpt W0 4 ld it go this far, that your group wer 
asked by the society to put forward views on this matter 
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3519. There are one or two things I would like you 
ews on. A great deal of this is argumentative materia 
would like you enlarge upon one thing in para 
grapn 4. You are dealing with the question whethe 
expansion of production has been hindered by the presen 
■tax structure, and you say there : “ The limiting factor 
on investment since the end of the war have been physi 
cal and not financial ”. I wonder if you could enlarg 
upon that, with any statistical material which you hav 
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drawn upon? — Mr. Jenkins: I am afraid we have not not have .been necessary in the circumstances, but the 
brought any statistical material to put in. The indications are at any rate it was quite sufficient for what 
arguments which we would put in support of it, and which was needed. 

X think are mentioned in the paper, are that for instance 3526. The other thing that struck me on this point, 
it has been necessary to have a fairly strict system of which is I think an important one, was this : should one 
building licences so far as factory extensions are con- distinguish between the future requirements of industry 
cerned, because there have always been rather more firms f or ample finance, and what the experience has been from 
who were anxious to undertake such building than it was J945 , U p £o the date which you are dealing with in your 
possible to allow to be done, just because of the shortage paper? One has got to recognise, of course, that there 
of physical resources ; and that the demand for invest- bas been a very great demand on finance to carry volumes 
ment goods of all sorts has been very heavy since the war. 0 f s t 0 cks, not necessarily increased but at higher prices. 
There has been no question of a surplus so far as Indus- and some industries no doubt are facing a very heavy 
tries producing investment goods were concerned, and all replacement programme in terms of higher costs over 
a indications are that companies in various ways have periods of years ahead. Would your observation as to 



been able to get hold of quite enough money to pay for 
as much physical investment equipment as it was possible 
for them to lay their hands on. 



3520. From your observation, and I quite appreciate 
it is very difficult to get statistics about this sort of thing, 
could one speak generally about industry in that way, 
or would one have to pay attention to the experiences 
of different industries?— Mr. Albu : I would say that the 



what has happened between 1945 and, let us say, 1950, 
be equally valid, do you think, for future years? — It is 
very difficult, I think, to predict what is going to happen 
in the future, except on the basis of what has happened 
in the past, and it would certainly be our view that the 
case that industry has not been able to re-equip itself 
has not been proved in the last seven years. 



3527. I quite see your point on that. I wanted to get 



lUUUaUK, I irjii . n.vw . J. Mv-iu J J i* . . x H — — 

experience is not so much of different industries, as of help from you as to what one could forecast about tne 
companies of different sizes and with different company future. — Mr. Albu : May I just add one thing? In this 
. 3 Mjhprf vjp mu thp.rp. is no evidence that the 



structures, possibly. 



3521. I appreciate that there is that element in it too, 
that is to say, facilities available to the large and well- 
known companies are by no means the same as for the 
smaller company. You think that industries are so various 



paragraph 3, where we say .there is r._ 

present tax structure has rendered .the country’s produce 
five effort sluggish, of course we do include the initial 
allowance provisions, which after all are a part of the 
present tax structure, in fact they are included in the 
Income Tax Act, and only just removed by one paragraph 



auauvi . • income Id! rvv-t, airiJ yjiLiJ 1 j x - “ 

that some have had different experiences than others in and could easily be rep laced. I think we would be 

their financial affairs?— That is possibly the case, but I stron gi v of the view that if they were necessary they should 
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would not have thought the extent to which it interferes be restored —Mr. Jenkins: I wonder if I may just ask 

with .the general argument either on economic grounds or for a ipoint of explanation, that is, whether you were think- 



grounds of equity which we have put forward in this 
memorandum 



3522. I have got in mind that the initial allowance, 
which apparently was invented .to some extent to aid the 
financial possibility of re-investment, was raised in 1949, 
if I remember rightly, from 20 per cent, to 40 per cent. 



X ‘UU111L U1 UApiauauviA, MIL. .... j _ — 

u,k primarily in terms of difficulty of replacement or 
current assets at greatly enhanced prices, or the difficulty 
of building up fixed capital in the future? 

3528. I was thinking of the strain, or .possible strain, 
upon the financial structure of the concern that had to 
face both the requirements over the coming years, because 
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Is not that possibly an indication that at any rate some from its po^t 0 f view it would be difficult to isolate tne 

parts of the industrial world were feeling the necessity of effiect . goth call for increased funds being available, 

further assistance financially?— Of course, we strongly Y es. Obviously the continuance of conditions, so tar as 

support the recommendations of the committee under Mr. the prices Q f st0 cks were concerned, which prevauea in 

Millard Tucker* for a variation in the initial allowances 1951, of prices increasing as rapidly as that, would put an 

according to varying needs and according to the varying impossibly heavy burden on companies Imance it mat 

economic conditions. I would have thought that our argu- were go i ng to continue, but I should have thought the 

ment to some extent was strengthened by the necessity indica tions were that you were not going to get a r^peu- 

at the present time for more stringent credit control to tiorL o£ 1951 conditions, and that they would be corrected 

restrict investment in the interests of both rearmament a little in so far as prices are now laLhng. m so rar as 

and the export trade. fixed assets were concerned, __I woul^have^thouglit there 



3523. Why I mentioned the doubling of the initial ^Lnnee^from the position as it has prevailed over the 

allowance in 1949 was that it might be said to suggest it may be of course that as the 

that there was some financial difficulty on the part of in- nat fl V > . Ration measures become more and 

dustry, or parts of industry, that had to be recognised effect °l=8 a i 1 ^^ n h ^ ncreasin2 i v difficult to raise m. 

even at that time. — Mr. Jenkins: I think it might have 



been argued that in the circumstances of 1949, which was 
after all a year, so far as the world generally was con- 
cerned, of mild recession, we were moving into a period 
in which there might be a danger that the conditions which 
had applied, in which the demand from industry was 



more felt it would be increasingly difficult t 
f£m private investors, and I think we would take the 
view that over the long term there .probably will be a 
fairly substantial increase in various public or semi- 
public means of raising finance. 

3529 One thing I had in mind ; I think you both say 
V n . e , * c allowances is a satisfactory 



greater than the resources available might be changing yo u think the of problem! 

over in the other direction, but the fact remains that if tax instrument for ^ cop >8 fQr discriminat ; ng between 

that was so the step of doubling the forte measure of assistance that initial 



sufficient, because so far as one can tell there was no sur- various industries in j: t' realise the difficul- 

Plus capacity at all developed in the investment goods m- allowances gave ^™ t ff th i n k they can be over- 

dustries. And owing to the changes which had taken ties, but I think I would, ana 



place since 1949 we have certainly swung back to a posi- 
tion in which the whole emphasis is on restricting credit 
available to industry, rather than the reverse. 



3524. Of course, you gentlemen had the opportunity 
in 1949 of hearing the doubling of the initial allowance 
debated in Parliament? — Yes. 

3525. Do you recollect what reasons were given?— My 
recollection is that it was put forward by Sir Stafford 



3530 The difficulties being that no doubt if you left 
.. +vJ flnnr of Parliament there would be a great deal 
,t on to favour of different industries. 

fLVSTL, away from Parliamentary control in effect 



ft- — - - f Parliamentary conxroi, m enec 

but if you get away c h t anoma ious .position?- 

S,rl«ld “opeSal rtfdeba.e on the floor of Parira- 



/ W °i U i nlace on the grounds of economic beces- 
t would take place on , 



T° U lSieve that the Government must have some 
I believe max me in the structure 



recollection is that it was put xorwara oy ou oauwu S1 ty. l believe in<u , ■ th „ - trn _ t 

Cripps as being an attempt to meet the sort of criticism responsibility for the necess y g interest of 

which had been put forward by industry, which has been - F - - • • - particularly m me interest of 



put forward, for instance, by published memoranda from 
the Federation of British Industries to your Commission, 
that industries were not being treated favourably enough. 
Here, he said, was the token of help which may or may 



*. , . -. future particularly in the interest of 

expSril and » and Ms.rmsht very well be one of 



weapons whtt'tbey would use. 
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“dy^fadrisf them, there would be nothing particularly 
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abnormal about that would there? — I do not think so. 
I realise of course, that the Commissioners of Inland 
Revenue do not like to have to make this sort of dis- 
crimination, but I think it could be done, especially with 
an advisory body, as you suggest. 

3532. There is one point where you are dealing with 
profits tax, paragraph 12, I do not know whether you 
could say anything more about it. You are referring 
to the fact that there has been, no doubt, a great deal 
of widespread criticism of the method of the tax. You 
say: “There is no difference in principle between this 
tax and the levying of income tax at the standard rate 
upon company profits ”. Is it not a difference in principle 
that the income tax levied at the standard rate is at any 
rate to a large extent handed on by the company 
to the various sections of proprietors, the deben- 
ture holder, the various classes of shareholder, 
whereas the profits tax is strictly a corporate tax which 
is not shared out again among the shareholders? — Mr. 
Jenkins : I think we were dealing there with the profits 
tax and the income tax at the standard rate upon un- 
distributed profits, not upon distributed profits. There- 
fore I do not think the point about its being passed on to 
the various classes of proprietors does quite apply. 

3533. Yes, I follow ; if you confine it to undistributed 
profits at that point there is no difference. But have you 
considered this: I think you say somewhere that profits 
tax is strictly a corporate tax ; income tax in so far as it is 
passed on is not, it is a half and half thing ; do you 
think it satisfactory to have one kind of tax on a com- 
pany’s profits that is a corporate tax, and one kind of 
tax that is not? — I think it may be in some ways a rather 
anomalous position, yes. Although there may be a very 
sharp legal distinction between a tax which is a corporate 
tax and one which is not, one would have thought that 
at any rate to some extent companies were bound to treat 
the two sorts of taxes in their calculation in the same 
sort of way, because, for instance, in determining how 
much, with a given level of profits, a company should 
distribute it is no doubt bound to have in mind not only 
its obligations to its shareholders but also its need to 
build up reserves, and its need to finance certain schemes 
of development which it is considering. Of course to that 
extent profits tax and the rate at which it stands is a tax 
which can be attributed to a given amount of distribution 
just as directly, from an arithmetical point of view, even 
though not perhaps from a legal point of view, as can the 
income tax, and I would have thought companies took 
that into account in determining their distribution policy. 



3537. I have two questions on capital gains, which is 
obviously a very argumentative subject. Can you tell 
me this, if you have been interested in the theory of it 
do you consider that on each occasion when a man 
realises one of his assets at more than its historical cost 
the gain is adding to his income? — Mr. Jenkins : Adding 
to his income in the sense of the money which he will 
spend during the coming year? If the question is that 
of course the answer is obviously not, because it could 
not possibly be argued that the whole of realised capital 
gains were automatically spent as income. If the ques- 
tion is the rather less sweeping one of increasing the 
amount of money which he might in some cases treat 
as income for the year, then I think the answer would be 
“ yes.” 

3538. Even without regard to the total improvement 
or “ dis-improvement ” of his position in the year?— Mr. 
Albu: You mean the total including the unrealised assets? 

3539. Yes. — Mr. Jenkins: 1 agree that if one is going 
to tax capital gains on the basis of taking realised gains 
and setting off against them only realised losses, then the 
position is not entirely satisfactory. But of course one 
is then driven up against the only two alternatives of 
either doing nothing about capital gains, which obviously 
are a substantial source of spendable income in certain 
monetary conditions, or alternatively of going in for what 
seems to us the cumbersome process of valuing each 
year everybody’s assets and levying the tax upon the 
change in their net position, whether realised or not. 
That seems to us more desirable but impracticable. There- 
fore one is almost bound to make the assumption, pos- 
sibly not an entirely good assumption, that a man realises 
a fair cross-section of his gains and his losses. 

3540. One more question, again on capital gains, on 
paragraph 42, the owner-occupied house. Do you make 
a concession to the owner-occupier of the house, who 
buys another house, out of sympathy to him or is there 
some theoretical distinction between his position and that 
of other people? — I think so far as houses are concerned 
it is the case, more than with most assets, that it is 
only very unusually that one disposes of one without 
acquiring another. Therefore there is a very direct 
relation between the new purchase and the sale which 
has just taken place. Secondly, there is the point 
that it would be obviously undesirable to discourage the 
mobility of people in moving about from one job to 
another, and from one part of the country to another, 
which would certainly be involved :in levying capital 
gains tax on house sales without such a concession. 



3534. I was rather struck by your project about special 
treatment of small companies, that is, paragraphs 31 to 
33 in your memorandum ; it is avowedly directed to the 
difficulty of the small concern finding outside finance 
readily, is it not?— Yes. 



3535. And if you maintain a heavy level of tax, year 
by year, on .the profits that it makes, it probably will not 
be able to finance itself. But it would be rather a blind test, 
simply to go by what would be the net resources of the 
company, to distinguish it from the large company, would 
it not?— Mr. Albu : I admit that this wants a good deal 
of working out, and it may be that the best way to do it 
is simply to apply the initial allowance to the first profits 
of any company, on the grounds that the amounts that 
will be allowed will be a mere bagatelle for a company 
of any size, but that of course is a matter for the 
Treasury. In my own view, and I think some of my 
friends, there is in fact almost a difference in equity, 
I am not using the word in the technical sense, between 
the claims of the small company and the claims of the 
established public company, but in addition to the argu- 
ments we have put in (i) and (ii) of paragraph 31 and the 
subsequent arguments in the rest of the paragraph, the 
profits received by the small company are a much more 
direct incentive to those who manage the company than 
is the case in the large public company. It really would 
be justified to try to make some difference, because of the 
qualitative difference between the two types of company. 



k ut ^ you just go by the test of size, yoi 
really have not got any test of the social utility of th 
company s activities at all, or its efficiency, have you?— 
No. Of course, if one were dealing with the suggestioi 
tor variable initial allowances one could then bring ii 
the other test which we were discussing before. 



3541. The same thing is true of a change of investment, 
is it not? A fall in the rate of money might have given 
a man a profit on his investment as against what he paid 
for it, but if he is going to re-invest and make the same 
income, the capital gains tax takes a bit off.— Mr. Albu: 
Yes, it is a point. This particular thing is really a matter 
of rather rough justice. 

3542. Chairman : I thought that probably was the case. 
Thank you. 

3543. Mr. Kalclor: What would you say were the main 
economic effects of heavy taxation of retained profits? 
You know the various suggestions made in this direction 
and I just wanted to have your views. — I thought it 
was quite clear that the liquid assets of companies are 
less than they would otherwise have been. I do not think, 
as we say in this memorandum, it has had muoh effect 
on the actual physical investment or on the expansion. 
It may have had some effect, but we do not think it has 
had any serious or deleterious effect on the distribution 
of resources. But of course it has reduced liquid assets, 
therefore it may in the future make it more difficult for 
companies to expand out of their retained profits, and it 
has also made it more easy for the Government to control 
the rate of investment in new physical assets, or the rate 
of expansion, as, for instance, at the present time. I think 
there is a great deal of exaggeration. If I might refer to 
some figures that I pul in a letter to “ The Times ” in reply 
to the very interesting study by the F.B.I.* on the 
effects of inflation on industrial capital resources, as far 
as I could see, at any rate as things were going at that 
time, the actual amounts kept in company reserves were 
quite adequate to maintain their assets, and even maintain 

* This memorandum will be reproduced in the Minutes of 
Evidence of the Seventeenth Day, 1st Aug., 1952, 
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„ small measure of expansion. But of course that is not 
talcing into account the replacement of assets 
furiS the™ period, the period from 1939 to 1945 
when of course company reserves were frustrated and 
255 not be spent, and there was a very considerable 
inflation If one takes the history since that time, 
hen even after taxation, the amounts that companies 
have been able to retain have certainly been ample to 
rnver both the replacement of fixed assets at increased 
nrices and also the replacement and enlargement of 
stocks' — Mr. Jenkins: May I add a word upon that? I 
think if one accepts, at any rate for the purpose of argu- 
ment at this stage, our point that physical shortage rather 
han financial shortage has limited total investment, then 
obviously the effect of having a much lower rate of tax 
on retained profits of companies during recent years would 
not have been to increase the total investment but would 
have been, 1 should have thought, in two main respects 
to change the direction of that investment. In the first 
place, it means that companies would have been able 
to do more out of their own resources, and would have 
had to go to the market for a smaller proportion of their 
money. From that I think two things follow : first of 
all that there would have been rather less public control 
over the direction of investment, because it is far more 
difficult for the Government to control what a company 
does with its own money than it is for it to control the 
purposes for which it is raising new money ; secondly, 
I would have thought that had there been lower taxa- 
tion on retained profits, small companies might have been 
able to obtain a rather larger share of the total resources 
going, just because it is difficult for small companies to 
get outside money ; I think we give three or four reasons 
for that in the memorandum, but I think it is a generally 
accepted point, that it is more difficult for small companies 
to get outside money. Therefore a danger in forcing 
companies too much not to expand out of their own 
resources is that you may benefit the large companies 
as opposed to the small companies. Partly with that in 
mind we made recommendations for special compen- 
sating concessions to small companies. 

3544 If I may sum up your views, you would say that 
if public saving by the Government and corporate saving 
by the companies are to be treated as alternatives, you 
would in general prefer larger public saving and a smaller 
private saving ; a higher taxation and a larger budgetary 
surplus, in which through financial channels the funds are 
lent out to industry, rather than that firms should make 
those savings themselves. That would be the first 
point. As against that, you would argue that 
this system strengthens monopoly and weakens the 
forces of competition? — There is a tendency in that 
direction. 



other taxpayers. Those I think are very relevant argu- 
ments for this Commission. The arguments were put very 
well, I think, in the report under the chairmanship of Mr. 
Millard Tucker, and we entirely support that. Mr. 
Jenkins : I think at the same time we would not say that 
one should rely exclusively and entirely upon initial allow- 
ances and monetary policy in the sense that that might 
be taken permanently to exclude any remission of profits 
tax. Certainly at one point in the memorandum we do 
make the point that profits tax as distinct from income 
tax has a certain value, and that it might be varied up and 
down according to different trade conditions without affect- 
ing the level upon taxpayers as individuals. 

3547. In any case, my point was that you do not think 
that, apart from initial allowances, there is any case for 
raising depreciation allowances or granting replacement 
costs as a means of stimulating investment in industry? 
In so far as that is a question of economic policy, initial 
allowances are a perfectly adequate weapon for this pur- 
pose?— Mr. Albu : If you are going to ask us questions 
about depreciation allowances and the method of valuing 
assets, this is a matter in which the object (of revaluing 
assets) is very much complicated. The object that 
is frequently put forward is to show the true economic 
position on the company, but of course its immediate 
effect would be greatly to reduce the taxation paid by tne 
company, and of course one cannot separate these two. 
I should have thought myself that the directors of any 
intelligent company, when examining their balance sheet 
(in fact they probably produce more than one balance 
sheet for the purpose) take full acount of the tact 
that the value of their assets for taxation purposes is not 
their true economic value ; but, of course, to make any 
change is directly to give that advantage to the ordinary 
shareholders in the company which no other saver gets, 
in an age of rising prices or inflation, and there is no 
way in which you can get over that. If you revalue 
the assets of a company for this purpose, while leaving 
everybody else’s assets where they were before, of course 
you do in money terms give the ordinary shareholders 
an enormous appreciation of their investment. 



3545. Because it makes it so much more difficult for 
small companies to threaten established concerns by their 
growth. And you think that if one could devise some 
system by which the smaller companies would not be 
hampered in their growth through the heavy taxation of 
profits, that would be the ideal solution to this problem/ 
—Mr. Albu : Yes, I think that fairly sums up the views 
put forward in this memorandum. 



3548. When talking about this point, supposing one had 
to give the ordinary shareholder an advantage, I am not 

.....nncinr, that 11 IPTP ttlft CSt 9.P. . Dll 



3546. In so far as the level of investment in industry 
could be increased, or would have to be stimulated, your 
view is that one would have to rely on initial allowances or 
on general monetary policy to secure this? I think there 
are really two things here, there are questions of principle 
and questions of machinery. On questions of principle I 
think I agree, but we have not of course dealt with, nor 
I imagine is it within the terms of reference of this Com- 
mission to deal with, the questions of machinery tor 
finance, which is increasingly becoming institutional and 
not by private investment. But I think in general we agree 
with the principle which Mr. Kaldor has put forward, 
although of course our arguments are not only based on 
grounds of economic policy; as you will see, in our 
memorandum they are also based on questions of justice 
as between taxpayers, and of course we would like to 
make this point very clearly, it is quite impossible to 
deal with the one without affecting the other. There is 
no way by which one can improve, even if it were desir- 
able on economic grounds, the economic position of com- 
panies without giving greater advantages to equity share- 
holders, much above what we consider are justified either 
by the risk they take or any other ground, over those of 



saying one does but supposing that were the case, on 
general economic grounds, you do not think there is some 
other way of securing justice between taxpayers . For ex- 
ample, there is a suggestion to tax capital gains ; would not 
that be a way of offsetting the advantage which share- 
holders would get from any lower “n of business 
profits?— That may very well be so, and I do not think 
on grounds of principle we should oppose any alteration 
which left the position of the equity shareholder the same 
as it is to-day, or no better. But these are matters really 
u/hiVh T think neither of us is fully competent to discuss. 
If h you bring ff down to that level, then I think they 
are entirely matters for accountants and perhaps econo- 
mists I can understand that the economists would prefer 
m see the accountants treating their figures in a way which 
he economist could more easily interpret, but I have not 
yet seen, nor has anybody put forward, any method by 
which this could be done without in fact, as I said, 
Sing to the ordinary shareholder an advantage which 
f do^not think is justified by the ptoton to plttys m 
most of these companies at the present time. 

T am sorrv to go back on this, but you would 
a E ree tat the advan te ge_to_otdi„ary shmhto ah 



Stettefo™ of an appreciation in the value of his 
shares sooner or later, but if some way could be found 
of taxing such appreciation that would be one way of 
meeting* the difficulty, would it not?-Yes, I do not think 
meeting me * J we have verv strong feelings 



is a matter on which we have very strong feelings 
this is a matter on wm ^ way> but for myself j 

*?. Lies? way is to prevent the undue appre- 

think by far the easiest way is p the 



ration Vf ordinary ' shares, rather than to tax the gains 
wT rnade bv tha appreciation.-Mr. Jenkins: 

point which I think we want to make on 
this section is that the 

viw, something wea ith than the economic effects 

tr.bution of income and™ given g fixed ov|il . all toM 
upon companies. xn(| we t i u n.i it is important 

t4t”£ quS'ion should be approached from that point 
S vtow. w to “w view is not normally done. Once 
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that it is understood, that it is very largely a distributive 
dispute, and that the adoption of replacement costs 
instead of historic costs could only be justified by showing 
that in a period of rising prices the ordinary shareholder 
did worse than the general run of taxpayers, which I 
think has certainly not been shown. Once it is accepted 
that had to be done, then I do not think we necessarily 
say that it was essential that the present system should 
be maintained in all circumstances. Provided that point 
was appreciated, and provided, as Mr. Kaldor has sug- 
gested, that other methods might be explored of allowing 
a change in the method of calculating depreciation allow- 
ances, without greatly benefiting the position of the 
ordinary shareholder, we certainly would not object to it. 

3550. From what you said to the Chairman just now, 
and also in your memorandum, I gather the impression 
that you regard a capital gains tax as a necessary addi- 
tion to our tax system, from an equity point of view, 
but rather as a sort of second best? — Mr. Albu: That 
certainly is my view. — Mr. Jenkins: It is certainly mine, 
too, that a capital gains tax has many disadvantages, 
but that it does seem necessary in a fair system of taxation 
that one should try and deal with the total amount of 
money which an individual has available for spending. 

3551. So if some other method could be found of deal- 
ing with this problem, such as taxing people on what they 
spend, you would not be in favour of a capital gains tax 
as such? — Mr. Albu: We should certainly want to 
examine the alternative proposal rather closely, but cer- 
tainly on principle I am not against anything which 
achieves the same objective.— Mr. Jenkins: No, indeed, 
we certainly would not regard the spending of capital 
gains as being in any way more reprehensible than spend- 
ing a store of capital, perhaps even rather less. 

3552. Mr. Crick : This is a very closely reasoned paper, 
and I hope you will forgive me if I am not seised of 
all the implications of everything you say. In your 
first paragraph you speak of those particular items of 
economic and social policy which, in your judgment, are 
relevant to the problem of taxation, and then if you turn 
to paragraph 6 you make a remark on taxation in relation 
to the general problems of inflation and deflation, boom 
and depression, and so forth. What I wanted to ask you 
was this: are we to infer that in relation to those par- 
ticular _ objects you have mentioned in paragraph 1 you 
are thinking of the detailed application of the various 
taxes, whereas at the end of paragraph 6 you are thinking 
of the total structure of the budget? Would that be a 
fair interpretation of what you have in mind?— I think 
that is so, yes, in the sense that we are making the 
point, at the end of paragraph 6, that obviously the size 
of the income side of the budget in relation to the expen- 
diture side can be varied according to the general economic 
conditions which are prevailing in the country ; in other 
words, you need a bigger surplus in certain circumstances 
than in others, and in other circumstances you may need a 
deficit, but we would not regard it as right that according 
to fluctuating trade conditions you should change the 
whole basis of taxation in the sense that as soon as you 
got into an incipient slump, you should make your taxa- 
tion system much less progressive. 

Jke difficulty I have in appreciating that argu- 
ment is that after all the total burden of taxation or, in 
your phrase, the general level of taxation, is nothing more 
than the aggregate of the details of every individual tax, 
and one cannot, as I see it, alter the general level without 
doing something to the detailed imposition of the taxes. — 
Mr. Albu: I think that is true, but of course there are 
a wide variety of taxes so that it is not possible, I should 
have thought, to make reductions in the general level with- 
out making any great alteration in its distribution. 

. 3 j’ 54 ' But y° u cannot, can you, apply a policy directed 
to the general purpose of stabilising the purchasing power 
°~ the currency without doing something to the incidence 
ot individual taxes. Therefore whatever you do in the 

10n ° f a monetary P° licy > if I may call it that, 
taxation?—^ effCCt 0n the distribution of the burden of 

y ° Ur p W se ° f stabilisation is inextricably 
bound up with your whole detailed policy with regard to 

and the distribution of personal incomes, and so forth?— 
Mr. Jenkins: Yes, I think that is certainly so Perhaos 
i^U^ the point like this, that at the present 
time one obviously- has a Very, high: total of taxation, parfly 



because of the policy of the budget surplus which has been 
pursued. If one were to get into a position in which one 
could substantially reduce the total, because one decided 
to have a fairly substantial deficit instead of a surnlm 
that obviously would involve changes in the rates of* 
great number of taxes, but one would then come un 
against the point as to what was to be one’s priority in 
reduction, whether one was going, for instance, to reduce 
first those strictly progressive rates of tax which have 
played the most part, from the re-distributive point of 
view, and I think our point would be that while there 
might be some general reduction in those circumstances 
one should not give a high priority to reduce the taxes 
which have played the biggest part from the re-distributive 
point of view. ve 

3556. To go one step from that, I suppose one could 
conceive of circumstances, say in a time of depression 
when one would want to examine the question whether 
it would be more effective to ease taxation upon personal 
incomes or more effective to ease taxation upon business 
profits in order to encourage capital expenditure. You 
would agree that that choice might perhaps arise, in' a time 
of depression, and would have to be examined from an 
economic point of view? In circumstances like this and 
■here I am coming very close to a question the Chairman 
put to you, would it not be an advantage to have a 
single tax on corporate profits, apart from the whole 
system of personal taxation?— In order that it may be 
varied without any effect upon personal taxation? 

3557. Yes.— I entirely accept the point that the present 
position is illogical. I would not have thought it possible 
at any rate not in the near future, to get into circum- 
stances where the belt of profits tax was not sufficiently 
wide to give one a cushion for reducing company taxation 
without having to go down to cutting the standard rate 
as well. 

3558. Cannot you see some virtue in simplicity?— Yes 

indeed. ’ 

3559. There is something in that from the point of view 
of the pursuit of a very deliberate and calculated policy. 
There was a question I wanted to raise on your para- 
graph 4, which deals with replacement, and as it stands is 
concerned wholly with fixed assets. Your observation in 
that paragraph 4 applies both to provision of new plant 
and to building. Would you be inclined to say that it 
applies with any different degree of accuracy to those two 
elements, plant and building? —Mr. Albu: 1 would not 
have thought so, in recent years at any rate. It may 
very well do so at some other time, but I should have 
thought the limitations on both building and the supply 
ot plant, especially in view of the necessity for exports, 
and so on, had in recent years been almost of equal 
weight, but I must admit I have not actual figures. 

3560. You are of course very well aware that the 
criticism of the weight of taxation in this direction pro- 
ceeds along two lines, in relation to fixed capital on the 
one hand and stocks on the other hand. Is there any 
comparable reply that you would be disposed to make to 
the suggestion that the weight of taxation has borne 
heavily upon the capacity of companies to maintain their 
stocks at an appropriate level having regard to the current 
level of prices?— Mr. Jenkins: Not, I think, if one is 
dealing with the matter in physical terms, as in the first 
instance they do. Even when one had stock prices rising 
as sharply as they did in 1951, while that may have made 
nonsense of companies’ profits, I do not think there is any 
evidence at all that it forced them to run down their stocks. 

Then you would not feel that there was any great 
distinction to be noted between the position of companies 
which require very large fixed capital assets and the 
position of companies which require to carry very large 
stocks and have comparative small amounts of fixed 
assets? Mr. Albu: I should have thought that was a very 
diflicult question, because it of course really depends on 
tne trend of costs and prices of fixed assets and raw 
materials, commodities. We have had a rather unusual 
period, in the last year or so, of commodity prices, and I 
think to base any taxation policy on that period would be 
extremely dangerous. I should have thought that in more 
normal times the trends are parallel or at any rate corn- 
parable, and that therefore there is no necessity to have 
a different approach. I would have thought also with 
regard to raw- material it was easier to . get short term 
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finance to cover purchases at times when there were very 
™ Uy changing prices, which again is a matter to some 
extent of Government credit policy. 

3562 You do of course recognise that experience can 
„„ rv tremendously from company to company? You 
would agree with that, would you not?— Certainly. 

3563 And it is indeed on that ground, I imagine, that 
vnu have just expressed yourself as being favourable to 
differentiation of initial allowances. One of the differen- 
tials which was specifically proposed in your paper is 
designed to help the small company, however one may 
define “small”. But the practical suggestion you make 
in respect of initial allowances is of course impossible to 
adopt at a time when initial allowances have been sus- 
pended. Have you any other idea in your mind, within 
die field of profits taxation, which would serve the same 
ourpose as the actual suggestion you make, the purpose 
namely of favouring the financing of development on the 
nart of small undertakings'?—! personally would not be 
against some actual direct relief of the taxation for the 
small company. 

3564. In what particular form? Have you in mind 
some limited steps of graduation of profits tax on undis- 



burden of personal taxation. I should have thought that 
the really radical redistribution of income which has taken 
place in the last 30 or 40 years has been a large factor. 

3572. If one thinks solely in terms of the private in- 
vestor, do you regard that as a healthy development? — 
Yes, I think I do, in general— Mr. Jenkins: I think I 
would say that it is a development which would not 
seriously disturb us, and which is an inevitable develop- 
ment unless one is going to turn the clock back on the 
redistribution of wealth to a far greater extent than I 
should think any political party would want to do. 

3573. Does it suggest to you the likelihood of increasing 
concentration of financial control of industry? — It depends 
of course on the methods of finance which are adopted. 
If you are dealing with finance houses whose aim is to 
secure control of as large a number of companies as 
possible, then obviously there is a certain danger there. 
If you are dealing with various bodies whose aim is not 
to secure control but only to help companies which it 
seems reasonable and desirable to help, then I should 
not have .thought that amounted to a great concentration 
of control. — Mr. Albu : I should not have thought, in 
regard at any rate to that very large sector of the economy 
which is in the hands of quite large public companies, it 



tributed profits? — Something of that sort I would certainly w <>uld have made a very great deal of difference, because 
be in favour of. I should have thought the control over those companies 

3565. There were one or two questions I wanted to ask was pretty concentrated already. I cannot see any sign 



ftiere is one question: have you considered the possible which will bring back the ordinary private shareholder 

magnitude of the yield of the proposal you have in in any really responsible position in these companies, 

mind?— Mr. Jenkins: Obviously the yield would vary therefore I would not have thought it would make very 

enormously according to the monetary conditions which much difference. 

were prevailing in particular years, but we did study 3574. Mr. Carrington : Are your .proposals for small 
United States’ experience on this point, where again the businesses limited to companies, or do you visualise them 

yield varied very substantially, but in most years was being applicable also to sole traders and partnerships? — 

appreciable, amounting I think to about 5 per cent, of the of course, on the question of initial allowances, and so 

yield which came from income taxes. I think I should on> j think we were considering mostly companies. . I 



say that our primary interest in a capital gams tax would 
not be a yield point of view. In the first place, I think it 
would be dangerous for a Chancellor to treat a capital 
gains tax as being wholly or even largely a tax which 
would reduce the amount of money available for con- 
sumption, as obviously to some extent it would be a 



should have thought almost any enterprise which is going 
to grow at all is to-day a private company. We are 
considering growth ; that is what we are concerned with. 

3575. Quite a lot of business is carried on by partner- 
ships, is it not?— We are concerned, as I say, with growth. 
I have no evidence of this, 'but I would not have thought 
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capital tax in the sense that the money, if not taxed, would there were m , an y .partnerships which intended to grow very 

not have been spent. Therefore our primary interest ra _ id i v and the proposals we made are of course made 
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would not be from the yield point of view. 

3566. You agree that the yield would be highly irregular, 
in fact in some years it might be negative? — Yes. 

3567. Would you agree that it is not only irregular but 
extraordinarily difficult to estimate from year to year, 
even at the time of the budget for the immediate year? 

It is a yield which is fairly directly within the control of 
the Government, of course, in so far as I should have 
thought much the biggest factor affecting it was the mone- 
tary policy of the Government. 

3568. On the whole, would you agree, as a matter of 
principle, that a tax which is highly irregular in yield and 
highly difficult to estimate was a bad tax? Adam Smith 
thought so, and I wondered if you thought so? — Mr. 
Albu: I think we have already made it clear we con- 
sider it a sort of lesser evil. 



3569. In your remarks on gambling, in paragraph 43, com p am es nave y: maintain 
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on economic grounds and grounds of necessity for the 
growth of new companies and the continual stream _ of 
companies, some of which may grow to considerable size. 

I would not have thought sole traders or partnerships 
came very much into that field. 

3576. Is it not the usual course for a partnership to be 
formed and then when it has reached a certain size the 
partners form a private limited company and it develops 
from that stage? Is that not the general path of develop- 
ment?— I have no personal experience of that. 

3577 In your answers to questions about the effect of 
high taxation I gathered that you implied that the high 
taxation which we have had for the last five years or so 
has not had the effect of making it difficult for 

to maintain the physical volume of their stocks?— Yes. 

3578 Is that so? I suEgest to you that very many 

companies have had to borrow money m order to main- 
compani s , . ome instances to maintain 



you come to tne conclusion inai » wuutu uo m.tiv., - — - tain tneir shock, --- — - t Jmlrir,*- 
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the source, rather than on a personal basis. You come 
to that conclusion notwithstanding one factor which I have 
no doubt is clear to you, that taxation of winnings in that 
form is non-progressive, is it not? Does it strike you 
as acceptable that one should, for instance, tax at pre- 
cisely the same rate the £5 which a man wins on the 



Of course there you do get the confusion. of bvo different 
noints which we did attempt to point out in the paper. It 
does seTm to us that there is a complete distinction be- 

tweei^thifar^ment nbout whether cr not consumes have 



W fey have bee. ,ble to do 

meir siock.!> w nf what financial arrarurp- 



ciseiy the same rate tne to wnicn a man wins their stoexs — we *>uuinn. financial arranm. 

Derby and the £50,000 that he wins on a pool?— I think so — and the secondary argujn , , certainly aeree 

the. administrative i,™ had to make. 1 would certainty agree 



ijciuy cuiu uie uuu no wmo - — ----- so — auu iuo ~ j pertain I v a 

"P in ot ““ ments they ^Y s J ia i“ t S2ion they tove had to make 

difficulties. . . *. hat a ? , a frra^pements which are less favourable to the 

3570. Only one other point: a good deal has been said financial arrang would otherwise have done, but 

about what one might call the increasing resort to institu- shareholders tMn ^y Mthpr than an economic and 



tional investment. ~I think at one stage your words were 
“public or semi-public bodies providing capital in place 
of the private investor ”. Whether you encourage that or 
■not, it is I believe a fact, is it not, that that is taking 
place? — I should have thought very much so, yes. 

' 3571. You would attribute that, I imagine, partly to the 
burden of company taxation and partly to the burden 
of personal taxation?— I should think up to now it is the 



that is a distributive rather than 
Pf 3579 tI In other words, they have had to borrow money 

to mainSh £ ”■» “ 
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have had to be made? — Yes. There has also, of course, 
been a substantial increase in the physical volume of 
stocks during that period, and while in the case of certain 
individual companies they may have been borrowing to 
maintain their position, I would not say over the whole 
field it was borrowing to maintain as opposed to borrowing 
to expand. 

3581. Would you say that there had been an increase 
in the physical volume of stock as compared with the pre- 
war position? — No. I did not make that point, but you 
were specifically, I thought, referring to short term loans 
which had been floated in recent years, and those were 
not made necessary by the fact that companies could not 
maintain the stocks which they had a few years ago 
without such loans.— Mr. Albu: May I point out that 
most of these companies have been operating at a very 
much higher level of activity than they were prior to 1939. 

3582. Higher activity in terms of money or in terms of 
volume? — In terms of volume. 

3583. Is it not a fact that stocks at the end of the war 
were at their very lowest ebb for many years, because in 
many industries the bulk stocks were being carried by 
Government departments instead of by companies? — I am 
not very sure about that. I should imagine in some indus- 
tries it probably was, but I should have thought it was 
very different in others. I can only now speak from 
personal experience. Companies which were engaged 
pretty actively during the war, and probably in fact ex- 
panded their activities during the war, were probably hold- 
ing larger stocks, and probably holding larger stocks for 
another very practical reason: if one had to operate at 
all continuously one had to have much larger stocks. One 
could operate on very small stocks before the war, when 
supplies were available at almost a telephone call, but 
during the war one had, if one was to operate con- 
tinuously, gradually to build up much larger stocks in order 
to carry on at all. Of course, it would have varied con- 
siderably between companies, I fully recognise. 

3584. And probably between various sectors of the 
commercial set-up? — Yes. 

3585. I wanted you to direct your mind to the ques- 
tion of the volume of stocks in 1938 and 1939 and the 
volume of stocks now, whether companies had been able 
to finance such stocks, replacing only to the 1938 volume, 
out of their own resources, or had had to go to the 
market.— I think I have already said in reply to the 
Chairman, one really cannot base a tax policy on what 
took place during the war. All sorts ot injustices took 
place , all sorts of deflections of the economy took place 
which were quite unnatural, and whether or not one 
makes special provision for those, and whether or not 

S f t C1 j 1 rel l ef f°, r t hose > is of course another 
5 att f5’. bu i 1 do not think it is right to consider what 
should be the proper burden of taxation on industry, or 
the proper allowances, based on the history of a very 
peculiar period. y 

• wl/5 u . do not re S ard , it as a hardship if a company 
is forced to borrow m order to maintain its position?— 
time p s ’ “?• If you are talking about the normal 
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revenue from tax on unearned ScomS g “ m0re 



3589. Would you say that ,the taxation on uneam,H 

incomes should be increased above those in the n rP ,7 r a 
Budget?— I think it is a very difficult question to give a 
direct yes or no to, in isolation. It has got to be enn 
sidered in relation to other taxes which might or miX 
not have to be raised, but I would certainly not exclX 
it from my mind as being something which should „ 
be done. 1101 

3590. Mr. Millard Tucker : Let me take up the w 

point. Would you make that differentiation apDiv ta 
surtax as well?— Yes, I think there would certaihlv Z. 
advantages in doing that. y e 

3591. Would you say that a total rate of 19s 6d in 
the £ was too high on earned income?— I would certainlv 
have thought it was not ideally desirable. I would not 
have thought it was an ideal state of affairs. 

3592. While you are on this subject, would you think 

it right to make everybody in the country pay so™ 
income tax, however small their income?— No I would 
not have thought there was a particularly strong point 
there. The point, I imagine, is the “ stake in the 
country argument? ne 

3593. It is bringing home to people the fact that every- 
thing they get has got to be paid for.— After all, there are 
great numbers of taxes besides income tax, and you do 
already have everyone making the social security payment 
which is of course a very regressive form of tax. 

3594. But there are other things to be provided besides 
insurance and sickness benefit, and so on. There is the 
defence of the country, and the police, and all the other 
kinds of expenditure. I just wondered whether your view 
was that it would be a desirable thing?— Mr. Albu: I 
should have thought that that rests on assumptions which 
have never been investigated, as to whether or not the 
payment of taxes does give people the feeling they are 
paying for all these things. I think if one were to take 

of . tho f who P a y a few shillings tax every 
X! k .u d those who d ° not > y°» would not find that that 
was the mam cause of the difference in the sense of 
responsibility, or a feeling that they were responsible for 
the country s expenditure, defence, and so on. I very 
much doubt that ; there is really no evidence. 

n „l 595 ' r i n 8 ? ing ab ° ut the cou ntry and speaking to vari- 
nnnn P m P £ d ° y ° U find that there is 3 tendency to look 
oSSd?' e ^ overnn ? ent as though it were something entirely 
outside the people themselves, and people say: “The 
Government ought to do this for us ”, and : “ The Gov- 
S e fn do ? at , for lis ’’ as though it is some rich 

“ d “ the ofl ? n * who has got an unlimited pocket?— In 
piliamXt ?w ei?0e ’ and L of course 1 am a Member of 
fooin ? r ! hat 1S not the case - I cannot say that per- 
fo? aU dema nds coming from my constituents 

on thi X5L 0f thmgs they ought to get. I think 

,w.rio ■ h j ° Ver the last few years, there has been an 
tL co,mfrv n f n erStan t ng ° f the economic problems which 
clasX S faCeS ‘ l am sure there « a minority in all 
classes who are quite irresponsible, but I do not think 
rt « true to say that there arc a lajge number “ people 

menthas°to be a ™ f d'? at ' ,hat is providcd b V lh ' Govern- 
inXnnhfiX b p # ld for ln some wa y- 1 think the increas- 
budS b iSSS , - for lns , tanc f e > of economic surveys and 
I™ 8 ®* . sur veys m popular forms, and the whole of the 

^Srable eS” haS been goi " 8 ° n - is ha ™6 * 
ftS mit W ? h , ave stl11 a long way to go, but 

understand thp - y ^ ar tb ®J?5 tter wa y getting people to 
responsibilities, rather than the way of 
making everybody pay a few shillings income tax every 

lowered th. wouId bo a8ainsl tha proposal which 
lowered the starting point?— Yes, in principle 

letSnv 7 'a , !k, a ii * S ‘ he i M,iflcati on in your view for, say, 
a veart— T 8 P / r *5V lart his taxable liability at £135 
at aflald J have hover considered the exact 

□ neS™ , hKh one sbould start.— Mr. Jenkins: But the 

■than to . t m °f 'o' 11511 t0 the ex istence of a figure 
tnan to a particular figure? 

Would have th °ught the justification was 
the sam . e as the justification for having a 
S W 1 '® system of direct taxation.-Mr. 
hardlv fnroS 1 ® 4 f Sa u s0 ’ the single man > f °r instance, can 
hardly forget that he is paying tax every time he goes 
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into a pub, which is far more likely to bring it into his 
mind than having a shilling or two taken off his wage 
packet each week. 

3599. He may be a teetotaller and he may be a non- 
smoker, and he may not go to the theatre or the cinema, 
win you now turn to the subject of capital gains, on 
which I have one question? You have answered a lot 
of questions, and a lot of the ground has been covered, 
so I need not go over it again, but I was considering your 
suggestion about the carry-forward of capital losses. You 
sueeest that they should be limited to three years, for 
example? — Yes. 

3600. If you made a capital loss in the Year 1, Year 3 
would be the last year in which you could set it off 
against a capital gain. I suppose you would include in 
capital losses such things as this : a man buys a motor 
car for his own use, keeps it a couple of years and then 
sells it at a figure less than he paid for it. Would you admit 
that as a capital loss?— Mr. Jenkins: Exactly what you 
include both for the purposes of gains and losses is a 
fairly detailed administrative point. I would myself be 
inclined not to include, in the case of individuals, house- 
hold effects, furniture, and things like motor cars. 

3601. Would you include antique furniture? — I agree 
you do get into great marginal difficulties. 

3602. Pictures? — I would be inclined to exclude them. 

3603. The whole matter bristles with difficulties, does 
it not? We cannot say it is impossible because it is 
done in America, but of course there it has got a dis- 
tinction between short and long term gains. But all those 
things would have to come in, would they not, and add 
to the general further administrative work to be done? — 
You do have to make choices at certain points between 
being very fair and very accurate, and being hopelessly 
administratively cumbersome. I think that applies to any 
•tax. 

3604. I have only one question to put to you about this 
vexed question of replacement costs. I would like you 
to amplify one of your answers to the questions Mr. 
Carrington put to you. Would you agree that as a 
general proposition a business, never mind whether it is 
a company or an individual, a business to-day, which 
has to carry a stock of a volume equivalent to that in 
1938, requires roughly about 2\ times the amount of 
money necessary for that purpose? — Mr. Albu: I think 
it would be quite impossible to give an overall figure. 
It must depend very much on the industry and the nature 
of its raw materials. 

3605. I do not want to pin you down? — I would not 
disagree with the general point. 

3606. But can you point out to me anything which one 
business is dealing with that has not gone up considerably 
in price, apart from food, which is controlled? — I believe 
quite a lot of chemicals, for instance, are cheaper than 
they were before the war. 

3607. But generally, of course, it is true, is it not, that 
the price level of things has gone up? — Yes, I agree. 

3608. But with stocks I think your view is that you 
'would have had to do that whether you had any tax or 
not, you would have had to find extra money owing to 
the prices having gone up? — Whether you had to find 
extra money, I am not quite certain. My examination 
of the figures published by the F.B.I. leads me to believe 
that the actual rate of profit which has been made in 
the companies quoted in the samples was quite adequate 
even with the present taxation to cover the maintenance 
of the assets, both fixed and current assets, though I 
admit that this was only taken to 1949 and we did have 
this very extraordinary period of 1951, with extraordinary 
rises in commodity prices. 

3609. Your general approach to the question of replace- 
ment of fixed assets is rather this, is it not : you do away 
with the strict legal conception of the company being a 
separate person from its shareholders, and you look at 
the business and the individual shareholders, do you not? 
—Yes, if I understand you aright. 

3610. Most of your arguments have been addressed to 
the position of the ordinary shareholder? — I think we 
have dealt with the economic arguments as they affect the 
company as well, but we are concerned to make it clear 



that arguments directed towards the economic position of 
a company also affect the personal wealth and private in- 
come of the ordinary shareholder. 

3611. You cannot help it? — It cannot be separated. 

3612. But I meant that your approach is one which 
emphasises rather more the net result on the real owners 
of the business rather than on the business as a separate 
entity? — I would not say we emphasised it more, but we 
were at pains to point it out. 

3613. I think you implied that other people have not 
given sufficient attention to that? — Most certainly, be- 
cause if I might say so I think the arguments are generally 
put forward not on grounds of justice or equity for in- 
dividuals but on grounds of economic necessity from the 
point of view of the national economy, and we are at 
pains to point out that you cannot separate these two. 

3614. Yes, I am not questioning it, I am merely 
emphasising it a '111116. You object to the whole of the 
attention being directed to the business as a business, 
without giving proper attention to the results on the real 
owners of it? — Exactly. 

3615. Mr. Millard Tucker: Thank you very much. 

3616. Sir Geoffrey Hey worth: I think you said in 
reply to a question by the Chairman that, if initial allow- 
ances were used as a weapon, you favoured differen- 
tial allowances for various purposes. Could you just 
go a little deeper into that and give me examples of 
the sort of variations you have in mind? — Of course, 
we have actually included in the memorandum the varia- 
tions, to some extent, according to size. 



3617. I meant apart from size? — I can conceive of a 
situation in which it was really desirable to increase 
the investment in particular types of industries. 
Governments have in the past provided subsidies for 
particular types of industry, particularly for capital in- 
vestment. Of course, the initial allowance was not so 
much another form of subsidy, it was generally called 
an interest-free loan to industries which it was desir- 
able in the general national interest to expand. 

3618. Had you in mind a variation of the use of 
initial allowances, for instance, to deal with structural 
unemployment? — Yes, most particularly, of course, where 
one wanted to provide a diversification ; for instance, as 
at the present time in Lancashire, where it was neces- 
sary to try to get new industries established in a particular 
area. 

3619. This is a geographical differentiation now. Every- 
body who went to Lancashire would get an initial allow- 
ance, whatever they did? — No, but I should have thought 
Lancashire was a very good example of structural un- 
employment. But I would not be against, for instance, 
such allowances being given to companies which did 
establish themselves in development areas, or in areas 
which it was desired to develop, although I should have 
thought that in such a case it would probably be more 
desirable or equally desirable to restrict it to particular 
industries which it was desired to expand. 



3620. Then when you begin to follow that in detail, it 
is not so easy? — I am not denying it would be difficult 
to apply, but I do not think it is impossible. 

3621. Just one small point on paragraph 31 (ii), where 
you say : “ the short average life of the small company ”. 
What is .the basis of that statement? What do you 
mean by it?— Simply that the risk is much greater for 
small companies ; more small companies go out of 
existence. Companies tend to go out of existence m the 
early days of their life, rather than later on ; obviously 



the risk is greater. 

3622. But you have not got any statistical informa- 
tion to show how serious it is?— I have not got it 
here, but I am practically certain there is a good deal 
of statistical evidence. 

3623 Finally, a question on the small company point. 
You would agree that probably one element which has 
worked against the setting up of a new business, whether 
it be a company or whatever it may be, arises through 
the re-distribution of income; in other words the tradi- 
tional source of the bright yonng man who had no 
assets, was that he either knew somebody or had an 
uncle or someone who kept his eye on him, and he could 
get a bit of money to start?-That is quite true, but it is 
a rather surprising thing, the enormous growth in com- 
pel SrZtt^ recent years in pnvate companies; 
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and although one would have thought that was true, I 
have no evidence 'but I suspect a lot of .people are start- 
ing up in businesses of all sorts, and I ana not really 
sure that the rate has fallen off. 

3624. In those particular cases people were lending 
money, the first £200 or £300, or £2,000 or £3,000, on 
the basis of faith in an individual, they thought he was 
a pretty good chap and that was the basis of it ; but 
when we talk about semi-public or public finance 
organisations it is extremely difficult for any such instru- 
ment to bring this kind of judgment to the estimation 
of whether a man should be financed. I do not see 
how you can possibly replace that by a machine of 
that type. — I would first of all say I think we have 
got to find a way, that is something which certainly 
will have to be done. I see no reversal of the present 
trend. But it is also one of the reasons why we actually 
put forward proposals for assisting the new company 
to retain more of its profits for its own expansion from 
its own resources. 

3625. I was rather dealing with the particular case 
of a man who had no money, that is the man we are 
concerned with ; without the money he cannot get started. 
— Mr. Jenkins: I think it is possible to exaggerate the 
extent to which a financial institution is incapable of 
backing a man with an idea. I should have thought that 
the people responsible for taking these decisions would 
say that the thing by which they were very greatly in- 
fluenced in the case of small businesses was the standard 
of management. 

3626. Sir Geoffrey Heyworth: Often it is the charac- 
ter of an individual, and that is pretty difficult to measure 
through any organisation. 

3627. Mr. Greenwood: In paragraph 25 you say: “It 
is clearly quite wrong to allege that the tax system is 
preventing industry from maintaining its physical capital 
intact, or even that high taxation is an effective limitation 
on expansion.” I am going to put a case to you, and 
I should very much like to know if you maintain your 
view. This is a case which must happen very often with 
companies; this is an actual fact, not .theory at all. A 
company had acquired a large area of land to put up 
an important factory, and its business was likely to be 
good for export, and so on. It was going to get every 
backing from the Government, so there was no question 
of any limiting factors as far as licences, and so on, were 
concerned. It paid £30,000 for this land. Estimates 
were got out and the whole project, with roads, and 
so on, was going to cost £3 million. The estimated profit 
from that was £300,000, 10 per cent. You could not call 
that unreasonable, I think, could you? When the board 
came to go into the figures (they would have to borrow 
money for that, of course : I am going to say 5 per cent 
preference shares, because actually the ordinary shares 
were on a 5 per cent, basis, the yield on the market) they 
found that after borrowing this money, paying profits tax 
and income tax, the sum left in the business, after risk- 
ing £3 million was between £13,000 and £14,000. Do 
you think that that height of taxation is likely to encour- 
age expansion? Do you not think that is too high? — 
Mr. Albu: It is extraordinarily difficult to deal with 
individual cases. 

3628. It applies to any company which is going to spend 
money. — First may I say, as regards the argument in these 
lines you quote, perhaps the end of the sentence is not 
too happily phrased, and we should have said that a higher 
level of taxation has not been an effective limitation to 
the expansion of industry as a whole. It could not have 
been, because if it had been we should not have had 
either the full employment or the expansion of produc- 
tion that we have had in those years. That is taking 
industry as a whole, and I think it is very difficult to see 
what further expansion could possibly have taken place 
in those years. If one takes an individual company, I am 
afraid that without an examination of the whole of the 
figures I really would not like to answer it. It sounds a 
very difficult case. — Mr. Jenkins: Of course, on the figures 
given I do not think one knows what the ordinary invest- 
ment was. 

3629. It does not matter what the investment was. If 
you were faced with spending £3 million and getting a 
return of £13,000 to £14,000, would you not think that 
that was hardly likely to encourage expansion? — But I 
understand that part of the £3 million was to be raised 
in preference share capital. 
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3630. I said that because it just happens to be 5 percent 
it could have been raised in ordinary shares which actually 
would have paid 5 per cent., that was the market valuation 
at the time. It does not make any difference whether 
it is ordinary or preference. — It does seem to me very 
important to know on what amount of capital the return 
of £13,000 is obtained. 

3631. On £3 million. — I am afraid I do not then under- 
stand how the preference shares come in. 

3632. Call it ordinary shares, if you like, but do not 
call it debentures, because if it was debentures or borrow- 
ing from the bank the return would have been £70,000 
or £80,000. You have borrowed £3 million in preference 
shares, if you like, or ordinary shares, which are going to 
pay 5 per cent., and the dividend required is £150,000’ 
that is right, is it not, at 5 per cent.? — Yes. 

3633. When you have taken off profits tax and income 
tax you are then left with the magnificent sum of between 
£13,000 and £14,000 for risking £3 million. I do not think 
that encourages expansion. — Mr. Albu: Is the £13,000 
or £14,000 what is left for the ordinary shareholders? 

3634. It is, if you like, cash Left on the whole trans- 
action, per year, of course, each year. — Mr. Jenkins: 
That is the amount net of tax left after the ordinary 
shareholders have received the dividend which, given the 
market standing of the company, they consider necessary 
to invest the money? 

3635. Yes, 5 per cent. — So of course the actual return 
which they consider necessary to put the money in, given 
the market standing, is covered before you come to the 
£13,000? 

3636. Yes, it is paid for by the dividend on the prefer- 
ence shares or the ordinary shares, but the company does 
not get it, the company has only got £13,000 or £14,000 
left. — That is all it has got left to expand beyond its 
present size? 

3637. It is risking £3 million for the chance of getting 
£13,000 back. — But surely the risk of £3 million is covered 
by the fact that the market thinks 5 per cent, is the 
appropriate return to the ordinary shareholders. 

3638. We will say preference shares. All the company, as 
a body, is going to get is £13,000.— Mr. Albu: But surely 
the essential point here is, what is the risk as measured 
by the market, and apparently the risk as measured by 
the market was a yield of 5 per cent, on the ordinary 
shares, so it does not look as if the risk was considered 
very high. It is very difficult to deal with these individual 
cases. . . . 

3639. You misunderstand me. I am saying there is 
no incentive for a company to expand.—- 1 am not sure; 
who is the company? 

3640. It is my own company. Boot's Pure Drug Com- 
pany, if you want to know the exact company, because 
I believe in talking facts and not theories. I do not 
believe you people realise how much is left owing to 
this terrific taxation, how much you do get left out of 
a big project like that. — I think we are quite well aware 
of it. It involves us in a whole lot of interesting discus- 
sions as to why you should continue to run Boot’s Pure 
Drug Company at all. 

3641. I might say that the project never came off be- 
cause we had to risk £3 million and all the company was 
going to benefit iwas £13,000. It was not worth it and that 
was exactly what happened. — It is awfully difficult in 
dealing with individual cases. 

3642. No, taxation is the same with every project.— 
It may be ; but the fact is that we really could not have, 
in the last few years, expanded any further. If you had 
expanded that, something else would have had to have 
been forgone, and whether it was desirable or not that 
you should have done it I am not sure. It may have been 
that this was a hard case, but the fact is I cannot see how 
an investment of £3 million and the consequent produc- 
tion could have been taken up during the circumstances 
of the years up to the beginning of this year without some 
consequent expansion elsewhere not taking place. 

3643. Suppose we take it a little further, when there is 
no limitation and you can get building licences very easily 
and plant very easily, do you not think that this high 
taxation will have quite a serious effect on initiative and 
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expansion?— Mr. Jenkins: You are assuming, really, a 
state of affairs in which pressure on resources is very 
much less than it has been in recent years? 

3644. Yes. — Which probably means a state of affairs 
in which you have fairly substantial unemployment, 
because I would have thought it was the case that if you 
got away from a position in which you did not have 
pressure on resources, then you would slip the other way. 
My first answer would be that in those circumstances there 
would no doubt be a somewhat lower rate of tax than 
there is at the present time, and that our argument in 
favour of present rates of tax is related to recent experi- 
ence, which has been that of the full use of resources. 

Of course, one would have to consider the problem afresh 
in different circumstances. 

3645. When you were replying to Mr. Kaldor you re- 
ferred to the adequacy of reserves. Would it not be true 
to say that some of the companies which have the best 
ratio of reserves to their capital issue are the very com- 
panies that have no cash? — Mr. Albu : It may very well 
be so. 

3646. You said reserves, but really reserves is not quite 
the right word? — I am not quite sure what the actual 
question was. I think what l really meant was that in 
the period since the war the amount retained from profits, 
able to be retained, was adequate to cover the needs to 
maintain the assets, both fixed and current assets, and 
that if one examines the figures published by the F.B.I. 
it will be seen that in the period since the war this is so. 
The F.B.I. was of course doubting the adequacy of 
retained profits in the future. I made an estimation 
based on their figures that something like 0.3 per cent, 
of their 1949 sales turnover, which is probably something 
between 3 and 10 per cent, of their net profits after 
tax, would be adequate to maintain the assets, but of 
course not for expansion. 

3647. Mr. Keswick: Just two very small points, follow- 
ing a question of Mr. Crick’s on capital gains. Am 1 
right in my understanding that your society’s, or group’s, 
chief interest is in the social justice of capital gains?— 
Mr. Jenkins : Yes, I think that is so. 

3648. And you would have that social justice regardless 
of the cost of collection and regardless of the yield?— No. 
Obviously that would be a most dogmatic position to take 
up, and certainly there might be administrative arguments 
presented to us which might show that the cost was entirely 
prohibitive, but we would say that there was a substantial 
gap in the system of taxation at the present time, in so 
far as while some people were paying very heavy rates of 
tax on all their income other people were paying no tax 
at all on capital gains which undoubtedly, in some cases, 
increase the total money they have available for expen- 
diture. We think that should be looked at and set off 
against the administrative difficulties. 

3649. In deciding your views on this, did you go into 
the question of the cost of collection? — No, we of course 
did not have the facilities to obtain evidence from the 
Inland Revenue, for instance. We looked at the American 
experience, which certainly was sufficient to suggest that 
it was not likely to be prohibitive. 

3650. Would you say that the American experience was 
in any way comparable to that which we might expect 
here, since I understand that the Americans introduced 
it on a rising market? There may be a very grave danger, 
supposing we adopt any suggestions along those lines, of 
introducing it on a falling market, therefore the yields, 
that you make a comparison of, in America were not of 
really great substance when considering the problem in 
this country. — You mean, the starting point is of great 
importance, and remains of great importance? 

3651. I am not being dogmatic either way. I just 
wondered what your view was on that problem— Mr . 
Albu: I should have thought the starting point is an 
important feature of a capital gains tax, I agree. 

3652. I wondered whether you had considered that sort 
of point when you made your recommendation, or whether 
it was entirely on social justice ; one can quite understand 
that point of view, but I wondered whether you connected 
it with the more practical considerations which at some 
time would have to be considered. I gather not? — Mr. 
Jenkins: Certainly we would regard the starting point 



as being of great importance. There would obviously to e 
nothing to be said for taking the first six months of 1951 
as one’s base and operating from there over the nex t 
few years. 

3653. I have a point on your small companies. Do you 
think, in making this suggestion, or adopting this sug- 
gestion, there would be any danger or tendency for tto.e 
investors to adopt a structure of a series of small com- 
panies merely to get the advantages which you suggest 
should be offered to small companies?— Were you think- 
ing of companies belonging to one group? 

3654. I was not necessarily thinking of companies 
belonging to one group, but if you introduce one form 
of taxation you obviously immediately have to see how 
it is going to be evaded, and there must be a technique 
for getting advantages through a structure of small com- 
panies. — Certainly, in so far as one was dealing with 
a group, obviously the restrictions which were applied to 
the excess profits levy, for instance, could mutatis mutandis 
be applied here. So far as it was not a question of a 
group, I should not have thought that concessions on the 
scale suggested were likely to result in the splitting up of 
any large industrial combines in order to take advantage 
of them. 

3655. You may be right, but when taxation is on a very 
high level the wit of the investor is very ingenious in 
finding ways of dealing with any concessions that you are 
giving to any selected group which you assess merely on 
size. — It is of course the case that one does already in 
the case of the profits tax legislate for an abatement 
on profits tax for small companies, really very much along 
the lines of our suggestion here, allowing for differences 
between initial allowances and the profits tax, but I should 
have thought there was no evidence that company struc- 
tures were deliberately re-arranged to take advantage of 
that concession. 

3656. I just wanted to see whether your suggestion, in 
practice would work. — Mr. Albu : I have thought of this 
quite a little, and I cannot think of any way in which it 
could be done on any extensive scale, so that it was not 
possible for the Inland Revenue to deal with it. I think 
it would be far more bother to the companies than would 
be worth while. 

3657. Professor Hicks: On this last question of Mr, 
Keswick’s, you have shown that there are some economic 
reasons for discriminating in favour of the small com 
pany. Looking at it from the point of view of equity, 
do you feel there is any tendency for shareholders of small 
companies to be less wealthy than shareholders of large 
companies?— I have rather strong personal views on this. 

I think there is, yes, but size is not perhaps the only 
feature. I think one has to face the fact that with, the 
majority of public companies, the whole of the control, 
the policy and everything else is really in the hands of 
the directors, with very little influence from the share- 
holders, and that the shareholders are not affected by the 
dividends they receive except in so far as they will or will 
not put up the money, and that is a matter, of course, 
of the risk and the yield. But in the case of the smaller 
company, which is owner-managed, the profits are a very 
direct incentive. If you have a small group who are 
risking their own money and working in a business, of 
course the situation is very different indeed, and I 
personally would be pleased to see considerable conces- 
sions given to such a company so that the owners can 
build up the business to what is an optimum size. 

3658 That is to say, some of these shareholders of 
small companies may be more worthy members of the 
community" than the shareholders of large companies ; it 
doe, not have any bearing on their actual income? — It 
is a sort of economic justice, but I did not say they were 
more worthy members of the community. It is perhaps 
Sally almost more expediency than justice. I iyou believe 
to the Scentiye of profit, then it is advisable that the 
profit sho Sd go to those who can most influence the 
efficiency and enterprise of the company, rather than 
those who can play no part in it. 

3659 But that does mean that you are going on quite 
different principles than you are m the rest of the tax— 
MrJeMnf I do not think we intend for a moment to 

Sard E“KE£ 

btoutivefbu't rtiertoy within the broad field of re-distributive 
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taxation there was need to deal with specially hard cases, 
and we thought small companies were such cases. 

3660. I appreciate very much the very clear distinction 
which you make between the economic effects of taxation 
on undistributed profits and distributed profits. You hold 
that to soften the taxation on undistributed profits, 
although it might have something to be said for it from 
the point of view of economic effects, at least in some 
circumstances, perhaps in the recent past, would have 
distributive effects which you would deplore, and the only 
way you suggest of cutting that out is by initial allowances. 
I was wondering whether you had considered what would 
seem to me to be an even more direct way of dealing 
with the matter, which would be to allow firms to make 
payments of taxes which fall on undistributed profits, to 
some extent, in the form of bonds on the company itself ; 
that is to say, giving it the right to borrow its taxes back 
from the Government, up to a certain proportion? — Mr. 
Albu : I think that would be a quite interesting suggestion. 

3661. You would .be, on the whole, quite attracted by 
that? — -Yes. 

3662. A considerable part of the initial allowances plan 
and of that plan of course would overlap. — Mr. Jenkins : 
It would have two effects which I should have thought 
would need looking at ; the first is that it would pre- 
sumably increase the pull over investment resources from 
companies with large profits as opposed to other com- 
panies who were setting themselves up afresh, and in the 
second place the question of the rate of interest which 
was to be paid to the Government would be of importance. 
If that were lower than the rate at which a company 
might raise capital in the open market, the proposal of 
course would still have the effect of benefiting the share- 
holders of the company. 

3663. The scheme would be rather flexible from that 
point of view. — Mr. Albu : My mind is not closed to any 
suggestion of this type, if for instance the situation which 
Mr. Greenwood described was a widespread one in any 
industry. 

3664. If a scheme of this kind were to be adopted it 
would mean that over a period of years companies would 
be involved in additional fixed interest charges due to the 
Government. Since the initial allowances plan so largely 
overlaps with the plan I have just been suggesting, the 
question does come up whether we ought really to regard 
initial allowances themselves as involving a company in 
additional fixed charges which would have some of the 
same weight. That being so, again, looking at the 
matter with regard to the future (with which I think this 
Commission has to deal, rather than the particular posi- 
tion over the last few years), it seems to me that we have 
to consider the danger of involving companies in exces- 
sive fixed interest charges or fixed charges of this sort, 



although it may be some time before the danger becomes 
very pressing. Do you think that is a danger we have 
to be careful about? — Mr. Jenkins : I would certainly 
have thought the position in which a company’s capital 
structure became excessively highly-geared was un- 
desirable. 

3665. I would like just to link up what has been said 
with what you say about profits tax. You suggest that 
it would be a good thing to allow preference dividends 
as a charge for purposes of profits tax, in the way that 
fixed interest payments are now allowed, the reason being 
that the present system of profits taxation discriminates 
against borrowing on preference, and consequently in 
favour of borrowing on debentures or fixed interest. It 
seems to me, however, that by your proposal you are just 
shifting the point of discrimination, that instead of dis- 
criminating in favour of debentures against preference 
and equity, you are going to discriminate in favour of 
debentures and preference and against equities. I cannot 
see what the point of that discrimination is. — The point we 
attempted to make in our paper was that we were dis- 
turbed about the levying of profits tax upon preference 
shares, not because it was inequitable hut because it might 
have an undesirable effect on the capital structure of com- 
panies. By saying it was not inequitable, we meant it is 
already the case that it is the ordinary shareholder who 
in fact bears the profits tax which is nominally related 
to preference dividends. A preference shareholder gets 
the dividend in exactly the same way and his income is 
in no way affected by the profits tax. What we propose 
is that what is in fact already a burden on the ordinary 
shareholder should be made nominally a burden on the 
ordinary shareholder, because the effect of that would be 
to put the preference capital and loan capital in the same 
position, and we thought that would have the desirable 
effect of making companies more ready to raise prefer- 
ence capital, which has certain advantages. But I see 
no way of avoiding the fact that if you do have a profits 
tax it is the equity shareholder who in fact has to pay. 

3666. Have you considered the other alternative of not 
allowing debenture interest, putting them all on the same 
level? — That would certainly be a possible way of 
approaching it, which would deal with the particular points 
we are concerned with almost equally well. 

3667. It would have the advantage that the profits tax 
would effectively weigh upon all forms of raising capital, 
and consequently be more effective in controlling invest- 
ments? — There may well be an answer to this which 
I have not thought of, but there may be a difficulty about 
the position in which a company paid its debenture in- 
terest by depleting capital because it had not made any 
profits. 

Chairman: We are much obliged to you, Mr. Albu and 
Mr. Jenkins, for a helpful morning. 



The witnesses withdrew. 



Sir Henry Clay; called and examined. 

MEMORANDUM SUBMITTED BY SIR HENRY CLAY 



1. I wish to offer evidence on one aspect only of the 
Income Tax — the influence which it exercises on the capa- 
city for growth and adaptability of industry. 

2. Income Tax at present is levied on income irrespec- 
tive of the use to which the income is put, i.e., in the case 
of trading profits irrespective of their distribution between 
dividends {or proprietors’ drawings) and reserves, from 
which expansion and expenses of adaptation can be met. 
While the tax thus does not discriminate in favour of 
additions to capital formations out of profits, the rules for 
defining net incomes have the effect of discriminating 
against maintenance of capital. In the main the cost of 
replacing wasted assets, whether fixed assets which wear 
out over a long period of time, or material which is used 
up currently and has to be replaced currently, is calcu- 
lated by reference to historic cost, i.e., the actual expendi- 
ture on the equipment or the materials used. If the 
level of prices has risen since this historic cost was in- 
curred, the provision allowed will not suffice to cover 
the cost of replacement, so that the effect of Income Tax 
is to reduce real capital resources and, to that extent, 



the capacity of industry. I wish, first, to refer to the 
importance which self-financing out of profits has for 
the growth and adaptability of industry in general, and 
•particularly in the special circumstances of industry after 
the dislocating effects of war. 

3. Profits are the chief source of finance for private 
industry and trade. “ Small savings ”, in the form of 
purchase of Savings Certificates, additions to Savings 
Bank deposits, Savings Bonds, and deposits and share 
capital of building societies, are used to finance Govern- 
ment needs or house purchase. The new issue market 
is handicapped in providing capital for most firms by the 
difficulty of assessing management or prospects of any 
except large well-established concerns ; and the minimum 
costs incident to a public issue make it an expensive 
form of raising capital in sums of less than £ 100 , 000 . 
In the past the market has been mainly concerned with 
raising money for Governments at home and abroad, for 
large utilities, including railways at home and abroad, 
mining enterprises in countries with little capital of their 
own to draw on, and a minority of large established indus- 
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trial concerns. In the last twenty years it has been con- 
cerned much more with British industry and trade ; but its 
function has been mainly to finance the transfer of con- 
cerns, which have already accumulated their capital assets 
out of profits, from the hands of the families which built 
them up to the general public, not to provide, or only 
incidentally to provide, new money. Existing concerns 
have in the main grown out of profits, and this is still 
the chief source of growth. The table (34) in the 

National Income White Paper (Cmd. 8203), giving the 
appropriation of corporate income shows that in 1950, 
out of total income of £2,264 millions, undistributed pro- 
fits amounted to £569 millions ; in 1938 the correspond- 
ing figures were £838 millions and £172 millions. These 
figures of undistributed profits (for corporate enterprise 
only) may be compared with the estimates of gross per- 
sonal saving, £332 millions in 1950 and £222 millions 
in 1938. 

4. Not only are undistributed profits the chief source 
of industrial capital; they are probably the most pro- 
ductive source. The practical problem involved in direct- 
ing new capital to industrial development is to assess 
first the prospects of the enterprise, which involves a 
judgment of technical and market conditions difficult for 
anyone outside an industry to make, and second the 
management, which is even more difficult for an outsider 
to judge. The application of profits earned in the con- 
cern and not distributed ensures automatically that at 
any rate the new capital is applied at a point at which 
profits are being made. There is prima jade evidence 
either that the concern has found an outlet for its pro- 
duct in a want for which the market will pay, or that 
it enjoys a degree of managerial efficiency sufficient to 
maintain and probably expand it. I am aware of the 
deficiencies of profits as an index of social need and a 
test of managerial efficiency ; but it is the purpose and 
achievement of modern social legislation to supplement the 
deficiencies of markets on the side of social need, while, 
defective as profits are as an index of managerial de- 
ficiency, an index which reflects market and managerial 
conditions is much better than no index. Issuing houses 
admit the difficulty of judging enterpreneurial efficiency 
by the comparative rarity of their issues for entirely new 
firms ; and, although the provision of starting capital for 
a new firm is a different problem from the provision of 
additional capital for an existing firm, the difference in 
practice is not very great until a firm has existed long 
enough to demonstrate that its management and/or its 
place in the economy justifies the use of additional capi- 
tal. The Capital Issues Committee regulates the flow of 
new capital to some extent ; but it does so only by refer- 
ence to very broad priorities ; it does not attempt to judge 
managerial capacity, or the market prospects of the pro- 
ject for which capital is wanted, but on the contrary 
is careful to disclaim any responsibility for the merits of 
the issues it approves. This attitude is inevitable in a 
judgment by an outside agency of the mixed technical, 
commercial and managerial problems raised by a new 
issue. However firms secure their starting capital, there- 
fore, they present a prima fade case for the application 
of such savings as they can make out of their own profits 
merely by making those profits. 

5. The rise in income and estate duty taxation since 
the outbreak of the First World War has increased the 
importance of profits retained in the business as a source 
of new business capital. Before 1914 in most industrial 
areas successful business men retained a large enough 
share of their incomes to be able to offer backing to 
younger business men on the basis of a personal judg- 
ment both of the applicant’s business and his character. 
Today their resources are depleted by high Income and 
Surtax, and they are forced to invest most of what they 
do save in market securities which can be realised to 
meet Death Duties. 

6. The availability of as large a share of profits as 
business can be induced to keep in the business is of 
importance in enabling industry to meet trade fluctuations. 
The general causes of such fluctuations are beyond con- 
trol by any single business ; but there is in trade depres- 
sion usually an element of structural change which in- 
creases the difficulties of some trades and lessens those 



of others. Some industries and firms are declining, others 
growing ; the depression will be shortened if the firms 
which are tending to grow can be assisted ; just as it is 
possible, though not a reason for refusing assistance, that 
recovery will be delayed if firms in declining industries 
are assisted to fight against the trend. The development 
of the firms and industries which have the capacity of 
expansion is a matter in a depression of finding new pro- 
ducts, new processes and new markets. If these can be 
found the firm or the trade will be able to stimulate a 
revived demand for its output earlier than it would if 
it depended wholly on the general conditions affecting 
business activity — such innovations enable it, as it were, 
to -turn the flank of depression ; but all such innova- 
tions involve capital expenditure — on experiment, on 
equipment, on marketing. In a depression the difficulties 
of all firms in raising new capital from outside are inten- 
sified, and for small firms are often insuperable ; their 
own profits are the only source on which they can ex- 
pect to draw. At present, if they have found such out- 
lets, they are handicapped in taking advantage of them 
by Income and Profits Tax amounting to more than half 
their profits (and in addition, by Surtax on partners’ 
income in case of private firms, which are particularly 
important in this connexion). Even if the entrepreneur 
regularly turns back into his business the greater part of 
his profits, present taxation seriously handicaps him. 

7. Even if the contingency of trade depression toe 
ignored, an ample provision of new capital at the points 
at which market demand or technical advance is pressing 
on industry is essential to rapid growth. Most of the 
comparisons between productivity per man-hour of 
American and British industry show not only a higher 
productivity in American industry but a much greater 
employment of capital per worker occupied. Again the 
absence of depression for any considerable time in industry 
since the war has been accompanied by a continuous and 
almost universal shortage of labour ; a more intensive 
use of labour toy the provision of more extensive capital 
equipment is one way of meeting this shortage. 

8. The need of adaptability, and consequently of setting 
free capital for the expenditure involved in financing 
adaptation, is greatly accentuated in the period following 
a great war. A war checks the piecemeal adjustment to 
ohange in technical and market conditions which serves 
in a peaceful world to keep industry broadly directed to 
purposes in which market prices will cover costs. It goes 
further, and diverts resources from normal peace-time 
needs to necessarily temporary wartime needs, calling for 
re-adaptation when the war is over. As the First World 
War illustrated, war may also confront industry after 
the war with a new environment calling for an extensive 
reorientation of resources ; nationalist feeling may express 
itself in protective policies and exclude an exporting in- 
dustry from a traditional market, as Indian protective 
policy excluded the English cotton industry between the 
wars from whait had been its greatest market, and every 
country set about building up its own supplies of manu- 
factures which it had imported before the war. The 
following tables may serve to illustrate, first, the continual 
shift in the direction of industry over long periods ; and, 
secondly, in more detail, (the large shifts that took place 
between the wars, even after the first adjustment to post- 
war conditions had been effected. 



Proportion per 10,000 of Occupied Population in Great 
Britain in Decennial Census in certain Industries, 
and Rate of Change 





1911 


1921 


Per- 

centage 

Change 


1931 


Per- 

centage 

Change 




779 


675 


- 9 


567 


- 9 


Coal-mining 


615 


674 


+ 16 






conveyances ... 


969 


1,287 


+ 40 


1,144 


- 3 
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Woollen textiles . . . 
Total Occupied 
Population 


142 




+ 5 




— 4 
+ 9 
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Trends of Employment 1923-1936 



(numbers employed, i.e., number insured less numbers 
■unemployed, in certain industries as per cent, of number 
in 1923) 




9. Some similar reorientation is likely to be required 
as a result of the Second World War ; though the long 
process of re-stocking and re-equipping which has fol- 
lowed that War, succeeded in turn by a new wave of 
rearmament, has so far produced inflationary markets 
throughout the world and relieved the older exporting 
countries like our own of the necessity of finding new 
outlets. The plight of ithe so-called “ depressed ”, 
“ special ” and “ Development ” Areas between the wars 
was a symptom of the new environment in whioh the 
industries which had grown up largely on export found 
themselves after the First World War. 

10. This discussion of the importance of the element of 
new capital, represented by profits retained in the business, 
may serve to make a prima facie case for special treatment 
of such profits in any system of taxation of income. The 
case does not of course override the claims of equity 
and capacity in devising a tax system. It is rather a 
case for treating as a limit on capacity to pay tax the 
need, if business is to have any adaptability and 
■the capacity of growth, to retain a large proportion of 
profits before taxation, provided (they are not distributed. 
This need would be met by differentiating between profits 
distributed and profits retained, charging a (higher rate 
of tax on the former and a lower rate on the latter. 
I am not competent to judge how serious would be the 
administrative difficulties in differentiating retained profits 
from others. One alleged difficulty, the need of defining 
and enforcing conditions on the use of the retained profits, 
does not seem to me a difficulty ; so long as the profits 
are not distributed and made available for personal ex- 
penditure, but remain available solely for the purposes of 
business,' they are certain to be used for growth and 
adaptation, and the method and time of using them are 
best left to the directors of the business. It is necessary 
only to exact the higher rate of taxation, should retained 
profits subsequently he distributed in cash and so made 
available for personal expenditure. This may involve a 
higher standard of accounts than most firms at present 
attain- But the privilege of a lower rate would be con- 
ceded . only on application and case made ; and account- 
keeping would be improved. A distribution in the form 
of bonus shares, not of cash, does not take the capital 
out of business and therefore need not be penalised. The 
definition currently of the two categories, distributed and 
retained profits, should not be difficult where proper 
accounts are kept, since dividends and, in the case of 
private firms, proprietors’ drawings, can be identified. The 
differentiation is already made in Profits Tax. This is (I 
hope) a temporary tax ; when it disappears I suggest this 
differentiation may be incorporated in the part of Income 
Tax dealing with business profits. 

11. Objection will be- urged to such a treatment of profits 
on a' number of grounds. There would be objection to 
differentiation as such ; the definition of profits is a matter 
of sufficient complication without further differentiation 
when they have been defined. It can be urged against 
this that experience has forced already a considerable 
amount of differentiation. Profits Tax, as has just been 
pointed out, already includes the differentiation proposed. 
There is, in addition, a good deal of differentiation already 
in the. treatment of personal incomes. Thus, while the 



profits of private businesses, and of some companies which 
are effectively controlled by a small number of stock- 
holders, are wholly attributable to the proprietors as 
income and, as such, are liable to Surtax, in practice, the 
Inspectors and Special Commissioners have, and regularly 
exercise, the power to exempt a proportion of such income 
as they think proper from Surtax so long as it is retained 
in the business. Again, the principle of differentiations 
in forms of saving is already recognised : contributions to 
statutory pension funds — a form of provision for the future 
— enjoy some exemption from tax ; complete exemption is 
enjoyed where the provision for the future is most com- 
plete, i.e., in the case of pensions of public servants, since 
these pensions, though really part of the remuneration of 
the public servant, do not appear in any form in his annual 
salary and therefore escape taxation. 

12. Differentiation between profits distributed and 
retained, unless the relief given to retained profits was 
wholly offset by additional taxation of distributed profits, 
would involve a shift of taxation from the investor 
(including the business man whose capital is invested in 
his own business) to the rest of the community. There 
would be no discrimination, if the total tax collected from 
trading profits was divided between a higher tax on dis- 
tributed and a lower on undistributed profits. At least an 
experiment might be made of differentiations within this 
limit. If it proved insufficient to have the effect sought, 
it would still be worth while studying the possibility of 
some relief on undistributed profits. The investor would 
not enjoy any advantage over others in income available 
currently for personal expenditure, since this would still 
be liable to the highest rate of tax or even to a special 
rate ; but his wealth would increase with the growth of 
his capital. It can be urged against this that it is the 
function of the general provisions of the tax to provide 
protection against hardship, by way of exemptions and 
allowances, and that there would be no differentiation 
between investors and others in the treatment of their 
spendable income ; but the case for special treatment of 
retained profits rests on the advantage to the community 
as a whole (including other taxpayers) of giving industry 
and trade the greatest possible power of adaptation and 
of providing capital for growth at points at which 
managerial and market conditions point to the possibility 
of growth. Without capital technological advance is 
likely to be barren. 

13. I suggest, then, that there would be social advantages 
in the present situation of the country in modifying the 
existing Income Tax to give a positive incentive to the 
accumulation of additional capital out of trading profits. 
I turn to the complementary problem of the negative 
effect which the present method of defining taxable profits 
has in deflecting business capital. It will be convenient 
to refer to the discussion in the third chapter of the Report 
of the Committee on the Taxation of Trading Profits 
(Cmd. 8189) which states the problem and reviews the 
arguments for and against change. 

14. The problem is “ simply illustrated ” as follows: — 
“A machine which cost £1,000 before the war may 

cost £2,000 or more to replace today apart from any 
element of improvement. The depreciation allowance 
given for tax purposes in respect of the original machine 
cannot exceed the original cost less the scrap value, and 
the £1,000 or more excess cost of the new machine has 
to be found by the owner of the business either out of 
taxed profits or out of new capital. Again, the owner 
of a business who buys 100 units of stock at £10 a unit 
and sells them for £14 a unit has prima facie made a 
gross profit of £400 ; if, however, it costs him £13 a 
unit to replace his stock, he will have to find an extra 
£300 to finance the same amount of stock, and this he 
must do either by appropriating part of the £400 profit 
for the purpose or by raising new money.” 

15. The Committee rejects the view that (para. 97) 
“industry ought not to be called upon to pay tax upon 
profits which it has to devote to the maintenance of its 
productive capacity (measured in real terms and not in 
terms of money) ; or in other words that profits used to 
replace plant, etc., at present prices, or to finance a constant 
volume of stock, ought not to bear tax.” The Committee’s 
objections fall under three heads: — 

(1) it would be reluctant to substitute as a basis for 
taxation “ a theory which involves departing from known 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MEMORANDUM 



341 



11 July, 1952 ] 



Sir Henry Clay 



[i Continued 



measures of value and dealing in abstractions” for 
“profits as computed on ordinary accountancy 
principles ” : 

(2) all the schemes for giving relief “ involve giving 
preferential treatment to the owners of businesses as 
against other classes of taxpayers ” (para. 100) and to the 
owners of some businesses as against others (paras. 104, 
105, 112): and 

(3) none of the schemes proposed is practicable. 

16. The first two of these objections seem to me to 
misconceive the problem. To refuse to consider the 
method of computing, or defining, income for purposes 
of taxation is to beg the question. Accounting practice 
is not a substitute for law; it is based on conventions which 
themselves arise out Qf the conditions of business of which 
it is necessary to take account. A pronounced change in 
the value of money within the period of which it is neces- 
sary to take account (such as the “life” of a piece of 
equipment) alters conditions, and may call for an altera- 
tion in conventions. A convention devised for transactions 
which were completed within a period too short for change 
in the purchasing power of money to matter would not 
be appropriate in a period in which large changes in the 
purchasing power of money occurred, nor to enterprises 
which had a continuing life and were not merely formed 
for a single venture. The test is the degree of monetary 
depreciation which it is safe to ignore. Presumably no 
body of accountants would adhere to “ historic ” cost as 
the basis of depreciation allowances in an inflation such 
as overtook Germany in the ’twenties ; or even in con- 
temporary Italy, where some success has been achieved 
in stabilising prices at fifty times their pre-war level. The 
question is what method to adopt in allowing for the 
exhaustion of physical assets as a cost in this country, 
where prices have trebled since 1938, and nearly 
quadrupled since 1932. The “ known measures of value ”, 
if by that is meant the figures of actual expenditure on 
capital equipment a generation ago, or on stocks, may be 
less relevant than such “ abstractions ’’ as index-numbers 
of prices. 

17. If the definition of “ true income ” is the real issue, 
and if the definition of the advocates of change (sum- 
marised in para. 97) is accepted, no question of “ pre- 
ferential treatment” arises. No one suggests that net 
trading profits should be taxed at a different rate from 
other forms of income or in any way treated differently ; 
the contention is simply that present practice does not 
give net income. The excess cost of replacement over 
existing allowances is shown in the example given (para. 
96), and the need of replacement is implied in the proposal 
to meet the enhanced cost by appropriation of profits to 
reserve (para. 98) ; the sole question is whether profits used 
for this purpose should be regarded as a cost, and there- 
fore excluded from the definition of net income, or not so 
regarded and accordingly taxed. If the example in para. 
96 be extended by assuming a “life” for depreciation 
purposes of 12£ years for the machine, the addition to 
trading profits attributable to its use at 10 per cent, of 
its value, and Income Tax 40 per cent., under existing 
rules the accumulated depreciation would by now have 
reached £1,000, replacement (“ apart from any element of 
improvement ”) would be necessary and would cost £2,000, 
so that appropriations of profits amounting to £1,000 
would be needed. These, grossed up to allow for Income 
Tax, would require £1,666, so that the business would be 
taxed £666 as a condition of maintaining unimpaired its 
productive equipment in addition to finding £1,000 out 
of net income or capital. It is on these charges that the 
issue turns. 

18. The common-sense definition of “ net ” or “ true ” 
income is the amount a person can spend in any period 
and still leave himself as well off at the end of the period 
as at the beginning ; an economist would substitute con- 
sume ” for “ spend ” in the definition, in order to trans- 
pose the calculation into “real” terms. On either defini- 
tion, a convention which did not deduct from gross income 
the cost of replacing worn-out equipment and used-up 
stocks would fail to arrive at net income, because it would 
not leave the income-receiver as well off at the end as at 
the beginning of the period. Elsewhere the Committee s 
report appears to accept this principle. Thus in para. 193, 
referring to claims for allowance in respect of what is at 
present treated as capital expenditure, it says — 

“We came to the conclusion that in the main 

these various claims were particular instances of the 



general proposition that the Income Tax system should 
give relief in respect of the wastage of all assets that 
are used up or consumed in the course of carrying on a 
business. The validity of this claim as a general 
principle cannot in our view be impugned.” 

Again, in para. 199 — 

“It is also desirable to call attention to the principle 
laid down by the Courts that expenditure incurred solely 
for the preservation of a capital asset, or for the 
maintenance of its existing value, is not capital t>ut 
revenue expenditure.” 

In para. 207 it is urged that a shopkeeper should be 
entitled — 

“ to write off any expenditure on a shopfront which he 
was not allowed to deduct as revenue expenditure.” 
and in para. 209 it is pointed out that on a purchase of a 
business — 

“Allowances to the owner ... in respect of plant 
and machinery are based on the expenditure incurred 
by him: this may be, and in present conditions often 
is, greater than the original cost of the asset.” 



19. It should be noted that the proposed change by 
which the cost of replacement, as distinct from historic 
cost, would be allowed as a charge against gross profits 
before arriving at net taxable income, does not amount 
to the adoption of the economist’s definition of net income 
in real terms; that it does is suggested in paras. 97, 98 
and 100. The proposal is limited to treating as a cost, 
and therefore excluding from net money income, the 
expense involved in maintaining the physical equipment 
and working stock of a business. There is no suggestion 
that the recipient of trading profits, any more than, the 
holder of fixed interest securities or pensioner, should, be 
relieved of tax on his full (net) money income, or given 
any allowance for the decline in the purchasing power of 
the money on which he draws his income. It is true 
that, in the absence of Government measures to counter- 
act it, inflation has a tendency to expand money-profits, 
and so to offset the decline in the purchasing-power of 
money ; but this is a reason for avoiding an inflationary 
policy rather than for refusing to treat as part of the 
cost of .production an expense necessary to maintain un- 
impaired the productive capacity of a business. In fact 
by differential taxation (Profits Tax), restrictions on spend- 
ing (Dividend Limitation), and the progressive character 
of the Income Tax as a whole, the net spendable money 
income of profit-receivers would appear to have been kept 
down since 1938 in greater degree than other incomes, 
except incomes derived solely from fixed interest invest- 
ments and pensions. (National Income White Paper, 
1950, Tables 11 and 9.) 



20. The different treatment proposed for depreciation is 
not, ' therefore, “ preferential ” treatment, but only a 
differentiation according to type of income. Recipients 
of pensions do not receive depreciation allowances, either 
existing or proposed, because their Income is not derived 
ton fixed assets, which wear out with use and have to 
be replaced. Investors in fixed interest securities would 
to benefit by a change in the method of defining profits 
“came they preferred the (illusory, as it tamed out) 
security of prio? charges or Government loans to an myest- 
ment in profits. Holders of cash lose from inflation, 
because they preferred to hold cash The owner of a 
business has not the same freedom of choice ; he cannot 
eto his profits without “fixing” his capital in equipment 
and working stocks. 

21 The argument that revised depreciation allowances 
are obiectionlble because they "give to the existag and 
stationary business a benefit which is not available to a 
Stationary pxna nsion of an existing business ” 

?ptos“lOS ! aS U2) S “ha. this, amounts to unfair 
(paras, nu “ ‘ " a ] s0 a misconception. As I 

preference, seem is a case on general grounds 

have ar B u ® ( l. ’ppropriation of profits to new enter- 
for encouraging PP . . j s a se parate question from 
prise and expansion ’ ggf Enterprise on an undiminished 
the maintenance of hampers. So far as new or 

seale, which exis g ? ncerne d, established and new 
expanded en ^ p Pf J^ted equally; the established con- 
concerns ™°£j. d b g gfited by being allowed to charge the 
cem would be b et j as an expense before arriving 

cost ofreptongbured , b s Kansc it had assets and has used 
at net lncome. simp y oreference ”, as against a firm that 
to m stilUo'begih business and acquire assets, in relieving 
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it of an existing handicap. On the contrary the purpose, 
which by implication the Committee approves, of expand- 
ing enterprise, will be served by relieving existing enter- 
prise of its present necessity to use resources it could 
otherwise use for expansion, merely to avoid a contraction. 

22. Though the problem arises from the change in the 
purchasing power of the money in which accounts are 
kept, it cannot be solved simply by revaluing capital 
assets at current prices, and basing future renewal and 
replacement allowances on the new values so established. 

If the price level continues to rise, the new asset values 
will sink back into history as the values they replaced had 
done, and future allowances based on them, though less 
inadequate than present allowances, may still be inade- 
quate for the cost of .physical replacement. Nor can an 
adjustment each year, of depreciation allowances based on 
historical cost by reference to an index number measuring 
the change in the purchasing power of money, meet the 
need ; such adjustment would always fall short of making 
good the inadequacy of allowances in years when the 
price level was lower, and, if prices continue to rise, will 
not even cover the ultimate cost of providing for con- 
temporary wastage and depreciation. The root of the 
difficulty is the use of any cost as basis for a replacement 
fund (whether depreciation or replacement of materials), 
which will be used at a future date, when prices will be 
at a level which cannot at present be foreseen. It is 
natural to cling to historical cost and to formal balancing 
of depreciation against initial investment in terms of 
money, since there is no other basis in existing accounts 
for an estimate of the expenditure that will be required 
when the replacement is effected ; but under conditions 
of unstable money the balancing is purely formal, and may 
be completely irrelevant to the actual .problem of finance 
with which the enterprise finds itself faced. The difficulty 
is similar to the difficulty with which the authors of pen- 
sion schemes find themselves faced. 

23. The Committee on the Taxation of Trading Profits 
rejected all proposals for dealing with the problem of 
inadequate depreciation allowances by any “ valorisation ” 
based on price index numbers. It also rejected the pro- 
posal that an allowance dependent on the actual replace- 
ment of plant should be given. This latter principle, in 
my view, is the right principle on which to go, if there 
are no insuperable administrative difficulties ; a business 
should be allowed to charge the actual expenditure in any 
year on replacement' of .plant and stocks as a cost against 
the receipts of the year. Such an arrangement would have 
clear advantages. The expenditure would be a known 
figure, not an estimate based on hazardous calculations. 
The expenditure would be in money of the same pur- 
chasing power as the money receipts of the business out 
of which it would be met — there would be no lag of one 
behind the other. Replacement would become the sole 
responsibility of the directors of business who would 
choose its time and extent and build up or draw on 
reserves, as they saw fit ; this placing of responsibility on 
them is desirable in a time when the value of money is 
changing, so that original cost is an unreliable indication 
of the probable cost of replacement, yet provision has 
to be made. Exemption from tax would encourage ade- 
quate replacement, while leaving industry to defer replace- 
ment when it had difficulty in meeting current demand for 
its products and accelerate it when current demand fell 
off. The essential condition to which any arrangement 
must be related is that money has lost the stability it 
possessed when the .practice of basing depreciation on 
historic cost developed, so that provision for the need 
of replacement in, say, twenty years cannot be a matter 
of precise calculation. 

24. The practical difficulty to be overcome, as the Com- 
.mittee points out, is the difficulty of defining “replace- 
ment ”. There is, however, some experience already with 

EXAMINATION 

3668. Chairman : We are much obliged to you for your 
.very interesting paper, which we have all studied. I think 
it is right, is it not, that iwhat I may call the opening 
theme of your paper is that there is no better source of 
capital to keep a business running or expanding than its 
own retained profits? — Yes. 

3669. To be able to draw upon such a source has 
obvious advantages compared with any other method of 
Obtaining the capital" that it needs?— Yes, 
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a bearing on this practical problem. It must arise in 
defining repairs and renewals to be allowed as a charge 
against revenue. Replacement was the principle on which 
allowances for dealing with depreciation were based in the 
railway industry, both in this country and in America 
for the greater part of its history. One objection, that the 
accounts and other records kept by many firms are not 
accurate enough to afford a basis for defining replace- 
ment, is an objection that has been urged against many 
reforms — the levying of an Income Tax at all, the prescrip- 
tion of company accounts as a protection for shareholders 
against dishonest or careless directors, the extension of 
Schedule D to farming; the practical answer has been 
that accounts improve under pressure, and, especially when 
some remission of taxation is to be secured, the need of 
justifying a claim for remission will give the necessary 
incentive to keep adequate accounts. 

25. The practical difficulties of administration cannot be 
neglected, but they are not necessarily decisive ; the griev- 
ance which the new principle is designed to relieve may 
be so serious that even a considerable increase in adminis- 
trative complication and expense is better than neglecting 
it. The basing of depreciation allowances on historic 
cost was adopted when prices were more stable and the 
rate of Income Tax much lower : the rise in prices since 
1932 has already made allowances on this basis inadequate 
to the needs of replacement called for to maintain the 
efficiency of industry ; retaining that basis in the face of a 
further similar rise in the price level would amount to 
shirking one of the most serious problems of industry. 

26. The acceleration of the rate of change in the price 
level has given additional importance to an allied diffi- 
culty — the capital depletion involved in treating as net 
income, for tax purposes, the increased money value of an 
unchanged volume of stocks and work in progress. In 
principle the allowance for this should take the form of 
a recognition of the fact that, although trading receipts 
and inventory valuations are swollen when material 
bought at a lower level of prices is sold (in more or less 
manufactured form) at a higher level of prices, this 
material has to be replaced immediately at the higher 
level of prices, if the physical volume of output is to be 
maintained, and this replacement absorbs the whole of the 
increase in trading profit due solely to the rise in prices. 
The L.I.F.O. method of treating stock is one way of 
giving this recognition. 

27. The allowances suggested would meet the needs of 
the industrialist and trader for relief from the burden 
of the present method of determining profits for purpose 
of tax. It is not an objection that they involve differen- 
tiation between trading profits and "other forms of income. 
Differentiation is proper if profits are sufficiently different 
from other forms of income, and in fact profits are the 
chief form of income in which drafts on capital, in the 
form of nominal income arising only because the present 
system of allowances does not provide for full replace- 
ment in times of rising prices, are treated and taxed as 
income. Other drafts on capital, such as inadequate 
allowance for the cost of repairs of houses, or the taxa- 
tion as income of the element of capital consumption in 
annuities and in the income derived from leases, are en- 
titled to the same consideration. But the great mass of 
incomes, which are earned by work and, since they do not 
involve the use of any capital of the worker’s own, are 
not subject to the expense of replacing wastage, fall out- 
side the problem under consideration. Everyone, how- 
ever, is concerned indirectly with the effects of allowing 
capital equipment and stocks to run down, since either 
industry will be less productive, or, if the deficiency is 
made up out of new current savings, the rate of increase 
in society’s wealth will be slowed down. 

10.11.1951. 

OF WITNESS 

3670. The thing we are trying to get to grips with, on 
which I want your help if you can help us, is this : taking 
industry for the moment as a generalisation, would you 
say that, for whatever reasons* it is short of necessary 
funds?— I think so. 

3671. Can one usefully generalise as widely as that, 
or should one at once begin to study the large or the 
small concern, or various branches of industrial activity?-^ - 
One. should, I think, examine industry as a whole, in 
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sections, industry by industry, because the prospects and 
fortunes of different industries vary just as their problems 
vary • but I was looking at industry as a whole and it 
seems to me that, large as the profits appear, when deduc- 
tions 'have been made for taxation, the profits placed to 
reserves are not large, and if profits were calculated to 
allow for full replacement of used physical assets, I think 



discriminates against a particular form of income, income 
from commercial enterprise carried out by corporate 
bodies, which is rather a curious way of selecting income 
for differential taxation. And I believe, but here I am 
not expert, that the extreme spread between the tax on 
distributed profits and the tax on reserved profits is so 
great that if it is carried forward indefinitely it creates a 
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thev would be inadequate for any considerable growth and liability on companies which must obstruct their develop- 
5«,io» - as I I. ~ 

3672. Where would one turn m order to get the stalls- P r °“ s ; d ^ a will S(>inedra e need to 

tied material to support that7-I think the material that „ oflta . 

sueaested this conclusion to me was the resort to the oismouLc mus p 

new issue market of concerns which have made large 3679. It has been said that by allowing debenture in- 
nrofits and distributed only a small proportion of them, terest and interest on notes to be charged against proms 
and vet have found themselves unable to finance their for this purpose, but not allowing preference dividends, 
business without bringing in additional capital. The only has tended to distort the shape of company finance. Have 
general source I can think of is the successive estimates you any views on that? — I think it puts a premium on 
of the national income and its distribution, published in increasing finance by loan, by borrowing ratner tnan 
the White Paper. The single figure that impresses me putting up risk capital, and on the whole that tends to 
most there, if I may refer to the 1950 White Paper, is make industry less flexible and more liable to suffer in 
the figure of expenditure on fixed capital assets, which -the case of a sudden change from good to bad trade, 
was just under £1,600 millions, that has to cover both 3 ggo. it struck me, when you were advocating a higher 
replacement and expansion. Of that £1,600 millions, about distributed commercial profits than undistributed, 

one-quarter is new physical capital in the form of new , ether WO uld be able to maintain the present system 
houses, public^ buildings and ^ that ^ sort ^ of a standard rate of income tax charged on company 



ture, leaving only three-quarters for industry. The current 
depreciation allowances which industry was able to make 
in that year were between £800 and £900 millions, and 
since they were based on historic costs, I think they would 
be less than the actual replacement cost of the physical 
assets that needed to be replaced in the year. It therefore 
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profits which is passed on when they are distributed to 
the individual investor? — No, that has been put to me 
and I think it is an objection to the form in which l made 
my proposal. 

3681. To take an example, supposing you had 5s. for 



that needed to oe repiacea m me yeai. xi uieieiuit jooj.. iu uuve an u 

seems to me that if you valued the depreciation upwards retained profits and 15s. for distributed profits, you would 

it would come somewhere near, if not exceed, the total he cutting yourself loose then, would you not, from the 

amount of fixed capital creation by industry, leaving existing system of a standard rate? Yes, you irng 

nothing for new industry. I do not think there was no oharge the standard rate on distributed pronto , and 

new development, but I think a good deal of new develop- allow the rebate on retained profits, just asyou charge 

ment must be offset in the economy as a whole by inade- 
quate replacement of deterioration, and that, too, outside 
the industrial field, in the field of public expenditure. The 
£300 millions expended on new housing, even if you take 
into account the allowance for repairs, probably has some 
offset in the deterioration of a large number of houses 
which are not adequately maintained, which of course 
the existing rents do not permit. 

3673. You spoke a minute ago of concerns that had to 
come to the capital market to finance their existing 
business. You had particular cases in mind, I suppose? — 

Unilever, Imperial Tobacco and Imperial Chemicals have 
1 come to the capital market in the last three years. 



standard" rate on income and allow a rebate on earned 
income. 

3682. If you charged a rate on distributed profits that 
was higher than the standard rate?— That I now think is 
bad ; I think the standard rate is such a great convenience 
that other things should be adjusted to it. 

3683. I was only going to ask you, since all these ques- 
tions are open for our consideration, would you favour 
setting business or company profits loose from the standard 
rate of income tax which is applicable to the individual, 
and turning towards a corporation tax on company profits, 
or exten din g it to business profits by analogy?— Profits are 
not confined to corporate profits, and if there is any con- 



3674. And those of course are very large industrial con- cess i 0 n by way of rebate I think it should extend to private 

cerns to whom the capital market is open? — Yes. firms as well as a corporate enterprise. To Jhat extent 1 



3675. What could one say of the smaller concerns that 
have not the same facilities? — I do not know ; I think 
they do in fact get a good deal of assistance from batiks. 
They have made large profits, which have left them a 
substantial margin after payment of tax, but on the whole 
I doubt whether they have been able to do much in the 
way of new equipment, expansion, while retaining suf- 



would like to see a concession to trading profits. I dislike 
the system of separate taxation of corporations, just 
because it does break up the income tax system and results 
in a system of taxation under which it is very hard to say 
what will be the tax on any individual income, as I think 
the case is in America. 

3684. If you look at our existing system, under which 

_ , _ j . — u : in ofpAnt o ('nrnftraHnn tav. 



ficient reserves to cushion them against a fall in material we jj aV6 pro fits tax, which is in effect a corporation tax, 

prices. I think, and the excess profits levy, which is to some 

3676.1 suppose it is difficult to get enough factual extent the same thing, we have not escaped that separation 

material to give one an overall picture with regard to to-day, have we?— No. I think most of the defects, apart 

that?— I think the Central Statistical Office might elaborate f rom what seem to be inadequate allowances for replace- 

some of the tables which they give in the National Income men t of depreciation, the defects of our income tax au 

White Paper, otherwise a sample enquiry would be neces- spr i ng from the height of the tax. Ana i tniritc me 
sary and it would have to be a very big sample if you differential taxation of corporate profits is one incident ol 

were to cover the small firms. that. I should like to get rid of that ; possibly it is^nn- 

3677. It has been said that if there has been a limiting possible to get ^rid ^of it J 8 JSme^tex alone, 
factor on capital investment since 1945 that has not been so large a re income tax is much the best 

due to financial shortage but to physical shortage. ^ Have but apart i* ^ ^ central tax in any budg et. 



you any view on that general statement? — There is a great 
deal of truth in that. 

3678. I wanted to ask you a question on your proposals 
with regard to a differential rate for retained profits as 
against distributed profits. That is a proposal which you 
put forward to provide a scheme for stimulating the 
possession by industrial concerns of adequate financial 
resources for the future. That of course is carried out 
by the form of .profits tax today, is it not? What is wrong 
with the profits tax, from your point of view, seeing that 
it does recognise to a very substantial extent just that 
distinction? — I think that is its one merit, apart from the 
revenue it raises. I think the chief objection is that it 



The proceedings were adjourned for lunch. 

On resumption 

3685. Chairman: I want to ask you a question about 
the subject of your paragraph 19. You are dealing there 
with the question whether, in allowing against your profits 
any depreciation cost, that charge should be conceived in 
terms of historic cost or replacement cost?— Yes. 

3686. One of the difficulties that strikes me there is that, 
by adopting replacement cost, you are borrowing an idea 
from the economists, are you not?— Yes. 
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3687. You are really looking at what we may call the 
real value and not the monetary value? — Yes. 

3688. Do you think you could borrow that principle 
from the economists when dealing with depreciation and 
not apply it more widely to other aspects of your 
accounts? — I think so. It seems to me to turn on the 
definition of true income. If the income is produced only 
by the using up of material assets, machinery and stocks, 
then I think the exhaustion of those real assets should be 
treated as a charge before you ascertain true income. I 
know all sorts of technical difficulties, in estimating costs 
and so on, arise but if those can be overcome, only by 
allowing this as a charge do you ascertain true profits and 
once that is done they would share the same fate in an 
inflationary period as any other form of money income. 
The person whose income is derived from work does not 
use, except to a slight extent, fixed assets and material 
stock. He works with his hand or brain and therefore 
there is no need to make him an allowance for exhaustion 
of assets which he does not use. It seems to me it is a 
different kind of income. 

3689. I quite appreciate your view, that the business 
income is in a class by itself, but I was not really thinking 
of the personal position of the receiver of the money 
income ; I was thinking of the business accounts. You 
bring in as a charge, against the money receipts of the 
year, the revenue receipts, the replacement expenditure? — 



3690. But should you not, even in those accounts, 
remember that some of the outgoings like the service on 
your borrowed money show you a profit by virtue of 
depreciation?— Yes, those charges do not go up. 

3691. To put it in the language that is sometimes 
used, you borrowed in different £’s from the £’s you pay 
the. current , interest in?— Yes, but I regard that as an 
incident of inflation and it does not seem to me a reason 
for perpetuating a system under which you do in fact 
erode and deplete existing capital quite apart from creat- 
ing new capital. There is a difference : the person who 
invests in a money asset keeps his money liquid in which 
case he can use his purchasing power at his option. He 
can invest in equities if he is not satisfied with bonds. 
On the other hand the person who makes profits has 
no option. He must risk his liquid assets in fixed form 
or he does not get business and does not make a profit. 
There should be some consideration given to that inevit- 
able risk. 

3692. What I was wondering was whether anybody 
had done a sum which showed what he suffered by charg- 
ing his profits only with depreciation at historic cost and 
what he. made by accounting for his fixed charges, his 
preference dividends, in depreciated money?— That might 
be a considerable set-off and it can be dealt with if you 
use the index numbers to “ correct ” money profits ; you 
could use it to “ correct ” money charges. 

3693. If you do not find him down on balance then 
the particular danger of eroding capital through historic 
costs would not arise?— No, I think that is true. 



3694. There is one more subject I wanted your helj 
on, that is your paragraph 23, your suggestions abou 
charging the actual cost of replacement against the revenue 
of the year in which the replacement takes place? — May 
I say I am not happy about that. In principle I think 
it is right and what led me to suggest that at least ii 
should be considered is that it was the practice in the 
railways until nationalised, and they seem to have beer 
able to carry on that practice. The railways I think 
developed that practice because they had three charac- 
teristics. They were regarded as permanent but I think 
so is I.C.L permanent. They were regarded as carrying 
on replacement quite continuously and there again I think 
many of the industrial concerns are so large that the 
work of replacement and repair is quite continuous- 
but they were regarded also as never changing their pur- 
pose and their service and that is why it was easy to 
treat replacement in the same way as repairs; whereas 
I should be sorry to see any scheme adopted which pre- 
vented industrial and commercial concerns diverting their 
energies from one object to a different object in accord- 
° £ ““ ma ' ket “ d the deveI °P™»lt 



3695. You have touched on the point I was going to 
ask about. If I understand you, by this scheme you would 
really be tying the financial relief obtained to the ques- 
tion whether you had made a replacement or not? — Yes. 

3696. And that would not fit in with what you stressed 
earlier in the paper, that the important thing is for busi- 
nesses to be able to accumulate free funds to divert as 
circumstances require?— Yes, so one is thrown back on 
the index number to “correct”. 

3697. Apart from the railways, which, as I understand 
it, had a fairly continuous renewal programme year by 
year, do you know any industry which in practice adopted 
the replacement method by way of ascertaining its profits? 
— I do not personally. I have heard there have been 
cases and certainly a large number of industries are con- 
tinuously in process of replacement and repair. It is 
quite continuous. 

3698. Sir Geoffrey Heyworth: The town gas industry 
and some electricity undertakings. 

369 9. Mr. Millard Tucker: And a lot of individual 
companies do. You are not bound to use the deprecia- 
tion method. You can have a renewals basis if you 
like. 

3700. Chairman : What I was trying to find out is 
what kind of concern had been suited by using the re- 
newals basis in ascertaining its profits. You mentioned 
the railways. I know some public utilities do. 

3701. Mr. Millard Tucker: I am thinking of a chemi- 
cal company which did to my knowledge. 

3702. I was very interested in your paper. What is 
the position now in regard to your own recommenda- 
tions? Is your recommendation that there should be an 
allowance only if and when plant is replaced?— No. What 
I would like to substitute for that paragraph is permis- 
sion to make an additional allowance calculated by the 
addition required to bring existing depreciation allow- 
ances up to replacement costs on which firms can draw. 

3703. I want to be clear about this. The present posi- 
tion is this : assume you begin with a piece of plant that 
costs £100 that lasts ten years so that you lose £10 a 
year. You will get for tax purposes an allowance of 
£10 a year against your profits. That £10 represents 
the amount that is consumed of that capital asset each 
year and at the end of the 10-year period you should 
have in your bank £100 with which to replace the asset 
by another one of the same kind, and then you start 
again. — Yes. 

3704. As I read your paper I understood that in place 
of the yearly depreciation allowance you would wait until 
the asset was replaced and then charge the whole cost of 
replacement, even if it were more than £100, as the rail- 
ways do, against your then profits and that would not 
allow you to build up in the 10 years a fund of money. 
That you do not advocate now, or do you? — I am not 
sure that it is practicable. 

3705. It will not give industry what they are clamouring 
for at the moment. They are clamouring for an increased 
annual allowance to put by, wherever it is they keep it, 
m order that it can emerge again when the time comes 
for replacing the asset? — Replacing at a higher cost. • 

3706. Yes, replacing at a higher cost.— They are only 
alternative methods of doing the same thin g 

3707. The renewal basis is open to all taxpayers even 
now. A taxpayer need not take a depreciation allowance 
if he does not want to, he may have the renewals basis?— 
Then I do not understand why he does not take it when his 
renewals cost him so much more than his depreciation 
costs, 

3708. Having once chosen one method you cannot go 
to the other method. If he bought a new asset today 
he can say ‘ I am not going to have a depreciation basis 
on that asset, I am going to have a renewals basis ” but 
he cannot do that on the existing one because he has 
already had some depreciation allowance. That would be 
ideal from the point of view of getting at your true profit 
but it would not give industry what they are clamouring 
for, viz., the right to save up. — That is only because when 
prices begin to go up persistently and rapidly you are 
unable to change to a renewals basis. 
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3709. In paragraph 22 you point out, and I would 
say rightly point out, that this method of revalorisation 
now is not itself scientific, that if values go up still more 
you will have to revalue still more, but you will never 
get the right answer in the end. I quite agree with your 
view there. What is it you do recommend should be 
done now? — That an additional allowance for the existing 
depreciation allowance based on historic cost should be 
made to bring the funds available for replacement up to 
the cost of replacement. 

3710. First of all with short-lived assets, I can under- 
stand you would be able to calculate something for that, 
but with assets that may be lasting much longer than that, 
how can it be done from the practical point of view, how 
are you to measure the additional allowance? — You can 
do it in two ways. You can do it on the index prices 
of the year, do it gradually, or you can wait till the end 
and make it then. I do not think the length of life 
makes any difference. 

3711. In a rapidly growing scientific age, a mechanical 
age, one can never be quite sure you are ever going to 
replace any item of plant with a similar one. — That is 
the argument for keeping historic cost as one element 
in the calculation. You want to know what it is that 
has been put in, but you want an allowance equivalent to 
file present value of what you put in originally. 

3712. The present written down value? — No, the pre- 
sent replacement cost. 

3713. The present replacement cost of the same asset? — 
The cost of putting it in now, and you may use that 
money to put in a different machine altogether but you 
do need that special compensation for the using up of a 
particular machine or whatever it was you put in 20 years 
ago. 

3714. That sort of allowance has got to be policed for 
the rest of the life of the business to see it is properly 
applied when the time comes for replacement, but sup- 
posing the time never comes or you do not know when 
it is coming? — Why should that be? After all you are 
allowing a cost and you do not police other costs. 

3715. 1 was thinking of an example of a multiple baking 
plant that I had the good fortune to go and look at a 
little time ago. The ovens and the conveyors which 
took the dough into the ovens and out again were all 
put in in 1937, and they are still going strong. They have 
been kept in good repair and there does not seem to be 
any probability of their being renewed for years except 
on minor repairs here and there. How do you deal with 
that? So far as one can see you would be giving the 
owner of that bakery an allowance on something which 
he is very likely never going to spend? — In principle you 
should allow him enough to cover the exhaustion of that 
machinery in the course of its useful life. 

3716. That sort of plant, and so many like that, are 
kept in such a state of repair that they are never replaced 
as such, or may not be, for years and years? — You could 
calculate the useful life. If it is not 20 years it may be 
30 years, if it is not 30 years it may be 40 years, or 50 
years or 60 years and the annual allowance may be small, 
but the exhaustion should be treated as cost. 

3717. And he also gets the cost of the repairs which 
keep it in tip-top condition? — The repairs are treated as 
a cost ; I do not see why replacement is not treated as a 
cost. It is part of the cost of production. 

3718. I need not ask many more questions: you have 
given me an answer to the question that was worrying 
me, that is, what was your solution. It did not appear 
to me from your document what the solution was. Now 
you have given it to me. It is really the same thing 
which you yourself are condemning in one paragraph. 
In your paragraph 22 you say this cannot be solved 
simply by revaluing capital assets at current prices and 
basing future renewals and replacement allowances on 
the new values so established?— No, I do not think so. 
The revaluation of capital assets such as Imperial 
Chemicals carried out a few years ago may .bring them up 
to date and they know what depreciation will be needed 
if there is no further rise in prices, but by the time 
they have to replace much of their equipment prices may 
have risen further and in that case they will either have 
to revalue all the assets again, and they might as well 
start from the original cost and allow for increases of 
price since then. 



3719. What happens if index prices turn the other way, 
downwards? — Then profits go up, true profits go up. 

3720. What would you do about this annual replace- 
ment allowance? — Bring it back into profits. 

3721. Including all the past allocations? — As much as 
necessary to allow for the change in the level of prices. 

3722. Take an example, supposing an index price having 
gone up has come back to where it was 10 years before, 
all that 10 years’ extra allowance has to come in? — Yes. 

3723. All in one year or gradually? — Gradually, year 
by year. You do that with stocks. Wool stocks doubled 
in value between September, 1950, and March, 1951, and 
they fell to their previous level by September, 1951. Those 
who made up .their accounts to March, 1951, showed a 
profit, those who made up their accounts to September 
showed a loss. 

3724. Stocks are a different matter? — I do not think 
they are different. I asked a person in the petroleum 
industry how quickly they amortised their plant, and he 
said the rule in the industry was four years but they 
did it in three years to be on the safe side. That is a 
rapid turnover. 

3725. Sir Geoffrey Heyworth: First of all I have one 
general question. I notice you have said you are con- 
fining your evidence to this particular subject, but would 
you like to make any observations at all about income 
tax more generally? If so, we should like to hear them. 
— Perhaps by restricting my suggestions to two points I 
might have given a false impression of my views. I 
would like to say income fax as it has grown up seems 
to me to be an extremely good tax. I think income is 
the best index of capacity to pay, so that in principle 
it is a good tax, and the system of allowances and pro- 
gressive weights which we have devised adjusts the tax 
to variations in income and therefore it is practicable to 
give reasonable equity, and for that reason income tax 
is not only likely to be, but should be the main tax in 
any budget. I think it has one defect as I have suggested, 
that at present it does not, in the case of industrial 
profits, define true income, and by allowing inadequate 
depreciation allowances results in treating what is capital 
as income, but apart from that I think the grievances 
which most of us feel nearly all spring from the height 
of the .tax. We did not worry when income tax was 
Is. in the £ ; when it reaches 9s. 6d. in .the £, standard 
rate, all sorts of inequalities and inconveniences force 
themselves on our attention. In particular, I think it has 
lost, or is in danger of losing, one of its great advan- 
tages, which was simplicity and economy. When I began 
reading economics the great advantage of direct taxation 
in the text books was its economy in collection. If you 
charge against income tax the cost of the services of 
accountants, tax experts and lawyers and so on which 
are called for by the collection of tax at the present rate 
it becomes an extremely expensive tax to the country as 
a whole. It has ceased to be simple and you get widows 
and poor people and people not in business forced to go 
to tax consultants and lawyers to fill up their .income tax 
forms for them whereas it was formerly a straightforward 
job. Because the amount the Revenue raises from it is so 
great, we have introduced particularly a profits tax which 
is a breach of principle since it is differentiating against 
income from a special source and has introduced a great 
deal of complication in the administration of the tax. 
That is one of the losses. I think it is because of its 
advantages and suitability as a main tax that it ought to 
be simple. It is not easy to adjust and use for purposes 
of current economic policy. In practice I think you are 
bound to have a lag of a year between the income which 
is taxed and the collection of the tax, so that if you want 
to influence expenditure I think you must do it more 
directly by taxes on commodities, or by credit restriction 
which operates immediately. It is suitable for long term 
changes like equalising the economic position of people 
in the country, but there again the simpler it is and the 
fewer the changes the better ; such equalisation should 
be gradual. But all the difficulties I think spring from the 
fact that it is so high, and will not press heavily if we 
are ever able to reduce Government expenditure and so 
reduce the pressure of the tax. 

3726. Should we conclude from that generally that if 
we had to make recommendations on the basis of pre- 
serving the amount of tax, really all we can do is to 

D 
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change some old injustices for some new ones. Is not 
that the scope of our exercise? — I would sacrifice a certain 
amount of equity for the sake of simplicity. 

3727. Have you any suggestions to make where we 
should seek simplicity, or in what directions we are most 
likely to be able to find means of sacrificing equity? — 
Abolition of profits tax, that is the chief thing. 

3728. Coming back to this more particular subject, it 
did seem to me that this approach to find a factual basis, 
whether in fact industry had been able to maintain its 
capital intact over the years, is more convincing than 
these other approaches which merely take samples and 
play about with them, because we cannot get samples of 
small businesses and so on ; but would you like to com- 
ment on how accurate you think the figures in the White 
Paper are? Are they reasonably accurate, the matter of 
computation of the figures? — It is difficult for me to com- 
ment because they do not go into detail. What I could 
do if you wish would be to put down quite a few figures 
derived from the White Paper on savings and the applica- 
tion of savings on which you could ask the Central Statis- 
tical Office to comment. They could explain and break 
down global figures so far as they had the information 
and answer that question much better than I can. 

3729. Chairman-. If you could produce something for 
us, it would help us? — It would be only half a sheet of 
paper 'but I think it would be enough to get their minds to 
work. Obviously they find the problem difficult, and if 
they find the problem difficult, everybody else must, but 
I think it is the most helpful approach because there 
are changes in their analysis and the necessary additions. 
Before four years ago I do not think they distinguished, 
under the head of profits, stock appreciation, and then 
they deducted it from profits available for investment and 
distribution, and at the end of four years that has become 
a figure so big that it wipes out one-third of the total 
profits. That is a matter you could discuss with them 
on the basis of their information better than anyone else. 
The Government again is the biggest holder of stocks and 
no one knows what their stocks are. Then again they 
have to correct ... I always felt the most doubtful figure 
in the account was the figure of personal savings. It is 
doubtful and they warn readers against taking it too liter- 
ally because to a certain extent it is a residual and may be 
affected by changes elsewhere, but in the Parliamentary 
White Paper for 1951 they introduce a correction for the 
figure they published in 1950. In 1950 they said personal 
savings were £330 millions. They now say they were only 
£87 millions in 1950 so obviously there is a wide margin 
of error in any calculation and I think they are the best 
people to explain matters. At any rate you can get it 
out of them. 

3730. Mr. Crick : You have answered a good many 
questions about your proposals concerning replacement. 
I only want to go one step further I think before passing 
on to general questions. Would your purpose be met by 
100 per cent, initial allowances at the option of the 
business?— I do not think so. That affects the time at 
which you get the allowance against tax. It does not 
affect the amount of the allowance. If you had installed 
a machine costing £1,000 in 1930, and it received an initial 
allowance of £1,000, the machine may cost you £3,000 
to-day, and you have only had £1,000 against it. Actually 
you could have invested that £1,000 and it would have 
accumulated at compound interest and gone some way, 
but it would not have compensated for the rise in prices 
which led to replacement costs being far in excess of the 
original cost. 

3731. I was under the impression that it would cover 
that problem because after all, if you are now in 1952 
replacing at a cost of £5,000 a machine that cost £2,000 
twenty years ago, what you get in effect is an initial 
allowance now of £5,000?— £5,000 plus £2,000. 

3732. No, just £5,000.— It is related to the new machine 
which has its life to live and has to be replaced, and all 
you are allowing is £5,000, and if prices rise as much 
during the next twenty years as they have in the past it 
will cost you double. 

3733. Then you will have an initial allowance of 
£10,000. I rather thought, subject to the correction of my 
colleagues, that was the burden of the Tucker Committee’s 
recommendations? — There is another way I can see: if 



you have your initial allowance you are at once able to 
put it into real assets, they would presumably go up with 
other assets if prices did rise and you would be hedging 
against inflation. The objection to that is you pay income 
tax and profits tax on stock appreciation. 

3734. Am I right in thinking from your paper that in 
your view it is desirable at all times and in all phases to 
encourage the ploughing back of profits? — Not at all times 
but in times like a generation that follows a Great War ' 

3735. Irrespective of the phase of the business cvcle if 
there be such a thing? — Yes. 

3736. And you would not then have been agreeable to 
the removal of initial allowances in the Budget of 1951 • 
you would not have accepted the argument that it would 
provide some relief from the pressure on the production 
of capital goods?— I think I probably would and I should 
be inconsistent, but for this reason : that it is so uncertain 
whether we shall be able to balance our payments by the 
end of this year that we are bound I think to take drastic 
and possibly in the long run uneconomic, steps to reduce 
consumption of imports and reduce inflationary pressure 
but that I regard as a transient measure. I do not think 
you can solve the disequilibrium in our balance of pay- 
ments by reducing capital expenditure in this country I 
should think in the long run it would mean we should 
get into a worse position rather than a better. 

3737. Apart from such emergencies you regard the 
ploughing back of profits as something quite essential to 
the improvement and expansion of industrial resources?— 
In an imperfect world it seems to be the biggest incentive 
to employing capital where it is wanted and I think we 
want more capital in industry. 

3738. Does that lead you to take up any position one 
way or the other on the taxation of capital gains?— That 
is taxation of individuals. 



3739. And perhaps of companies, but I am thinking 
primarily of individuals and individual shareholders?— I 
do not like the proposal to tax capital gains for a number 
of reasons. If the capital gains simply reflect the influence 
on security prices of inflation you might argue that the 
real assets the investor acquires are worth no more and 
there is no reason to tax them. It is not a real increase 
m his wealth. They merely represent an inflationary 
general rise in security values which at some time will 
give place to a fall and they would be wiped out ; what 
you gain on the rise would be wiped out on the fall. I 
do not think you can have an inflationary rise in prices 
continuing indefinitely without provoking such a reaction 
which wipes out the gains or undermining the currency 
and compelling such a reconstruction of currency as you 
had in Germany a few years ago in which all capital gains 
are wiped out ; so I do not think it is a good proposition 
from the point of view of the Revenue. In application 
to individuals, I think it would be extraordinarily difficult. 

¥*■ Millard Tucker putting some of the 
d ™ cu i t , ies - Obviously if you tax capital gains a person 
with idle resources will invest in pictures or diamonds and 
huw are you to tax them and how do you value them? 
b° w , do , 7°“, tax the capital gain in a private business, 
l resumably the equity of a private business goes up in 
the same proportion as the equity of a company which is 
in the same industry in a period of inflation of trade. I 
do not know how you would tax that gain, yet why should 
you tax the company and not the private firm? 



37 t°'j T ^ e - °hJ ec ti° ns concern principally the kind of 
so-called capital gain which arises from currency inflation, 
but I am thinking rather of the type of capital gain which 
arises from the process you have recommended. Let 
us take this contrast. Suppose I am an ordinary share- 
holder in a company and I am paid a dividend of 10 per 
cent, on my shares. I, of course, pay income tax and 
Perhaps surtax on that dividend. Let us suppose, on the 
other hand, the directors of that company, because they 
plough back to the fullest possible extent, pay me 5 per 
cent, and I therefore pay much less in tax ; there is no 
doubt, is there, that I have received an addition to my 
personal wealth which otherwise could have been accom- 
•phshed only by setting aside some of my taxed income. 
What would you say to that kind of case for taxing 
the sort of capital gains that will be increased under the 
pressure of the adoption of your recommendation?— So 
far as income tax is concerned it will pay tax. 
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3741 In the hands of the company, not in the hands of 
the shareholders?— So long as it remains with the company 
it escapes surtax. At present it pays profits tax. Your 
company is forcing you to save. You could agitate with 
them to increase the dividends. On the other hand most 
investors accept that. They prefer the addition. I do 
not think they have a grievance. 

3742. There would not be much chance of success? — 
I do not think- so. I think on the whole I should welcome 
that arrangement as a little more saving which otherwise 
would not arise. 



3752. Mr. Kaldor : There are a number of questions 
which arise on the earlier discussion to-day that I should 
like to ask you about. The first is this business of the 
erosion of capital which came up a number of times, in 
answer to questions by the Chairman before lunch you 
said you think a certain amount of erosion m the real 
industrial capital of the country has been taking -place 
or is taking place? — That is quite possible. 

3753. You base that on what? — On Tables 29 and 30 
in the 1951 White Paper.* In Table 30 the total capital 
expenditure on fixed assets is £1,577 millions; in Table 
29, line 8, provision for depreciation by enterprises is 

3743. If you continue this process of ploughing back £1 ’ 02 2 millions of which £260 millions, that is in another 

on a very large scale and very extensively and very per- {a £j is initial allowances leaving £762 millions It is 
sistently, does it not mean that you foster the entrench- ssible to ma ke a division by the aid of Table 31 
ment of a large, powerful and already well established £ etween non-industrial and industrial expenditure using 
undertaking as against the small and up and coming industry in the wide sense to include agriculture. If you 

concern?— -It is a matter of degree. If a large company take only housing and public building you get £400 

is conservative in its distribution and does strengthen its millions which is not industrial leaving £1,177 millions, 
position, on the whole I think it is desirable it should be and wliat j sugg ested was that if you take the figure of 
allowed to expand its operations. It will be a manage- deprec i a tion allowances for enterprises at £762 millions 
ment one can trust with society’s resources. The small an £ Taise it t0 aUow f or the fact that that figure is 

company has -the same opportunity, and I should have calcu i at ed on historic cost and current replacement is 

thought that on the whole it distributed less than the at current cos t, there will not be much difference between 

big company, a smaller proportion of its savings. the two figures. 

3744. My question is whether it has the same oppor- 3754. j think I ought to add to this if I may, though 

tunity inherent in its position? I do not know. My j am not sure t h a t I can put it in the forin of a ques- 

impression is that the owners of small businesses are as tion 1 am a f ra id the Central Statistical Office did not 

economical as they can be, everything goes hack into the break down th i s figure of £762 millions for depreciation 

business, and over a period they save at least as high w hi c h does contain an awful lot of different things; but 

a proportion as companies with a large body of share- the statistics and Intelligence Branch of the Inland 

holders dare save. Revenue has supplied us with more detailed figures 

3745. You are thinking of the small private company from which it mjean that ^ TiS’bSe tt/SS 

» distinct from the unincorporated businessl-Yes. and amolmt ,* 13 a ° out £244 millions. It is 

3746. Professor Hicks : I would like to ask one question. this sum Q f ro ughly £250 millions that you ought to 

When replying to Sir Geoffrey Heyworth just now you compare with the annual expenditure on plant and 

stressed very much the extent to which all these troubles machinery in order to form an opinion how that annual 

with which we are so much concerned are due to the high expenditure on plant and machinery is related to depre- 
rates of taxation now imposed. I would like to ask c i a tion. Also when you say that this was on historic cost 
whether you consider the reforms in the definition of you would have to allow for the fact that a great deal 
taxable income on a replacement cost line are really more of tlie a n 0W ances now relates to expenditure undertaken 
necessary or less necessary than reduction in the rate of since the war. My own estimate is that on pre-war 

tax? — I think more necessary. My general position is prices the present allowances should only amount to £150 

that we have to face in this country a sort of reorientation m ji]jons instead' of £250 millions, therefore the correction 

of business such as we had to face in 1922 because we f or tbe change in prices is not nearly as large as would 

have not yet emerged from the re-starting boom which appe ar if you were to take the rise in prices since 



follows a war. We do not know how much Indian and jhg war . — Do I understand you, the figure to compare 
r mmp In mpnn We 'have to millirtnc nnnt.war values is £1.577 millions? 



face the sort of reorientation we had in the period from ld _ av to make tb ; s comparable you 

3747. Supposing the alternatives were the use of a given shou i d have thought it is the figure for plant and machin- 
amount of money either in making the replacement cost ery and passenger cars, £641 millions, which is more 
adjustment or in a similar reduction in tax, so that business comparable to this annual allowance of £250 millions, 
in general is going -to get -the same sum in tax reduction in 

... 6 ... . . . c/wolcm vuVlirllP.VP.r 



either case. Would not that stop the erosion whichever 
way it was done? — You mean reduction in the standard 
rate? 



3748. Yes. — Even so . . . 

3749. -Or the abolition of profits tax?— In that case I 
think my reply is (a) provide for replacement costs, ip) 
reduce profits tax, (c) reduce the general rate. 

3750. There is an argument on the other side and I 
should like to know how much weight you would give 

. i . ' _ rvf WOUIQ. 



3756. Professor Hicks : Might I ask whether it would 
not be convenient for the information of other mem- 
bers and also perhaps for the record if Mr. Kaldor stated 
at this point what were the other items included in the 
£762 millions depreciation allowance apart from industrial 
depreciation allowance? 



3757. Chairman : 
millions in? 



Which table is the figure of £762 



3758. Mr. Kaldor : This was a residual figure calcu- 



to it that the change in the definition of income would i a ted by Sir Henry ; you can get it in the White Paper 

- * - - - * * ’• - to industry a certain b y taking from item 8 in Table 29 the amount of initial 

i iq<o iknwn in item 16 nf Table 6. 



rather have the effect of handing over to industry a certain by taking trom item o in ** u« “““T 

So.um industry a certain lomp sum, allowances given in 1950 shown in item .16 of Table 6. 

X?elsfte oSer method would a« on the marginal rate But. the Jgurejhere for Mher allowances » £864 rmllions. 



in encouraging —No. The figure I quoted is item 10 (b) of Table 2. The 
SLveSent“ gotto ae”Sht lines than a lump sum. £864 millions may include such things as depredation 
Do you attach any weight to that?-I think 1 would, yes. on public buildings. 

I prefer -the method of dealing with replacement costs 2159. I gather from the Inland Revenue that this is 
first because that would apply to industrial income speci- ratber an omn ibus item which includes all sorts of things, 
fically, whilst an adjustment in the general rate would o ^ wb j cb annual allowances of plant and machinery alone 
spread over the whole income. That is my reason, ir were tbe bgures mentioned to us. In addition it 

vou net a more nrecise adjustment of any reliel you give „ orir.nl ture. the nationalised industries, con 



to industrial income it is wholly desirable. 



tains agriculture, the nationalised industries, concerns 
operating overseas, initial allowances, allowances on in- 



3751. From that point ol view me 
profits tax, which would apply to industrial income, would 
be the first? — Yes. 
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for scientific research and patents. I am afraid I do not 
have a complete reconciliation of these two figures ; no 
doubt it can be supplied. 

3760. Mr. Kaldor : Quite apart from this question, you 
would not say, leaving figures and looking at it in a 
general way, that the amount of real investment in in- 
dustry, the amount spent on plant and machinery and 
factory buildings now in the process of being created 
is less than used to be the case in the years before the 
war? — No. 

3761. I think there has been a considerable increase 
as compared to pre-war years? — Yes, a large part is re- 
placement ; the need for replacement is exceptionally large. 

3762. In other words, what you are saying is that we 
are overtaking arrears accumulated during the war years 
when ordinarily renewals and replacements were not taking 
place? — Yes, and war-time expansion, it is an exceptional 
charge. 

3763. Our industrial capital is probably not much 
larger than it was before the war? — That is my 
impression. 

3764. But having once overtaken the arrears, if we are 
to continue making investments in plant and machinery 
in industrial buildings at the present rate, then you would 
agree we should be increasing our real capital faster 
than we were increasing it in the interim period? — I 
think that is probable, yes. 

3765. So that all your fears concerning the erosion 
of real capital really relate to the question whether the 
present rate of real investment in industry can be main- 
tained. If it were maintained you would have no fears 
of such erosion taking place? — I would have to look 
at the increase of output of industry. I have not got 
that in my mind. 

3766. Industrial investment is largely a matter of the 
output of the steel and engineering industries and build- 
ings? — Since the war it has been very largely a matter 
of reconstituting stocks, which has been enormous. 



done given our present situation unless we m 
transfer resources from the consumption 
and produce more steel and have an enlarged 
in engineering? You would agree? — Yes. 



ianage to 
industries 
capacity 



3770. There is no other way we can do it?— -No 

3771. If you look at it from the financial requirement, 
of having more investment, is not the most important 
matter to reduce consumption, is it not far mn 
important, in order to provide industry with finan™ 
to reduce consumption than relieve them of taxation in 
respect of profits?— So that they can draw additional 
capital from the market do you mean? 



3772. Unless resources are released from 
to investment, investment in fact would not 
— Yes. 



consumption 
be increased? 



3773. And if investment resources 
follow the financial resources will be 
or the other? — Yes. 



are .there, does it not 
there too in one way 



3774. Someone will be able to .provide the money if the 
resources are there?— You mean the fundamental condi 
tion that is dangerous is a disproportionate amount of the 
national resources applied to consumption? 



.t 3 ! 75 ' Y , es - *1 we . wi ‘ h , •“ >“ve increased investment 
the tax reforms that should be pressed for are reforms that 
are capable of reducing consumption. That is the only 
way in which we can have an increase in investment, and 
unless we manage to reduce consumption the job cannot 
be done. It may be that our present level of investment 
is inadequate even to maintain our real capital stock but 
there is nothing else we can do in order to change the 
situation. — -I think that is right. 



3776. Does it not follow that in any tax reform the 
overriding question that we ought to keep in mind is 
whether it will have the effect of increasing or reducing 
consumption? That is far more important than any other 
consideration.— I think that is the Treasury’s problem. 



3767. Yes, but assuming that process of reconstituting 
stocks has now been more or less completed, real capi- 
tal accumulation involved using the products of the steel 
and engineering industries for the purposes of enlarging 
industrial capacity at home. — You do not fear any run- 
ning down of the railway system? Do you think that 
has been adequately kept up? 



3768. I am not sure. The question I was coming to 
was this : we have had a certain rate of real investment 
in recent years in fixed assets. (I am not worrying 
about stocks any more.) We may have to reduce this 
now for two reasons, one is rearmament and the other 
is the need for increased exports. Apart from these, 
if we could maintain the actual rate of investment then 
I do not think there would be much fear in industry as 
a whole that erosion of capital would take place. Some 
industries like railways, may not maintain their capital, 
perhaps they ought not to because they are obsolete, but 
other industries would be expanding all the faster.— I 
think that follows. I am not sure how soon we shall be 
relieved from the necessity of larger exports, and I am 
not sure, though it is difficult to check this, of the weight 
of capital investment before the war. 



3769. I am entirely with you. Our capital investment 
ought to be as high as possible and it should be in- 
creased. The question I am asking is how can this be 



3777. I was wondering whether there was a difference 
between us ; I am very glad to see there is not. As far 
as the question of the effects of depreciation allowances 
and suchlike is concerned, the problem would only arise 
if it were found that there are surplus resources in the 
investment goods industries that are not utilised by in- 
dustry, it is then you can say for one reason or another 
industry has not enough financial resources to undertake 
all the investment that it is possible to undertake?— Yes. 

. 3778. And if that situation were to arise, then giving 
industry more money by way of lower interest rates, in- 
creased credit facilities, higher initial allowances, lower 
taxation of profits are on exactly the same level in remedy- 
ing the situation. It does not matter how industry gets 
the money if -they get it and spend it?— I think there is 
one complication, you cannot look simply at .the invest- 
industry. We can increase the exports, we might 
get additional equipment from America, that is the only 
qualification. 

3779. Again it is a question of reducing consumption, 
increasing exports?— Yes. 

3780. Chairman : Thank you very much for your help- 
ful evidence. At your leisure you will let us have a short 
“ t * on ’ he k T md of pointers you spoke of when answering 
Sir Geoffrey Heyworth?— Yes. 



The witness withdrew. 
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Mr C. J. Geddes, C.B.E., Mr. L. Murray and Mr. F. Jones, on behalf of the Trades Union Congress; called and 
1 ‘ ' examined. 



EXTRACT FROM MEMORANDUM SUBMITTED BY 
THE TRADES UNION CONGRESS 



B. PARTICULAR MATTERS 



Introduction 

98. This section of the Evidence submitted by the 
Trades Union Congress is supplementary to its previous 
Evidence on General Social and Economic Questions. It 
deals with certain of the particular questions listed in 
Part B. of the Commission’s Heads of Evidence. 



Question 5 (b) Is the present distinction between profits 
liable to charge and those not liable to charge as being 
capital profits satisfactory ? 



Gambling profits 

106. There is, we consider, a good case on both social 
and fiscal grounds for taxing gambling profits. The social 
aspects were reviewed by the Royal Commission on 
betting, who stated in their Report (para. 209) that they saw 
“no reason on social grounds why the State should not 
secure revenue from expenditure on gambling. Indeed, 
we think it in principle .reasonable that all commercial 
forms of gambling should make a contribution, as do 
other forms of amusement and indulgence.” We agree 
with this point of view, and are of the opinion that it is 
supported by fiscal considerations, which the Royal Com- 
mission on Betting excluded from their purview. 

107. Profits from betting, lotteries and gaming often 

represent a source of current income. The illogical state 
of the .present law is illustrated by the Court decision 
that private betting from a home address is not liable to 
taxation even if it constitutes the bettor’s sole means of 
livelihood. -— c ‘" ““ " U1 " 



stamp duty. When we express our concern at the tax- 
free profits made by individuals and companies from the 
purchase and sale of assets outside the ambit of their 
normal business or trade, we are reflecting the increasingly 
critical attitude towards this state of affairs taken up by 
large sections of trade unionists in recent years. 

112. There can be no doubt that the opportunity to 
derive untaxed profits from such practices as the short 
term speculative buying and selling of shares, house- 
property and other assets, and the conversion of private 
companies into public companies, provide grounds for 
criticism of the existing law. They are excluded from 
taxation on the purely technical grounds of a legal defi- 
nition which does not correspond to the facts of the 
situation. The facts are that the object of undertaking 
these activities is often to secure untaxed income, that 
the rewards of these activities are treated by the recipients 
as spendable income and that by no stretch of the imagi- 
nation can such expenditure be regarded as running down 
capital to maintain life. 

113. These facts in themselves argue the need for 
tackling this problem by the introduction of a tax on 
capital gains, as the 1919 Royal Commission on the 
Income Tax recognised in their Report (paras. 84-94), and 
the case for introducing such a tax can be further sup- 
ported on several counts. 

1 14. In the first place, such capital profits are frequently 
derived not from the exercise of productive skill and 
effort but from the ability to exploit the situation of the 
market—as j n the case of industrial shares. The possi- 



While bookmakers’ profits are assessaoie tu ^ w ““~ — r~, 

tax. and thnirtaaa admissible a, deductions, those losses bility _of jecurmg. 



become gains to the recipient but escape the tax net under 
the present law. Moreover, this fact has been seized 
upon by would-be tax evaders, who can plead that un- 
disclosed gains in fact are the proceeds of betting, etc. 
transactions : this loophole in the law can only be stopped 
by making these profits assessable to tax. 

108. No doubt the Royal Commission will have in mind, 
when considering this question, the objections which might 
be raised by sections of the community who are opposed 



unity ui owuxuiB ... o — — - , . . . ' . , , — 

the market) attracts the use of capital which might other- 
wise 'be used in more socially desirable investments. The 
test of the desirability of an investment thus becomes 
whether it will enable the investor to secure an advantage 
from a short term appreciation in value (even at the 
expense — borne by someone else — of a subsequent diminu- 
tion) rather than whether it will provide a useful service 
to the community and a long term reward to the investor. 



115 In the second place, the rewards to be gained from 
speculation are likely to, # ,to toe_pre™ rf mBatoon. 



to the State benefiting by participating, in some sense in ipkiwnh ^ h ich leads to the creation of real 

gambling transactions. We recognise the force of these Bona fide mv diff °” nt purpo se and different economic 
objections, but hold that they are outweighed by the wealth* has rmrelv speculative short term investment 

considered views of the Royal Commission on Betting and effects than P V P qu ick returns in the form of 

by the probability that on balance the imposition of a whose object is to secure qua.* 
tax would reduce this activity. capital gains. 



i 09^ ~We "therefore suggest that gains from lotteries, ,16. In tE? 

jetting and gaming should be treated as a special category benefit from the fact th^ capital gai 



betting and gaming should be treated as a special category benefit from tne racr “^3 ts b to reserve by a rebate 
of short-term capital gains (see below paragraphs 1 10 to Firms are en ^ our ^| e . profits Tax, but the very fact of 

121), and that the taxpayer should be allowed (subject to 0 f 40 per cent . of I the Troms^^ to be reflected in a 

a time limit) to set off net annual losses against future strengthening shares or the possibility of making 

nr-Hiritioc Wi» recnonise that it would hicher value or tneir snares ui e . J? 



a ume nnuu io set un net auuu.m -o -- -- - , “ t *v.:_ „ 

gains from these activities. We recognise that it would higher value of Q ™.®jXe r T c an "therefore 'realise part' of 
be necessary, on the grounds of administrative con- bonus issues. S i reased va l U e, with some confidence 

: limit he nw which annual net their holdings at an mcreaseu , _ . . • , 



Jlinas UUI1US AOUUWJ. j 

venience, to set a minimum limit below which annual net their holdings at an u*cre^ ^ ma j ntailied foy the 

gains (and losses) from gambling would be disregarded. that their cur nominal dividend by those who 

... pressure for a iugner nou market value. The 

Other capital gams have, bought shares t a ^ ( f ourse> enhance d j n condi- 

110. Under the present tax law capital gains or profits possibility of ’ 
arising from transactions which do not form a part of tions of full employmen ^ advocating 

the ordinary business of the person making them are j 17 We would emphasise t w ithin the terms of 

exempted from tax. The principle which appears to . g nQt a tax on 

underlie this practice is that if, such 8^ were^ taxed reference of the Royal ’as caoital. The t 



underlie this practice is tnat u suen s<ui» reference ot tne „ * , oan : ta i The tvw 

it would constitute taxing capital, and would go beyond hich is at present masquerad g P ar classified 
the intention of the Income Tax Act, 1918, . which is ...» in mind are those jvhicn are classified 



restricted to bringing into tax the revenue derived Irom 
capital. 

111. We are not, of course, concerned here with capital 
profits which are already recognised by the law as con- 
stituting income and are taxed accordingly. It is, however, 
our opinion that it is inequitable to levy income tax (and 



wmeu i» • d are those wiuen are classified 

of gains we have m mina^ ^ u s Federal income Tax. 
as gains for the purp bg classe( j as capital assets except 
Thus all proper y j or sa i e in a trade or business, 

that which is used or hetdf ^ assets should (subject to 



-ale 0 f such assets si 
;i d .. S r 8 sa S 0 betow) b= assessed to tax. 



what is i 

„ <,Vinnld Operate after an appointed day 

H.i The tax Sho op fee levied Qn the - n 



possibly sw-tax) on say? ^profit made by a full-time 11^ The « . ^ should be levied on the gain 

dealer in shares from a remunerative transaction whilst specified l by J g een that appointed day and the date 

an individual who benefits to the same extent from a which accrued ^ wag sold . 0 n the one hand, this 

similar transaction escapes with the payment of a small on Wh 
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would avoid any hardship which might arise where an 
individual had bought an asset some considerable time 
before the appointed day without knowing that his trans- 
action would, at some future date, become liable to tax ; 
and it would, on the other hand, prevent speculators 
from realising an untaxed capital gain which accrued 
during a period when, merely 'because of a difference in 
the date of purchase, gains were accruing which would 
eventually become liable to tax. 

119. To be equitable, a capital gains tax should dis- 
tinguish between the speculator and the bona fide long 
term investor. Capital gains derived from the sale of 
assets held for a short period should therefore be taxed 
more heavily than gains from the sale of assets held for 
a long period. This has been the practice in the United 
States, where a profit resulting from the sale of a capital 
asset held' for less than six months has been taxed, twice 
as heavily as when it is held for more than six months. 
Capital losses should also, as in the United States, be 
deductible from capital gains to arrive at net taxable 
capital gains, but net capital losses should not be 
deductible from ordinary income to arrive at net taxable 
income. Capital gains should, indeed, be treated as a 
special class of income and should not be consolidated 
with ordinary income for tax purposes: the rate of tax 
to be levied should be determined independently of the 
standard rate of income tax. We consider, however, that 
it should be possible to carry forward net capital losses 



[ Continued 



(subject to a time limit) and set them against future 
capital gains for tax purposes. 

120. It must be recognised that there are possibilities 
of evasion in connection with this type of capital gains 
tax. Perhaps the main possibility arises from the fact 
that speculators may hold on to assets which are appre- 
ciating in value long enough to avoid the higher rate of 
tax, whilst at the same time increasing their spendable 
income by selling assets which have not appreciated. This 
may account in part for the relatively small yield of the 
capital gains tax in the United States and suggests that 
the minimum period which assets have to be held to avoid 
the higher rate of tax should be longer than that in force 
in the United States. On the other hand, by holding on 
to such assets speculators take the risk that the gains will 
never be realised. Thus even if the yield of the tax is 
not large it may serve the purpose of discouraging 
speculation for tax free gains. 

121. We recognise also that administrative problems 
would be set by the introduction of such a tax, and it 
would he necessary, at least in the initial stages, to limit 
the scope of the tax. From an administrative point of 
view, therefore, it would probably be desirable to fix a 
minimum level below which net capital gains would not 
be taxable (nor, conversely, net capital losses carried 
forward). 

23.1.1952. 



Mr. C. J. Geddes, C.B.E., Mr. L. Murray and Mr. F. Jones 



SUPPLEMENTARY MEMORANDUM SUBMITTED BY 
THE TRADES UNION CONGRESS 

THE EFFECTS OF INFLATION ON INDUSTRIAL CAPITAL RESOURCES 



Part I — Comments on the F.B.I. Case Study 

[The F.B.I. Case Study will be published in the Minutes 
of Evidence for the Seventeenth Day.] 

1. The purpose of the pamphlet issued by the Federation 
of British Industries on “ The effects of inflation on in- 
dustrial capital resources ” is to back up with statistical 
evidence the allegation that the : 

“ . . . combination of inflation and high taxation, 
coupled with the deficiencies of the existing method of 
computing depreciation allowances, has seriously im- 
paired the capacity of industrial undertakings to main- 
tain their capital resources and to finance essential 
expansion.” (Foreword. - ) 

2. The objects of Part I of this document are, first, to 
examine whether the statistical analysis which the F.B.I. 
have put forward is in fact representative of the position 
of British manufacturing industry and, second, to discuss 
whether, if it is representative, the F.B.I. are justified in 
drawing the conclusions set out in Part III of their 
pamphlet. 

Basis of the Survey 

3. The basis of the F.B.I. survey was a questionnaire 
sent to certain of their member companies. Figures based 
on the replies to the questionnaire are given in Appendices 
A and B of the pamphlet, but the questionnaire itself is 
not included, nor is a list of the 80 companies which are 
covered by these Appendices. 

4. As a check on the F.B.I. figures we have taken a 
sample of the balance sheets of 80 manufacturing com- 
panies included in the series of company memoranda 
issued by Moody’s Services Ltd.* This sample is referred 
to in this document as the Moody survey. It should be 
emphasised that the sample was drawn completely at 
random. No attempt was made to select particular types 
or . sizes of company, and in fact the issued capital of the 
companies covered by the survey ranged from £10,000 to 
£4£ millions in 1949. 



* See Appendix. 



Is the survey representative? 

5. The first question to be considered is whether the 
F.B.I. survey is representative of manufacturing industry 
generally. The F.B.I. themselves do not claim (para. 9)* 
that the companies which replied to the questionnaire 
are “ completely representative of industry as a whole ”, 
nor do they claim complete statistical accuracy for their 
estimates. It is regrettable that the F.B.I. should have 
thought it appropriate even to publicise these results as 
a “ case-study ”, carrying the implication that they are in 
some sense typical of a wider number. 

6. This question can be looked at from another angle— 
the average size of the companies which replied. In 1949 
each of the firms covered by the F.B.I. survey had, on 
average, no less than £10 million worth of net assets and 
8,500 employees. Yet the Ministry of Labour estimate 
that manufacturing establishments employing more than 
10 persons at the end of 1949 had on average about 125 
employees, f 

7. Comparative figures of employment for the firms 
covered by the Moody survey are not available, but the 
average value of their net assets in 1949 was about 
£870,000, compared with £10 million for the F.B.I. firms. 
We do not claim that the firms covered by our survey are 
representative of the whole of British manufacturing in- 
dustry, although any case-study of these firms would 
obviously come nearer to giving a statistically represen- 
tative picture of British industry. 

8. The answer to the first question, therefore, is that 
the F.B.I. survey cannot be taken to be representative of 
manufacturing industry generally. The F.B.I. cannot claim 
that the conclusions which they draw in Part HI of their 
study relate to anything 'but the 80 firms which replied 
to the questionnaire. 

Comparison of real capital assets 

9. The first question posed by the F.B.I. (in paragraph 
10) is how the 1949 capital assets of the companies con- 

* Unless otherwise stated, all references are to paragraphs of 
the F.B.I. pamphlet. 

t Ministry of Labour Gazette, June, 1950. 
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earned compared in real terms with those which they 
assessed in 1938. The figures on which they base their 
conclusions are given in paragraph 12 of their pamphlet. 
Comparable figures based on the Moody survey are as 
follows:— 

TABLE A 



Assets 


1938 

£’000 


1949 

£’000 


Increase 
over 1938 
£’000 


Buildings, plant and 


15,152 


24,900 


9,748 


Net current assets 


13,276 


41,730 


28,454 




28,428 


66,630 


38,202 



10. Fixed assets. To revalue 1938 assets at 1949 prices 
the FBI use the U.S. Economic Co-operation Adminis- 
tration (E.C.A.) index (paragraphs 13-14). This index was 
derived by E.C.A. from a Capital Goods Price Index pro- 
duced by D. Seers (see Oxf. Inst, of Stats. Bulletin, June, 
1949) the index numbers for 1939-1943 being interpolated 
by RC.A. The F.B.I. do not justify the use of this par- 
ticular index, yet it probably exaggerates the rise in the 
costs of fixed assets. The indices of the costs of fixed 
assets for 1947-49 calculated by the U.N. Economic Com- 
mission for Europe (E.C.E.) in the “ Economic Survey for 
Europe in 1949 ” (p. 236) were 212, 224 and 229 (1938 = 
100), as compared with the E.C.A. figures of 218, 240 
and 249. 



11. If the F.B.I. had 'based their index on the E.C.E. 
estimates it would of course have the effect of reducing 
the value of 1938 fixed assets at 1949 values : it would also 
reduce, but not by so much, the 1949 composite book value 
at 1949 prices (see paragraphs 15-17): the net result of 
these two changes would be to enhance the value of the 
firms’ existing assets as compared with their 1938 assets. 
In the following section, however, we have deliberately 
used the E.C.A. index in order to present the F.B.I.’s case 
as favourably to them as possible. 

12. Using the E.C.A. index the F.B.I. show that £127 
million of fixed assets at 1938 prices were worth £315 
million at 1949 prices. Applying this index to our own 
figures, £15,152,000 of assets at 1938 prices were worth 
£37,728,000 at 1949 prices. Both these calculations assume 
that the 1938 book values represented the actual value of 
the assets then in use. 



13. The next step is to find out the real value (as 
compared with the book value) of the 1949 assets. Using 
the method described in paragraphs 15-17 of their docu- 
ment (and illustrated in their Appendix B) the F.B.I. 
estimate that this figure is £304 million. Using the alter- 
native method described in paragraphs 19-20 of their 
document the F.B.I. estimate that the real value of the 
1949 assets (on a replacement cost basis) was £356 million. 

14. The first method therefore shows a reduction in 
the real value of these firms’ fixed assets of 3£ per cent. ; 
the second methods shows an increase of 13 per cent. 
The difference is a marked one, and demands further 
investigation. Before doing this, however, it should be 
stated that we have insufficient information available to 
to carry out similar calculations in relation to the firms 
covered by the Moody survey. 



their 1949 assets at 1949 real values would be worth about 
£42* million (see Table E below). Whilst it would be 
unrealistic to put our calculations forward as firm esti- 
mates, it is, to say the least, probable that the value of 
the Moody firms’ real assets in 1949 was greater than 
their value in 1938. 



16. To revert to the alternative figures put forward by 
the F.B.I., they state (in their footnote on page 9) that 
they favour the one reached by the first method since 
the second method suffers from the fact that “it was 
not possible to ensure that a uniform method of calcu- 
lation was adopted”. This preference is debatable. In 
the first place, for the reasons given in paragraph 10 above, 
the E.C.A. index is of doubtful validity. In the second 
place, even if the E.C.A. index was accepted as being 
accurate, it is a generalised index and there is no evidence 
that the rise in the investment costs of these 80 firms has 
followed the average pattern. Thus it at least appears 
to be an open question whether the firms’ own calculations 
are less accurate for this purpose than is the E.C.A.. index. 
The choice of basis does, of course, make a considerable 
difference to the picture. It would obviously be in the 
F.B.I.’s interest, if they are seeking to prove that these 
firms have not maintained fixed assets intact, to show that 
the first basis was the better one but they cannot claim 
that they have shown this. 



17. Current assets. The revaluation of current assets is 
simpler. Assuming that the 1949 book value of current 
assets is equivalent to (heir real value, the F.B.I. estimate 
(para. 21) that between 1938 and 1949 the real value of 
current assets rose by £36 million, or 9i per cent. On 
the same basis the real value of the current assets of the 
firms covered by the Moody survey rose by £9,735,000 
or by over 30 per cent. This is a considerable difference, 
and part of it may possibly be due to a difference of 
approach in definition, in that we have used the classi- 
fication of “liquid” and “fixed” assets used by Moody s 
in their company sheets, and we may therefore have 
included in liquid assets some stocks (e.g., of tools) which 
the F.B.I. would define as fixed assets. Such differences in 
definition, however, could only lead to a comparatively 
small error, and, in any case, they disappear when fixed 
and liquid assets are dealt with as a whole, as is done 
in the following paragraphs. 



Fixed and current assets 

18. Taking the lower of the F.B.L’s estimates of fixed 
assets (i.e., the one given in their paragraph 17) the fol- 
lowing is their estimate of the change in value of all 
assets : 

TABLE B 



Assets 


1938 assets 
revalued at 
1949 prices 
£ million 


1949 assets 
at 1949 
real values 
£ million 


Incr 

ov 

19 

£million 


ases 

er 

38 

Per cent. 


Buildings, plant and 


315 


304 


- 11 


- 3i 




Net current assets... 


378 


414 


+ 36 


+ 9i 




693 


718 


+ 25 


+ 3i 



Using the same assumption for changes in fixed assets, 
Table C shows the change in value of all assets of the 
Moody firms: 



15. A very rough check can be made by assuming that 
the average cost of replacing their assets during this 
period has been broadly the same for the Moody firms 
as for the F.B.I. firms. On this admittedly questionable 
assumption, and allowing for the fact that (on the basis 
taken in paragraphs 15-17) an apparent expansion in 
money terms of 55 per cent, concealed a real contraction 
in physical terms of 3* per cent., the- Moody firms ex- 
panded their assets by about 2 per cent, to £38* million 
(see Table C below). If, on the other hand, we were to 
assume that the rate of net annual expenditure and depre- 
ciation of the Moody firms was broadly the same as 
that on which the F.B.I. firms based their alternative 
approach (see paragraphs 19-20), and that therefore the 
Moody firms increased their real assets by 13 per cent., 

16735 



TABLE C 



Assets 


1938 assets 
revalued at 
1949 prices 
£’000 


1949 assets 
at 1949 
real values 
£’000 


Incr 

ov 

19 

£’000 


ases 

er 

38 

i*er cent. 


Buildings, plant and 
machinery 
Net current assets... 


37,728 

31,995 


38,573 

41,730 


845 

9,735 


2 

30 


69,723 


80,303 


10,580 


15 



On the alternative assumption of the F.B.I. that the 
firms expanded their real fixed assets by 13 per cent. 

D4 
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(see paragraph 19), Tables D and E compare the ex- 
perience of the F.B.I. firms and the Moody firms 
respectively : 



TABLE D 



Assets 


1938 assets 
revalued at 
1949 prices 
£ million 


1949 assets 
at 1949 
real values 
£ million 


Increases 

over 

1938 

£ million Percent. 


Buildings, plant and 
machinery 


315 


356 


+ 41 


+ 13 


Net current assets . . . 


378 


414 


-1- 36 


+ 94 




693 


770 


+ 77 


+ 11 



TABLE E 



Assets 


1938 assets 
revalued at 
1949 prices 
£’000 


1949 assets 
at 1949 
real values 
£’000 


Increases 

over 

1938 

£’000 Per cent. 


Buildings, plant and 
machinery 


37,728 


42,639 


4,911 


13 


Net current assets . . . 


31,995 


41,730 


9,735 


30 




69,723 


84,369 


14,646 


21 



Taken as a whole, therefore, the real assets of the 
firms covered by the Moody survey were 15-21 per cent, 
higher in 1949 than they were in 1938, while those of 
the firms covered by the F.B.I. survey were 34-11 per 
cent, higher. It may be repeated here that we have con- 
sistently taken the assumptions which are most favour- 
able to the F.B.I.’s case — i.e., which are less likely to 
show a rise in the real value of assets. 

19. Taken by themselves these figures prove nothing, 
but they do emphasise the very limited value of the 
F.B.I.’s analysis. If the F.B.I. had taken a different 80 
firms they would probably have arrived at a conclusion 
quite different from that reached in their case-study. 

Financing of assets 

20. The next question to which the F.B.I. turn is how 
the extra money to finance this increase in the cash value 
of assets was found, and in particular whether the firms 
managed to maintain capital intact without resorting to 
outside sources of financing. Table F sets out the ways 
in which the extra money was found by (a) the F.B.I. 
firms, and (6) the firms covered by the Moody survey: 



TABLE F 



Financed by: 


F.B.L 


firms 


„ (b) 

Moody ” firms 




£ million 


Per cent. 


£’000 


Per cent. 


Share issues (including 
share premiums) . . . 


52 


14-4 


6,757 


17-7 


Borrowing (short and 
long term) 


60 


16-6 


609 


1-6 


Increase in tax reserves 
and deferred liabil- 
ities 


55 


15-2 


5,221 




Changes in minority 
interests 


- 4 


- 1-2 


289 


0-8 


Profits retained in the 
business 


163 

199 


45 0 
55 0 


12,876 

25,385 


33-7 

66-3 




362 


100-0 


38,261 


100-0 



21. Table G brings together the above calculations to 
show how far the F.B.I. firms and the Moody firms re- 
spectively were able to maintain intact their 1938 real 
capital out of profits. How far they were able to do this 
depends, as the F.B.I. point out in paragraph 24, on what 
assumption is made on changes in the value of fixed 
assets ; the columns marked (a) and ( b ) in Table G are 
the result respectively of calculations based on para- 
graphs 15-17 and paragraphs 19-20 of the F.B.I. pamphlet. 



TABLE G 





F.B.I. 

£ million 


Moody 

£’000 


Amount necessary to 








' — 


maintain: 










Net current assets 


221 


18,719 




(a) 


(« 


(a) 


(6) 


Fixed assets 


70 


47 


9,191 




Total assets 


291 


268 


27,910 


25,230 


Profits retained in the 
business 


199 


25,385 




(«) 


(fi) 


(«) 


(6) 


Proportion of assets 
maintained out of 










profits 


68-4 


74-3 


91-0 


100-6 



On the assumptions used by the F.B.I., therefore, the firms 
covered by their survey could only provide from profits 
enough money to maintain intact between two-thirds and 
three-quarters of their 1938 capital ; on the other hand 
the firms covered by the Moody survey provided out of 
profits between nine-tenths and the whole of the money 
needed. We would, in this connection, direct the Royal 
Commission’s attention to the very large increases in the 
tax reserves of both groups of companies ; if there is 
any element of over-provision (on grounds of prudence) 
here, this is bound to distort the picture. 

22. We would stress that the purpose of the compari- 
son we have made is not to prove that the F.B.I. figures 
are right or wrong, but to discover whether generalised 
-conclusions relating to British manufacturing industry 
can validly be drawn from them. Our own survey shows 
that such conclusions cannot be drawn: even allowing 
for reasonable margins of error, our calculation based 
rigidly on the F.B.I.’s approach shows that broadly speak- 
ing these firms saved enough from their own profits to 
maintain capital intact. 

23. Other facts, however, would have to be taken into 
account before any definite answer could be given to 
the question whether industry had suffered from infla- 
tion and the level of taxation. 

24. First, the F.B.I. do not provide figures of total 
profits or of distributed profits for these firms, and we 
are therefore unable to judge whether they are right in 
their assertion (paragraph 26) that: 

“ Any suggestion that the companies could have 
avoided seeking outside finance by reducing the 
amount of profits distributed ... is not borne out by 
the facts. . . .” 

This omission is remarkable since the F.B.I. must have 
had these figures in order to work out the percentages 
of distributed and undistributed profits quoted in para- 
graph 26 of their pamphlet — percentages which, without 
knowing what sums they represent, are quite meaning- 
less. It is not sufficient for the F.B.I. to say, as they 
do, that “data before 1945 (are) not available”: the 
actual figures are available in the annual profit and loss 
accounts of these firms. This omission must, rightly or 
wrongly, create some suspicion that the figures of profits 
distributed by these companies between 1938 and 1949 
would have weakened the F.B.I.’s case. 

25. Second, although the F.B.I. show that profits re- 
tained in the business were not in themselves sufficient 
to cover the cost of maintaining intact the capital of 
their 80 firms, the fact remains that the real value of 
the assets actually owned by these firms in 1949 was 
higher than their assets in 1938. This, of course, is 
even more true of the firms covered by the Moody survey. 

26. Third, while agreeing that firms do not like going 
outside their own businesses to raise capital, there is no 
reason to claim that industry, or even particular firms, 
should in the nature of things never be obliged to do 
so. It appears practically certain that the firms covered 
by our survey saved enough from their own profits to 
maintain their real assets intact, and only raised capital 
from outside for purposes of expansion. 
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27 Finally, it should be pointed out that, whereas be- 
tween 1938 and 1945 the F.B.I. firms saved £66 million 
out of profits, between 1945 and 1949 they saved £133 
million: the annual rate of accumulation in these last 
four years was three and a half times as high as in the 
first seven— and this rate has probably continued. 

Adequacy of capital resources 

28. The next question considered by the F.B.I. is 
whether the capital resources of these companies were 
adequate in 1949 as compared with 1938. Figures which 
would enable a comparison to be made with the firms 
covered by our own survey are not available, and so 
the F.B.I.’s case can only be judged on its own merits. 

29. Notwithstanding the alleged deterioration in the 
financial position of these firms, they produced at least 
one-third more in 1949 than in 1938. Employment also 
rose by a third. The F.B.I.’s statement (paragraph 28) 

that “ In 1938 fixed assets per employee in the eighty com- 
panies averaged £628 valued at 1949 prices, whereas 
in 1949 the figure was £449.” 

depends on which basis is used for the revaluation of 
1938 assets. Their figure of £449 (although the F.B.I. 
do not make it clear) is calculated on the first basis (see 
paragraph 13 above and paragraph 17 of their document). 

If the second basis (see paragraph 13 above and para- 
graph 19 of their document) was taken, the 1949 figure 
would be £525. If this latter figure is taken— and no 
adequate reason is given why it should not be — the possi- 
bility, largely discounted by the F.B.I., that the higher 
production is due to the more intensive use of equipment 
becomes more likely. In any event, the fact remains 
that production in 1949 was one-third higher than in 
1938, even with less capital investment per employee. The 
conclusion to be drawn from this is that the efficiency 
of plant and/or of utilisation of plant have increased, 
or that in 1938 these firms had capital equipment standing 
idle. 

30. To return to the figures actually used by the F.B.I., 
it is in some ways unsatisfactory to compare 1938 with 
1949 since this period includes two separate phases— the 
running-down of capital during the war years and its 
rebuilding since the war. The figures given in Appen- 
dix B of the F.B.I. pamphlet show that these firms have 
been able to make good in four years almost the whole 
of the running-down of capital in the previous seven 
years : another way of putting it is to say that in the 
years 1945-49 these firms were able to increase the net 
value of fixed assets per person employed by nearly 13 
per cent, (even allowing for increased employment). This 
trend would probably be found to have continued since 
1949. 

31. As for depreciation provisions, it should be pointed 
out that, even if the F.B.I. are right in claiming (in para. 
32 of their document) that their firms will have to put aside 
£17£ million a year for capital replacement in addition to 
their normal depreciation charges, this will only mean that 
firms are appropriating about 2 per cent, of the value of 
their annual turnover to this purpose — about the same 
figure as in 1938. 

32. Finally, in relation to the depletion of circulating 
capital referred to in para. 33 of the F.B.I. document, no 
comparative figures are available for the firms covered by 
our survey with the exception of that for cash. Whereas 
the F.B.I. firms’ cash was (after adjusting for rises in 
prices) 30 per cent, lower, the cash of the firms covered 
by our survey was about 17 per cent, higher. In any 
event, too much importance can be attached to this ques- 
tion of liquidity. The degree of liquidity considered desir- 
able in 1938 may be unnecessary in conditions of full 
employment. 

Conclusions 

33. The following conclusions are therefore to be drawn 
from this comparative survey: 

(а) The firms on which the F.B.I. have based their 
pamphlet are not representative of British manufactur- 
ing industry generally. Any conclusions which are 
drawn from their experience relate solely to those 80 
firms and to nothing else. 

(б) When analysed on assumptions which are 
markedly favourable to the thesis the F.B.I. are trying 
to prove, the experience of another group of firms not 
only does not bear out the F.BJ.’s allegations but in 
some respects directly contradicts them. 



(c) Notwithstanding their alleged financial difficulties 
the F.B.I. group of firms were producing far more in 
1949 than in 1938— probably because of full employ- 
ment. This, on their own evidence, is a tribute to the 
productivity of the workers employed by the firms. 

(d) The F.B.I.’s analysis obscures the fact that the 
period covered includes six years of war during which 
the whole community suffered. Their complaint is that 
their firms were unable in four difficult post-war years 
to replace from their own profits all the assets run 
down during the war. The fact that no figures are given 
beyond 1949 is regrettable since a markedly favourable 
trend was then apparent. 

(e) The omission of any figures relating to the distri- 
buted profits of these firms makes it impossible to judge 
whether — even if we accepted every other conclusion — 
the firms are justified in directing their complaints 
against inflation and high taxation. 

34. Finally we would again stress that the comparison 
we have made on the basis of a group of companies taken 
at random does not mean that we claim that they are 
representative of British industry as a whole. We cer- 
tainly would not, on the basis of such a limited number 
of firms, presume to draw conclusions as general as those 
set out in para. 34 of the F.B.I.’s pamphlet. To a general 
treatment of the main issue raised by the F.B.I. we now 
turn. 

Part II — Provision for Depreciation by Enterprises 
in 1938 and 1950 

35. It is generally accepted that, taking industry as a 
whole, the amount of investment since the war has been 
limited not by the lack of financial resources but by the 
shortage of raw materials and manpower. Even so a 
larger proportion of the national income has been devoted 
to investment during the last three years for which figures 
are available than in 1938, as the figures in Table 1 show. 



TABLE 1 





1938 


1946 


1947 


1948 


1949 


1950 


1. National Income 


5,253 


9,021 


9,661 


10,652 


11,453 


11,970 


2. Gross Capital 
Formation out 
of Income 

(£ ran.) 


775 


891 


1,290 


2,090 


2,327 


2,506 


2 as percentage 
of 1 


14-7 


9-9 


13-4 


19-6 


20-3 


20-9 




per 


per 


per 


per 


per 


per 




cent. 


cent. 


cent. 


cent. 


cent. 


cent. 



(Cmd. 8203, Tables 6 and 29). 



Nevertheless it is argued that industry is being starved of 
capital funds by the high rates of taxation and that the 
legal depreciation allowances are not sufficient to main- 
tain capital intact. These arguments are not supported 
by the figures which are available. 

36. Table 2 shows that .the depreciation charges and 
additions to free reserves by enterprises have been higher 
during the post-war years than before the war, and since 
1947 markedly higher. 

TABLE 2 

£ million 





1938 


1946 


1947 


1948 


1949 


1950 


Depreciation charges: 
( a ) Initial Allow- 
ances 




143 


130 


121 


225 


260 


( b ) Other 


367 


480 


560 


629 


705 


762 


Undistributed 

Profits 


172 


301 


450 


524 


487 


569 


Less provision 
for stock 
appreciation 


60 


-55 


-250 


-135 


- 7 


-205 


Additions to free 
reserves after 
provision for 
stock appreci- 
ation 


232 


246 


200 


389 


480 


364 



(Cmd. 8203, Tables 6 and 29). 
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Calculations which have already been made* indicate 
that in 1948 the depreciation provision by enterprises 
made adequate allowance for the rise in the prices of 
capital goods that had taken place between 1938 and 1948. 
As the Budget of 1949 doubled the initial allowance on 
new capital it is not clear why the level of depreciation 
allowances since then should have been below replacement 
cost. In what follows a similar calculation is carried out 
for 1950. 

Depreciation of enterprises in 1938 and 1950 

37. The 1938 and 1950 depreciation figures for enter- 
prises given in Table 29 of Cmd. 8203 will not do as they 
stand since they include the repairs allowances of non- 
profit-making bodies granted under Schedule A, and local 
authorities’ provision for repairs to houses and repayment 
of housing debt. 

38. However, the 1938 figure for these items has been 
estimated at £100 million.* In 1949-50 Schedule A 
allowances for profit and non-profit-making bodies 
together were about £10 million higher than in 1938-39. 
(This small increase must have been due to rent control 
and the fact that there has been no general revaluation 
under Schedule A since 1936.) On the other hand local 
authorities’ provision for repairs to houses and repayment 
of housing debt seems to have been about £20 million 
higher. These increases suggest a figure of £130 million 
for 1950. If these estimates are accepted the depreciation 
figures for profit and non-profit-making bodies (including 
local authorities’ housing provisions) can be shown 
separately as follows. 

TABLE 3 



Provision for depreciation including maintenance 

OF BUILDINGS 

£ million 





1938 


1950 


Enterprises 


267 


892 


Non-profit-making bodies 


100 


130 


Total 


367 


1,022 



It will be seen from Table 3 that in 1950 the provision 
for depreciation by enterprises (private and public) was 
3.3 times the 1938 figures. 



Changes in the stock of capital since 1938 

39. An official estimate of the changes in the stock of 
capital during the period 1938 to 1950 is not available. 
However, an indirect estimate! suggests that the stock 
of capital was about the same in 1950 as in 1938. This 
estimate was obtained by deflating the yearly figures for 
gross capital formation (taken from the Annual Abstract 
of Statistics 1938-49 and Cmd. 8203) by capital goods 
price indices (1938=100) to give figures for gross capital 
formation at 1938 prices ; deducting the 1938 depreciation 
figure to obtain figures for net capital investment during 
the years 1938-50 ; and taking into account the amount of 
war damage (officially estimated at £860 million in 1938 
prices) and the value of that part of war capital invest- 
ment which has peace-time uses (estimated at £370 million 
in 1938 prices by E.C.A.). 

40. An alternative estimate is provided by Professor 
E. A. G. Robinson in the London and Cambridge 
Economic Service Bulletin for May, 1950. He estimated 
that by the end of 1950 the volume of capital would be 
about £420 million greater than in 1938 at 1945-46 prices 
(about £230 million at 1938 prices). 

41. Assuming therefore that the stock capital in 1950 
was about the same as in 1938 the depreciation per unit 
of capital increased 3.3 tunes. 



* Oxford University Institute of Statistics Bulletin, July and 
August, 1949, p. 213). 

t See E.C.A. “ Facts about the British Economy ”, February, 
1950: Table 15A 
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Capital goods price index 

42. The next step is to estimate the rise in the price of 
goods entering into gross capital formation in 1950 com- 
pared with 1938. An index can be constructed as 
follows:* for plant and machinery the export average 
value indices for machinery and electrical goods are taken 
from the Board of Trade Journal and combined in pro- 
portion to their share in post-war exports : for vehicles the 
“ vehicle ” export average value index is used : for stock- 
building the “Industrial materials and manufactures” 
wholesale price index : for building the official estimate for 

1949 given in the 1950 Working Party Report on the 
Building Industry is used after allowing for the movement 
of building materials and wage costs between 1949 and 

1950 ; and for property transfer costs the index for “ other 
services” implied in the National Income White Paper. 
The separate index numbers are then weighted by the 
distribution of gross capital formation in 1938. This gives 
a final index number for 1950 of 244. 

Depreciation provision in 1950 compared with 1938 

43. The increase of 3.3 times in the depreciation per 
unit of capital in 1950 over 1938 can thus be compared 
with an estimated rise of 2.4 times in the prices of all 
goods entering into gross capital formation over the same 
period. Assuming, therefore, that the depreciation pro- 
vision in 1938 was adequate (there were few complaints 
at the time) then the depreciation provision in 1950 was 
ample. In any case the increase in the depreciation pro- 
vision was more than sufficient to absorb the increase in 
the cost of capital goods between 1938 and 1950. 

44. It should be emphasised that all that has been shown 
is that depreciation allowances in the aggregate were 
sufficient in 1950. Whether the allowances given to any 
particular firm were adequate is another matter. 

23.5.1952. 

APPENDIX 

Comparative Summary of Balance Sheets 
of 80 Companies 



£’000 





1938 


1949 


Fixed Assets 






Land 


27 




Buildings, plant and 






machinery 


15,152 


24,900 


Total, fixed assets 


15,179 


25,040 


Current Assets 






Stocks 


11,423 




Debtors 


6,804 


16,682 


Cash and cash assets ... 


6,460 


18,777 


Total, current assets ... 


24,687 


66,187 


Less current liabilities ... 


11,411 




Total, net current assets 


13,276 


41,730 


Other Assets 






Goodwill, patents, etc. ... 


1,277 




Investments 


1,352 




Total, other assets ... 


2,629 


2,575 


Total, Net Assets ... 


31,084 


69,345 


Share capital 


20,247 


24,425 


Minority interests 


63 


352 


Share premiums 


460 




E.P.T. refunds 




1,779 


Reserves created by revalu- 




ation 




653 


Other reserves including P/L 




balances 


7,124 


30,077 


Borrowed money — 


long-term 


1,639 


2,390 


Borrowed money — 








Deferred liabilities 


1,384 




Tax reserves 


23 


5,044 


Total Net Assets ... 


31,084 


69,345 



* cf. Bulletin of Oxford University Institute of Statistics, June 
1949, p. 170. 
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EXAMINATION 

3781. Chairman: Will you take your paper which con- 
sists of comments on the F.B.I. case study? * I want to 
ask you two or three questions to see whether I have 
followed the course of your criticism. First of all you 
draw attention to the fact that on an average the 80 
companies they have studied appear to be large employers 
owning large blocks of assets, is that right?— Mr. Geddes: 
Yes. 

3782. On the other hand the F.B.I. say in their docu- 
ment that the 80 companies included large, medium and 
small concerns so that criticism would be right on the 
average but would not destroy their statement that they 
have included in their 80 a coverage of large, medium 
and small. Would you accept that?— I think so. I do 
not know if Mr. Murray would like to comment on it?— 
Mr. Murray: Certainly small firms have been included 
in the survey, but they have been, we feel, far out- 
balanced by the very large firms that have been dealt 
■with. 

3783. And that is shown by the average figure to which 
you draw attention? — Yes, that is so. 

3784. You took, on the other hand, what you say was 
avowedly a random sample covering 80 companies from 
the Moody Survey and they turn out to be on the average 
smaller concerns than the average shown by the F.B.I.? — 
That is so. 

3785. Then you raise a question whether the index 
which the F.B.I. case study employed for revaluing the 
1938 fixed assets was rightly selected? — We do touch 
upon that. We do not make a great deal out of it. We 
merely draw attention to it. 

3786. I quite follow. It may have had the result of 
raising the 1938 figures above what they would have been 
if they had used what you regard as a more appropriate 
index? — It would have that effect. 

3787. When you came to operate upon the fixed assets 
of your Moody companies, to raise them to 1949 monetary 
value, you employed the same method as the F.B.I. had 
employed dealing with their 80 companies?— Yes, Sir. 
We took it over bodily and,applied it. 

3788. And that meant making certain assumptions which 
I think, as you say, are very general assumptions?— They 
are indeed. We are aware of their shortcomings our- 
selves but we had no better technique available to us. 

3789. Assuming for the moment that those assumptions 
were reasonably satisfactory as a whole, the effect was 
to show, in the case of your 80 Moody companies, that 
there was a small increase in real value of the 1949 fixed 
assets over the 1939?— Yes, somewhere between 2 and 
13 per cent., taking the two separate bases. 

3790. Somewhere between 2 and 13 per cent., the 2 per 
cent, being contrasted, is this right, with the 3i P«r cent, 
reduction which the F.B.I. one method shows?— That is 
right. 

3791. And the 13 per cent, being of the same order 
as it would have been as the alternative method which 
the F.B.I. employed?— Yes, the latter of course necessarily 
so since we took their figure of 13 per cent, expansion 
and applied it direct. 

3792. On the other hand when you came to express 
the difference between 1938 and 1949 in the case of the 
current assets of the Moody companies you found that 
they had increased to the order of 30 per cent.? Yes. 

3793. That you contrast with a change in the case of 
the F.B.I. companies in respect of current assets of about 
10 per cent.? — 9f per cent 

3794. 91 per cent, increase in 1949 as against 1938 in 
respect of current assets? — Yes, that is right. 

3795. Now I want to ask you a question. In the case 
of the fixed assets the F.B.I. study starts from the balance 
sheet figures of 1938? — Yes. 

3796. And you have to contrast them, subject to adjust- 
ments, with the balance sheet figures of 1949. You have 
had to do the same in regard to the Moody c ompanies?— 

* This case study is not reproduced in these Minutes of 
Evidence but it will be published in the Minutes of the Seventeenth 
Day (1st Aug. 1952). 
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Yes, except that we have not followed through all the 
steps the F.B.I. themselves have because we have not got 
the figures. 

3797. You have not followed the steps because you had 
not the material of the year by year additions and deduc- 
tions? — That is right. 

3798. Having regard to the results which the figures 
show, do you think you can safely make calculations of 
this kind in regard to the balance sheet figures of fixed 
assets?— We realise it is extremely dangerous. We realise 
it has grave shortcomings, but assuming, and we do make 
this assumption, assuming the F.B.I. firms had been repre- 
sentative in their experience of rising costs and replacing 
capital equipment, assuming that, we thought there was 
a case for using this technique and taking it over bodily 
and applying it to the firms dealt with in our survey. 
We were, as I say, conscious it was not altogether satis- 
factory and we would obviously much have preferred 
to have had the information and have carried out the 
step by step analysis which the F.B.I. could do, but assum- 
ing the F.B.I. firms experience had been fairly representa- 
tive, then we thought' ours was not too far away from 
possibility. 

3799. If you are trying to arrive at conceptions of 
physical increase or real value, do you think in a case of 
fixed assets the balance sheet figures give you any reliable 
pointer?— We can only take the figures as they are 
published and assume the firms themselves have not 
written down excessively these balance sheet figures. Of 
course we believe the 1938 book values probably were 
pretty well in line so far as actual book value was con- 
cerned ; whether the 1949 figures have the same degree 
of accuracy I should not like to say. If there was a 
shortfall in the 1949 value as shown in the balance sheet, 
that would mean these firms covered by the F.B.I. survey 
were understating their real assets and it would make a 
difference to the picture, but as we have not got the 
information we do not know. 

3800. I quite appreciate the difficulties, but a balance 
sheet figure of the fixed assets does not set out to be a 
currently valued figure? — No, but the use the F.B.I. have 
made of this figure has been to assume there has not been 
too great a variance between the two. I think that was 
the purport of their own document and as I say we have 
followed them in it. 

3801. I was following up a possible line of criticism 
really from your point of view, whether you can arrive 
at satisfactory comparisons of fixed assets when you start 
from balance sheet figures? — It certainly is a point, my 
Lord, and we would not quarrel with that. 

3802. I think you have had a chance of looking at the 
Inland Revenue memorandum* which drew attention to 
the fact that the income, even when you have adjusted 
figures for the change in the value of the £ in the different 
years, has gone up by about 35 per cent, in the years 
covered by this survey? — Yes. 

3803. So has the employment figure by about 33 per 
cent., and you query whether such a big increase could 
have been obtained without a considerable addition to 
the physical volume in the fixed assets? — Yes, and possibly 
even stocks. We were struck by the very small increase 
in stocks in the F.B.I. figures but we could not investigate 
that very well. 

3804. One point I have not followed your criticisms on 
and that is in the heading “Adequacy of capital re- 
sources,” paragraphs 28 to 34. I follow your comment 
about the 35 per cent, increase in the turnover, but apart 
from that what point are you making on the F.B.I.’s sub- 
missions in regard to the adequacy of the capital resources? 

I do not quite follow where your point gets you to.— We 
make two or three points here, I am not sure which one 
you have in mind on this section. 

3805. What do they all come to?— We say in fact the 
resources that these firms have accumulated over the years 
1938 to 1949 have in fact been adequate for maintaining 
the structure of their real capital and, indeed, perhaps for 
an expansion out of their own resources, that is out of 
the retained profits, whereas die F.B.I. are arguing that 

* Not reproduced in these Minutes of Evidence. 
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the retained profits have not been enough and that the 
firms had to raise additional capital from outside. 

3806. Just to stop you for a moment, paragraph 29 
says production was one-third higher in 1949 than 1938 
even with less capital investment per employee? — Yes. 

* 3807. In the next paragraph you say: 

“ It is in some ways unsatisfactory to compare 1938 
with 1949 since the period includes two separate phases 
— the running down of capital during the war years and 
its rebuilding since the war ”. 

I quite follow that. Then you say in paragraph 31 : 

“ As for depreciation provisions, it should be pointed 
out that even if the F.B.I. are right in claiming that 
their firms will have put aside £17i millions a year for 
capital replacement in addition to their normal depre- 
ciation charges, this will only mean that firms are appro- 
priating about 2 per cent, of the value of their annual 
turnover to this purpose, about the same figure as in 
1938 ”. 

But it still means so far as their claim goes, they will 
still need twice as large a draft on their profits for this 
purpose as they are making to date?— Yes, and the firms 
themselves do appear, from what information we have, to 
be in a position to do that. That is our impression looking 
at these figures. It seems to us the proportion of turnover 
taken for this purpose will not have materially changed 
and they will be able to do that. 

3808. It is a material difference, that in 1938 there was 
a much less heavy annual draft upon their profits for 
taxation than they are facing today? — Certainly they are 
paying much higher taxes today. 

3809. We are considering the financial resources avail- 
able and they have a bigger draft to face. Is it now 
enough to say that you are putting aside as much as you 
were?— There is a much heavier profit on which to make 
this draft. 

3810. We do not know how much is being made?— 
Their profits to provide dividends and for ploughing back 
into the industry are certainly high, higher than in 1938. 

3811. On comparative figures for cash, you say that 
whereas the F.B.I. firms’ cash was, after adjusting for 
rises in prices, 30 per cent, lower, the cash of the firms 
covered by your survey was 17 per cent, higher? You 
go on to say: 

“ In any event too much importance can be attached 
to this question of liquidity. The degree of liquidity 
considered desirable in 1938 may ibe unnecessary in 
conditions of full employment ”. 

I do not follow the argument behind that statement — 
In times of full employment firms may be more willing 
to sink their capital into fixed or current assets since they 
feel more secure. They feel less apprehensive of the future 
than they must do when conditions of unemployment are 
in being, and therefore, we are suggesting, it is possible 
that the proportion of capital which they would wish to 
maintain liquid may well be smaller than it was before 
the war. What we are really suggesting is that to com- 
pare the amount of cash being held by these firms with 
what they chose to hold in 1938 is probably not very 
significant anyway. 

3812. It is the argument, is it, that in so far as you are 
successfully maintaining full employment you eliminate 
an element of business risk, and in so far as you keep 
liquid funds against business emergency you need less? — 
Yes, that is the argument. 

3813. There is one other question. When you get to 
table 2 in paragraph 36 you say just below that: 

“ Calculations which have already been made indicate 
that in 1948 the depreciation provision by enterprises 
made adequate allowance for the rise in the prices 
of capital goods that had taken place between 1938 
and 1948”. 

When you say “Depreciation provision by enterprises”, 
do you mean the actual provision which the companies’ 
made in their own accounts or the depreciation provision 
allowed by the income tax system?— Mr. Jones : The 
provision allowed by the income tax authorities including 
the initial allowances, e 



3814. Chairman : Now I think it would be convenient 
if any questions on this paper were put to you before anv 
questions are raised on your other paper in regard tl 
capital gains. 6 10 



3815. Mr. Kaldor: I have just this on,e question Yon 
mentioned somewhere a figure of depreciation of 
3.3 times pre-war. Where did you get that from? 1 
—That is comparing the depreciation provision 
for enterprises of £238 millions in 1938 w ; t H 
£892 millions in 1950. May I say that since we 
wrote this paper we are far from as convinced as we were 
May I draw attention to one or two points? First of all 
the initial allowances have been withdrawn although there 
is an assumption in our paper that the initial allowances 
are maintained at 40 per cent. Another assumption is 
that the stock of capital is the same as before the war 
which is a very difficult sort of calculation and is far from 
a firm one, then the stock of capital itself will be newer 
since the war than before the war and this will affect 
the depreciation provision. I think if we were rewriting 
this part of the paper I would stress more the amount of 
reserves enterprises have accumulated since the war in 
addition to the depreciation provision to enable them to 
maintain capital. 



3816. Your main point in this whole criticism of the 
F.B.I. study is that you do not see that there is any evi- 
dence for the view that industrial firms since the war 
have been drained of resources owing to taxation, that 
there is no evidence that they have not been able to 
maintain their real capital intact, whether stocks or fixed 
assets, or that they are more indebted now in relation to 
capital which they own than they were before the war?— 
That is true. We think the main difficulties which industry 
has been facing have been getting the physical resources 
and not so much lack of finance. 



3817. Professor Hicks: Is it right to conclude that your 
main criticism of the F.B.I. paper is, on the matter of 
the selection of firms, that the firms they have selected are 
not a fair sample?— Mr. Murray : That is one of our 
criticims, but by no means our only one. We criticise to 
some extent, or draw your attention to the use of a par- 
ticular index, but we think the basis of selection does give 
grounds for substantial criticism. We do not claim the 
F.B.I. ’s figures are wrong in any sense, but we doubt very 
much whether they can go quite so far in making general 
statements on the basis of them as they do. 

3818. You would not question that it would be fair to 
deduce from the F.B.I. paper that there is an important 
collection of large firms which are relatively worse situated 
from this point of view than the average firms you have 
got there? — We would not go so far as that. We were not 
concerned to decide whether or not the figures in them- 
selves produced by the F.B.I. were accurate, but you will 
be aware that the paper to which the Chairman has re- 
ferred by the Inland Revenue does come in on that 
approach and they bring the internal consistency of the 
F.B.I. figures under very heavy fire. I think we would 
substantially agree with what the Inland Revenue say, 
though we should not go quite so far as they do, but we 
are not concerned with this internal inconsistency. 

38 , 19 \|t not questioned that for the 80 firms taken 
°y th® F.B.I., if one took 20 of the worse situated within 
the 80 one would find some pretty hard cases? — Yes, and 
for the firms covered by the F.B.I. survey, these very large 
firms, if they were in a very sticky position, and if it were 
shown they were, then that is something that the Com- 
mission would have to take into consideration very care- 
lully. We think the Commission will be able to satisfy 
themselves that there is not this very serious situation. We 
say the F.B.I. have not shown it so far but if they do we 
would not say that this does not matter or it is a matter 
of no consequence. 

^ 820. Mr. Carrington: Your figures and also those of 
the F.B.I. are taken to the 1949 accounting date? — That 
is so. 



3821. Would you agree that the position of individual 
firms, at any rate, has in many instances, changed for the 
worse since then because of the increase in stock prices? 
—Yes, Sir, that probably would be true. On the other 
hand we would not accept that without qualifying it by 
saying we do not know, on the other hand, what happened 
to the profits of those firms or firms in general, which 
may well have counterbalanced the greater pressure that 
has been put upon them by the rise in prices. 
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3822. We are all seeking information on this very vexed 
topic and I was wondering whether you would have in 
your office the subsequent cards relating to these 80 com- 
panies you worked on. You address yourself to the 1949 
position really to check up on what the F.B.I. say about 
1949?— Yes. It was done to begin with as a matter of 
scientific interest to see what would happen. We have 
those subsequent figures. 

3823. Would it be asking too much of you to suggest 
that you bring your records up to 1951 and see what the 
position is then? — I think we can manage that, yes Sir ; 
if it would be of any assistance to the Commission, we 
will. 

3824. It would be very helpful if those figures of yours 
could be brought up to include the 1951 results. — Yes, if 
you so wish we will let you have them as quickly as can be. 

3825. Chairman : Just to get clear how much work we 
want you to do. You would like the appendix with com- 
parable columns for 1951 and also you would like some 
of the figures that are used in the text also brought up 
to 1951? 

3826. Mr. Carrington : I would if possible. The figures 
I am particularly interested in for 1951 are the cash and 
borrowed money figures in relation to the current assets 
and the fixed assets. — We will let you have the appendix 
complete plus all the tables. 

3827. You pass what comments you like on it.— We will 
certainly let you have those figures, all of them. 

3828. It would be extremely helpful if you could. — 
Certainly, we will. 

3829. Mr. Greenwood: I was wondering if the Co- 
operative Wholesale Society publish any figures that would 
be useful because presumably they have suffered for the 
same reasons as the 80 companies mentioned by the 
F.B.I.?— Mr. Jones: We could investigate that. 

3830. Are there any figures available for the Co- 
operative Societies’ affairs as regards their cash balances? 
Their stocks must have gone up considerably. — I expect 
information is available, but I do not know. 



is reaUy the sort of activity which should be encouraged. 
We feel, though as I say this is secondary, that if there 
were a possibility of setting off gambling losses against 
ordinary income you might not only encourage some 
people to gamble rather heavily, feeling they had a 
sort of insurance premium waiting for them, but you 
would open the way to people claiming they had gambling 
losses when they in fact had not (just as one does at 
the moment: some people claim they have won this 
money through gambling) so you would have another sort 
of loophole or escape clause. You might say “I am going 
to knock a lot of money off my ordinary rate of tax 
because I have been gambling heavily this year ” either 
directly or indirectly in this way. Those are the two 
considerations. 



3836. I follow that. Passing to the question of capital 
gains, what troubles me, if I may say so, about your 
opening paragraph is that I do not quite recognise the 
existing law as you state it. You say in paragraph 110 : 

“ Under the present tax law capital gains or profits arising 
from transactions which do not form a part of the ordin- 
ary business of the person making them are exempted 
from tax Supposing that was not quite right but rather 
that an activity out of which a man obtained a profit was 
none-the-less a taxable source although it was not his 
ordinary business, would your approach to the question 
of capital gains be the same? — Certainly. In fact, I think 
it would strengthen us. It was our impression this first 
sentence was correct but if you have some people taxed 
on what are in effect capital gains, then having con- 
ceded that is a right and proper sort of income to tax, 
this is only a question of extension rather than intro- 
ducing something new in itself, if I follow you correctly. 

3837. I am not sure that you have. If I read you 
aright your approach to this problem is that it is absurd 
to limit a man’s profit sources to his ordinary business ; 
is that what you have in mind? — No, rather that it is 
absurd not to tax a man on income which is not derived 
from his ordinary employment. Where there is income, 
there shall taxation lie. That is what we are getting at. 



3831. Chairman: I think that is all the questions, sub- 
ject to any figures you give us later, on your F.B.I. case 
comment. Now let us see if we can get ahead on ques- 
tions of capital gains and gambling profit. I should like 
to know this ; when you advocate a tax on gambling and 
similar activities as a source of income (let us put aside the 
question whether it is morally right to do it or not, that 
will have to be solved some time), are you thinking of tax- 
ing the man who makes a serious activity of placing bets, 
or taxing anyone who even makes a single transaction in 
the course of a year because he has made some money 
out of the transaction? — Mr. Geddes: We think if you 
are going to tax them at all you have to tax them all 
though we admit there are administrative difficulties in 
the way. 

3832. Even a person who made, as some people do, 
one bet on a. horse race? He would be adding to his 
taxable capacity if he made that bet. — If his total income 
by the end of the year, including that from gambling, 
was increased it should be taxed. 

3833. You would allow him a net amount in regard to 
it, if he won on one bet and lost on another? — Certainly. 

3834. It is the balance you are considering, so you really 
rate him as somebody in business though the business is 
placing bets? — Yes. 

3835. I follow that, but if he makes a net loss on the 
year on the activity, why is it not then chargeable against 
the rest of his ordinary income if the gain is part of his 
ordinary income?— Mr. Murray : There were two or three 
considerations in mind. One was that when introducing 
a new type of measure like this it would be extremely 
difficult and might lead .to a great deal of public reaction 
if you introduce the full level of income tax rates. If 
one did, certainly there would be objections to this kind 
of tax and it was our general feeling, subject to what the 
Inland Revenue themselves had to say, .that it would 
probably be necessary in the early stages to regard this 
as a special class of taxation and set the rates at a com- 
paratively low level. Of course if you were fixing it at 
different rates it would not be appropriate to offset against 
ordinary income losses from gambling activities. . Then 
there is a second point, that is whether the sort of 
activity which gives rise to a gain in the gambling field 



3838. The fact that it is not his ordinary source of 
getting income is irrelevant? — Yes. 



3839. Supposing the law today was that he is none- 
the-less taxable if he has an activity even if quite outside 
his ordinary business activity, would you then say the 
case for a capital gains tax was the same?— Yes, I have 
got your point now. We recognise that subsidiary occu- 
pations or money received from them are in fact taxed. 
What we have rather in mind here is that under the 
present tax law capital gains or profits are taxed where 
people have a job in which the income can be regarded 
as a capital gain, say a stockbroker or a dealer in stocks 
and shares. The law says if that is your ordinary busi- 
ness you shall pay tax, but if it is not your ordinary 
business, if you do it as a sideline and your major occu- 
pation lies elsewhere you are not to be taxed. I had not 
seen the distinction you were drawing. I agree that is 
the construction we want to put upon the sentence. 

3840. Supposing it was, or was declared to be the law, 
from this point of view that any activity a man indulged 
in with a view to making gains, however remotely con- 
nected with his ordinary avocations, was a taxable source, 
would .that meet your general approach to capital gains? 
—Yes. If any of his activities give rise to income which 
he can use as income then a tax upon them would meet 



what we are asking for. 

3841. I asked that question since I think that kind of 
definition of the law might avoid the case of the house 
which is sold at a nominal profit and a new house is 
bought, and the case of the investment which shows a 
profit because of a change of interest rates, or the single 
transaction on which a man makes a profit on something 
he has not acquired with a view to profit. I wondered 
if you thought all those things should come in because 
they are in a sense capital gains, or whether it is the 
carrying on of an activity which produces an income, even 
if a sideline remote from ordinary activities, that you 
want to hit?— We think that should come in. It would 
be, we think, extremely difficult to define what you call 
■an activity. Any form of income is derived from some 
form of activity, therefore we see no grounds for ex- 
cluding any income of this nature from a capital gains 
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3842. There is one other question on your proposals, 
that is paragraph 118. If I have followed your proposal 
for dealing with machinery for initiating the tax, would 
you not have to achieve a valuation of all property in 
the country at a certain date in order to work out how 
much of the value achieved on a gain after that date was 
due to the year since the tax was introduced? — You would 
have to achieve a valuation. You would not necessarily 
have .to do it before the tax came into operation or 
immediately after the tax had begun , to operate. The 
machine would presumably begin to function where some- 
thing had been sold and then the question would be 
asked how much was this worth on .{whatever date it was), 
1st January, 1953, and then you would value it as at 1st 
January, 1953, so from an administrative point of view 
this need not mean the employment of a huge army of 
valuers immediately. It can be done over a space of 
time. 

3843. I follow. You would have to have machinery 
which would enable you to say definitely for the purpose 
of the tax the value of a piece of property at a certain 
date? — You would have to have machinery which would 
enable you to arrive at an agreed valuation, together with 
appeals machinery, but you would have to have machinery 
for doing it. 

3844. Mr. Millard Tucker : Just one or two questions 
about gambling profits. I see at the end of paragraph 109 
you would put a minimum limit below which the net 
gains should be disregarded. Have you any idea what 
sort of limit you should think of there? — We thought 
about this, but quite frankly we could not make any posi- 
tive suggestion. We recognise that the Inland Revenue 
might look at it from two angles ; one from the point of 
view of administrative convenience, and one possibly from 
the hardship angle. We do not know the distribution of 
property or the distribution of gambling gains and we 
felt this was something upon which we had no useful 
advice to offer to the Commission. 

3845. Would you cover every kind of gambling then? — 
Yes, Sir, we would. 

3846. Private bets?— We would try to, yes. 

3847. Even the things one wins at a church fair?— If 
necessary. I think the onus should be on the taxpayer 
to show that he was not liable to the tax in a particular 
year and if he wins a hundred such articles at a church 
fair, which usually are of a very low intrinsic value, he 
would not make a positive return to the Inland Revenue 
authorities. 

3848. Supposing a man makes a lot on horse racing 
and this little prize comes on top of it, so that he is above 
the figure?— I think from the point of view of equity you 
would have to bring that in. 

3849. Would they have to value their prize which 
they got in kind?— Yes, one would have to recognise 
that. 

3850. A formidable task?— Mr. Geddes: We said we 
thought there were administrative difficulties. 

3851. What about the people who sit and play bridge 
all the evening?— Mr. Murray : There too, as Mr. Geddes 
has said, these points did occur to us. If a citizen is 
honest and has won 30s. playing bridge it would have 
to go on his return. 

3852. When I was in the army in the first world war 
we used to play a game called “ housey-housey ” ; does 
all that come in? — Everything that can be construed as 
betting or gambling gains. 

3853. Would it include people who play cards coming 
up in the train in the morning. There would be a lot of 
evasion of this tax? — We are not sure that there would, 
provided one had a reasonable limit below which one 
would not tax, and provided there was, as there should 
be, a general acceptance that it was right and proper that 
an individual who made a lot of money from gambling 
should not get off scotfree as he does at the present time. 
We feel public opinion would be on the side of a tax 
like this. It is a minority of people who win during the 
year, whereas the majority would lose. Provided one has 
that general support we see no reason to believe evasion 
on a large scale should be very widespread. 



3854. Mr. Keswick: I should like to ask this, your main 
interest in capital gains is to do social justice?— -Yes, Sir 
and to remove what appears to us to be an anomaly in 
the law by which incomes of a certain type do escape 
taxation. 

3855. In spite of recognising that there are certain ad- 
ministrative difficulties, we have heard of some from Mr 
Millard Tucker, would you have this social justice in spite 
of the fact that the cost of collection may be great and 
the yield may be small? — Mr. Geddes: We think most of 
the points put by Mr. Millard Tucker are covered by our 
main point that there would be certain exemptions. We 
think most of the administrative difficulties arising out of 
that sort of gambling transaction would be covered by the 
exemption limit. 

3856. Do you think the administrative cost of collection 
when you have fixed that limit will be worth the yield 
you will get?— We think if the limit is fixed sufficiently 
high in relation to the information available in the light 
of the final decision it would be worth while collecting it. 

3857. Have you done any research into how much this 
worth-while amount would be? — Mr. Murray: There are 
other considerations. 

3858. On that specific point, have you any idea what 
you think might be collected from this source?— No. 
We have seen an estimate, made, I think, by Mrs. Langley 
of the Institute of Statistics at Oxford, which does not 
put the yield at a very high level. She estimates £40 
millions, but even so, to concentrate exclusively on the 
yield, though I realise you are conscious it is only one 
aspect, to concentrate exclusively on that means we are 
overlooking some equally important aspect. 

3859. Such as? — Such as the elimination of some of 
the speculative activities that I think do tend to accentuate 
inflationary or deflationary conditions. We think it 
desirable that that sort of activity should be diminished 
as it has no positive helpfulness from the point of view 
of productive industry. 

3860. Mr. Greenwood: I was very interested in para- 
graph 116, because I think you have something there by 
means of which, if you can tell us more about it, we 
may he able to make something before any tax goes on. 
You say: 

“ Firms are encouraged to put profits to reserve by 
a rebate of 40 per cent, of the profits tax, but the very 
fact of strengthening their reserves is bound to be 
reflected in a higher value of their shares or the possi- 
bility of making bonus issues. Shareholders can there- 
fore realise part of their holding at an increased 
value. ...” 

and so on. That is very comforting. I was wondering 
if you had the names of any companies we might get 
on to before possibly any tax is put on? — Mr. Murray: 
We at the T.U.C. only know those companies whose shares 
have appreciated in value. We cannot foresee the future, 
otherwise we might improve our own finances, but this 
does in fact occur. 

3861. Actually of course this is not very accurate really 
except over a very very long period. It would be too 
easy otherwise if you knew shares were going up if a 
company had put quite a lot of undistributed profits to 
reserve. It is not as easy as that. — We cannot see that 
any other result can come from the ploughing back of 
the profits and the increased efficiency which results from 
that, we trust! 

3862. You do not think that running into a slump, like 
the textile industry is experiencing, would have a counter 
effect on all the ploughing back of profits? — We do not 
deny that for a moment. That might well result in a 
reduction in the value of the shares if another influence 
is at work, but, other things being equal, if you plough 
back money into the firm, the firm’s securities as quoted 
on the Stock Exchange will tend to increase in value. 

3863. Mr. Greenwood : That is not my experience, that 
is all I can say. 

3864. Sir Geoffrey Heyworth : There is just one point 
on this betting I am not clear about. Do I understand 
it is your idea that the proceeds of successful bets should 
be taxed, presumably less the cost of all the 'bets you 
have made that are unprofitable? — During that year, 
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3865. Since the bookmaker stays in business that means 
a loss to the state because the winnings are less than the 
money lost?— But the bookmaker is already taxed. 

3866. I know, but on private betting the state would 
be suffering a loss?— Not necessarily, no. We think in 
fact the average loss is usually smaller than the average 
win since you do get odds against, therefore the dis- 
tribution of gains and losses is not necessarily exactly 
parallel or exactly symmetrical. 

3867. If you take it over a period of years, I take it 
there is no doubt about it that the amount paid out 
by bookmakers is less than the amount paid in, is not 
that right?— Yes, but if you have a lower limit in your 
tax then the persons who are losing small amounts of 
money will not be getting it back. 

3868. Does that square with your principles of equity, 
that this thing should be put right by an arbitrary classi- 
fication of something on the basis of administrative con- 
venience? Surely not. It seems to me to be the result of 
muddled thought.— We have no objection to taxing 
gambling gains down to the last penny if practicable and 
we would hope that as time proceeded and the tax limit 
became more acceptable to the public, the tax might be 
lowered, but we are saying in the early stages it might 
be necessary to adopt these tactics to reconnoitre the field 
which will be covered more adequately later on. 

3869. Do you bring football pools within its ambit too? 
—Yes. 

3870. And you can deduct the accumulated total of 
your weekly expenses against any win? — Yes, that is right. 

3871 Therefore again over a long period the state would 
only lose?— Not necessarily, no. If you did get down to 
the unfortunate position where you had complete taxation 
to the uttermost penny, it may occur ; in those circum- 
stances I agree it might occur. 

3872. Mr. Crick: Pursuing this interesting question I 
notice that in respect of capital gains generally, of which 
gains from betting lotteries and gaming are to be regarded 
as a special category, you do not propose to charge the 
standard rate of income tax? — Initially, no, Sir. 

3873. You propose to have a special rate for all that 
type of supplementary income? — Yes. 

3874. Is it a flat rate or a progressive rate?— We would 
prefer of course to see an element of progression inside 
it. In the early stages it would probably not be very 
pronounced but we think it would be desirable to have 
some form of progression even from the beginning. When 
I say not so pronounced it would not be so steep as the 
existing rates of income tax. We think it would be imprac- 
ticable to achieve that at the very beginning but rather 
than have a plain flat rate we think the principle of 
progression should be embodied. 

3875. You are thinking perhaps in terms, without tying 
you to a figure at all, of something like 10 per cent, 
working up to 25 per cent, for the really big ones, that 
sort of thing? — Yes. 

3876. Rather than having 9s. 6d. in the £ subject to 
the reduced rates and all the rest of it? — Yes. 

3877. I wanted to ask you a question which is not 
economic, but it is important. Do you see no distinction 
in principle between gains from betting, lotteries and 
gaming and the great bulk of what we commonly allude 
to as capital gains? — In principle, no, Sir. These do repre- 
sent sources of income and therefore as they are similar 
in kind should be treated similarly by the tax machine. 

3878. Would you not agree in regard to betting, gaming 
and lotteries that somebody’s gain is somebody’s loss? 
Yes. 

3879. That is inevitable?— Yes. 

3880. Would you not also agree that one can have a 
very large volume of widely distributed capital gains which 
are nobody’s loss? — Yes, in so far as the general level of 
industrial activity is increasing I recognise gams will oe 
made from that which do not represent losses as such 
to other individuals. 

3881. Does not that suggest to your mind that perhaps 
it is a little illogical to put the two together?— No. we 
think not, for the reasons I have already given. Here is 
an individual who admittedly has taken a risk in a football 



pool, an industrial share or in buying a motor car ancl he 
has got a return on his money -which he can use as 
income. This is just as much income as income from 
investing in an ordinary share and drawing the dividend 
from it. 

3882. I should like to pursue it because I think it has 
important implications. I suggest that if I “ invest ” £100 
in a Derby sweep, the nature of the income I hope to 
achieve from that in the form of a betting gain is not the 
same as the return I would be expecting to receive if I 
invested that money in ordinary shares on the Stock 
Exchange? — It is income just the same. The way in 
which you choose to spend the money, is what you should 
direct your attention to, rather than the nature of the 
income. 

3883. Would you not agree that we might be justi- 
fied in directing our attention to the national implica- 
tions ; the difference being, I suggest for your con- 
sideration (I just want your comment on this) that my 
participation in the Derby sweep has not fulfilled, any 
national economic function whereas my participation in 
the equity capital of a growing business may very well 
have performed an economic function. Is there any 
substance in that? — I agree the distinction is correct. 

3884. Does not that either suggest to your mind that 
there might be some ground for discriminating between 
these two groups of gains? — I would find it extremely 
difficult. As you describe it in black and white we can 
see it clearly, but there is so much shading off into grey 
in business activity. We do recognise the correctness 
of what you say by suggesting there should be two levels 
of tax, two layers of tax, one on short term gains, one 
on long term gains. The investor who has contributed 
to productive industry should be taxed in terms of a 
long term gain if he has got any: the gambler on a 
short term gain is' liable at a higher level. We think 
there is recognition there in so far as the person is a 
bona fide investor and not a speculator. 

3885. If you advocate both these sources of gain as 
a proper subject for taxation, then supposing for some 
reason or other, administrative, social, moral or for some 
other reason, it was decided that one or other could 
not be adopted, would you still advocate adoption of 
the other? That is to say, would you advocate taxation 
of capital gains if you found the other thing impossible, 
or if taxation of capital gains should prove impossible, 
would you still advocate the taxation of betting gains?— 
The two seem to be independent. Mr. Jones: They do 
not stand together. I think if it can be shown that 
one is impossible then we should have to look at it again, 
but I do not think we should stipulate that unless both 
gambling gains and capital gains could be taxed only 
then could we support the introduction of a tax of that 
nature. 

3886. You would bring as much into the net as you 
could, that is really the answer?— Yes. 

3887 You consider both classes eligible you would be 
quite happy if you could get both in, moderately happy 
if you could get one or other in and your disappoint- 
ment over one would not deprive you of satisfaction 
with the other? — Mr. Murray: Our satisfaction would 
be overshadowed a little, but we should look forward 
to extending it as time went on. 

3888 Mr. Kaldor: On gambling profits, would not your 
ooint be met if there was a special tax on gambling one 

with a fairly high exemption, which would make it 
unnecSary M an™ for gambling losses? I find this 
taffiess of allowing for gambling losses makes any sug- 
gestfon of taxing gambling wins an extremely dubious idea 
S ndministratively difficult. Supposing somebody gams 

d fortune in a football pool or sweepstake, I 

an enormous shoulc j not pa y some tax on that? — 

, RS9 On capital gains which is rather a more rmport- 
ant asiiect of your proposals, do you not think that this 
ant aspect oi y v ^ AmenC an. type which you are 

capital gains tax ot^ ^ very largely ineffective ; it is 

advocating here > Do u n(? t think it is the eva- 

sion ^hlc^is responsible for ^its low yield? -It is a defect 
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in administration if there' is. I do not think we should 
allow the fact that evasion would be attempted to dis- 
courage us from attempting to put the tax into opera- 
tion. I do not know the extent of evasion and whether 
it accounts for the comparatively low yield ; I would 
not like to say. 

3890. Perhaps I would add that, apart from evasion, 
it may be avoided by realising on losses and not realising 
on profits? — True, yes. 

3891. When you have tax to pay you sell out the shares 
that have gone down and not the shares that have gone 
up? — I should not like to estimate how strong a ten- 
dency capital gains would have in affecting or influencing 
actions of that sort. If one feels the share is going to 
go down and down and down one would attempt to sell 



out in any event, whether one has capital gains else- 
where or not. 

3892. In principle you would agree that a tax which 
taxes gains whether realised or not is better than a tax 
which taxes net gains, if it were possible to tax people 
on the net appreciation of their assets in the year?— 
I would not like to say. Frankly we have not given 
serious consideration to that. We felt the administra- 
tive difficulties were so enormous that in fact we did not 
think it would be practicable at all. We are open to 
correction on that. If it can be shown it is practic- 
able we would look at it, but these were the impressions 
that we got. 

Chairman : Thank you very much. 



The witnesses withdrew. 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer : to consider the present system of 
personal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration.” 

NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to: — 

(a) incentives. 

(b) risk bearing. 

(e) encouraging savings, 

(cl) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 
capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 

altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to: — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

(b) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

5. (a) Are there any kinds of profits or income which are not charged but should be; or which 

are charged but should not be? Tn particular — 

(b) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduation by means of the exemption limit, personal allow- 

ances, reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggrega- 

tion; (b) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

17. Are any changes in the provisions against avoidance and evasion desirable? 

18. Is any alteration necessary in the rules governing the taxation treatment of special classes of 

taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY THE COUNCIL OF THE INSTITUTE OF 
CHARTERED ACCOUNTANTS IN ENGLAND AND WAXES 



Part A. General Social and Economic Questions 

Terms of Reference 

1. This memorandum is submitted in response to the 
notice issued by the Royal Commission on the Taxation of 
Profits and Income, appointed under the chairmanship 
of Lord Justice Cohen with the following terms of 
reference : 

“To inquire into the present system of taxation of 
profits and income, including its incidence and effects, 
with particular reference to the taxation of business 
profits and the taxation of salaries and wages ; to con- 
sider whether for the purposes of the national economy 
the present system is the best way of raising the required 
revenue from the taxation of profits and income, due 
regard being paid to the points of view of the taxpayer 
and of the Exchequer ; to consider the present system 
of personal allowances, reliefs and rates of tax as a 
means of distributing the tax burden fairly among the 
individual members of the community ; and to make 
recommendations consistent with maintaining the same 
total yield of the existing duties in relation to the 
national income.” 

2. In preparing this memorandum information has been, 
sought from regional committees consisting of members 
of the Institute both in practice and in industry, who may 
be regarded as representative of members throughout Eng- 
land and Wales although individual members may hold 
views different from those recorded in this memorandum. 

3. The memorandum is arranged under the heads 

suggested in Part A of the notice issued by the Royal 
Commission, dealing with what are called “ general social 
and economic questions ”. The Council does not 
intend to submit evidence on behalf of the 
Institute on items (c), (d), (J) and (5) of 

Head No. 1 as they are largely outside its special 
field. Several of the matters referred to in this memoran- 
dum were dealt with by the Council in its memorandum 
to the Tucker Committee on Taxation of Trading Profits 
and where appropriate the submissions made to that 
committee have been repeated for convenience in this 
memorandum. 

Head No. 1 (a) : Is the present system of taxation satis- 
factory, or could it he improved, in relation to 
incentives ? 

4. It is assumed that by “ incentives ” the Royal Commis- 
sion means incentives to increase earnings by greater effort 
and productivity. 

(i) Salaries and wages 

5. The experience of some members of the Institute 
appears to indicate that P.A.Y.E. may to a relatively small 
extent be a contributory cause of absenteeism and 01 
reluctance to work overtime. The primary causes of the 
difficulties which have been experienced, however, are 



probably not so much the P.A.Y.E. method of collection 
as the high rates of tax, the introduction of income-tax 
to millions of persons who were outside its scope before 
the war and the direct relationship of tax payable to 
current earnings which is particularly emphasised in the 
case of overtime pay as explained in the next two 
paragraphs. 

6. Income tax is not borne by a person whose 
total income, less earned income relief (at pi-esent 
one-fifth of the earned income up to £2,000) 

does not exceed his personal and other allowances. 
When his income exceeds his allowances and 

reliefs the excess is taxable at 3s. in the £ 

on the first £50, at 5s. 6d. in the £ on the next £200 
and at 9s. 6d. in the £ on the remainder. The amount of 
tax payable, when spread over the taxpayer’s whole in- 
come (including the “ tax-free ” portion covered by allow- 
ances) represents a much lower average rate than the 
actual rates charged on the taxable portion. The P.A..'Y.E. 
system emphasises the impact of the tax, because the 
amount deducted from overtime or other additional earn- 
ings directly reflects the highest rate of income tax at 
which the taxpayer is chargeable ; thus the amount of 
tax deducted from additional earnings is a much higher 
proportion of those earnings than the proportion of tax 
on normal earnings. In the case of taxpayers chargeable 
at only the 3s. and 5s. 6d. rates the disproportion can be 
most marked. For example, a married man without 
children pays approximately 8s. 3d. per week on earnings 
of £7 per week, an average of Is. 2d. in the £ ; on over- 
time pay of £1 he would pay a further 4s. 5d. tax, which 
is nearly four times his normal average rate and more 
t han half 0 f the total tax payable on his normal £7. 



7. The structure of income tax (as undoubtedly intended) 
is such that the burden becomes proportionately greater 
as the amount of income increases; under P.A.Y.E. this 
fact is Brought home forcibly to the taxpayer, as illustrated 
in the preceding paragraph, by relating directly to addi- 
tional earnings the heavier burden of taxation which, they 
attract. This position is aggravated by the steepness of 
the steps in the rates of tax (3s., 5s. 6d. and 9s. 6d.) 
because the disproportion becomes suddenly more marked 
when additional earnings bring the next rate into operation. 
There is thus reduced incentive to increase earnings by 
overtime, piecework bonuses or otherwise. Suggestions 
are made from time to time that overtime earnings should 
be exempt from income tax. Such a proposal would 
place one particular class of taxpayer at a great advantage 
compared with other taxpayers, it would be open to abuse 
and would accordingly be an undesirable means of 
attempting to deal with the problem. 

8. On earned income the standard rate of 9s. 6d., after 
allowing for earned income relief of one-fifth, becomes 
an effective rate of 7s. 7-2d. but this rate is not appi icable 

I income in excess of £2,000 per annum. this 
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point the taxpayer ceases to receive earned income relief 
so that on earned income in excess of £2,000 the effective 
rate becomes 9s. 6d. plus sur-tax on a graduated scale 
commencing with 2s. and there is thus an immediate step 
in the rate from 7s. 7 2d. to 11s. 6d. or more than 50 
per cent. Sur-tax rates increase by progressive steps as 
total income increases and the incentive to earn more may 
thus be affected by the diminishing net reward for the 
extra effort. Incentive would be provided by removing or 
at least raising the limit for earned income relief, by 
permitting the deduction of earned income relief for sur- 
tax purposes, or by reducing the rates of sur-tax on earned 
income. 

9. If it is considered desirable that a person should be 
encouraged to continue working after retirement age, steps 
should be taken to remove the disincentive effect of the 
present method of calculating the “ age relief ” in cases 
of marginal income. The “ age relief ” applies where 
the taxpayer or his wife is aged 65 or over and it con- 
sists of an allowance of one-fifth of unearned income, 
thus placing the unearned income on the same footing as 
earned income, provided the total income does not ex- 
ceed £500 per annum. Where the total income does 
exceed £500 per annum the tax payable is limited to the 
sum of (i) the tax which would have been payable if 
the total income had been exactly £500, (ii) five-eighths 
of the excess over £500. The effect therefore is that in 
the income range in which this “marginal” provision 
operates the effective burden on additional earnings which 
raise total income beyond £500 may amount to a charge 
of 12s. 6d. in the £. 

10. The matters to which attention is drawn in the fore- 
going paragraphs indicate that the present system of taxa- 
tion of salaries and wages is not wholly satisfactory in 
relation to incentives. The problem whether the system 
could be improved and the difficulties involved in attempt- 
ing to do so will receive further consideration in pre- 
paring a memorandum on the heads listed under Part B 
of the notice issued by the Royal Commission. 

(ii) Profits of businesses and self-employments 

11. The considerations mentioned in paragraphs 8 to 10 
above are also applicable to the profits of businesses of 
self-employed persons and partnerships. 

Head No. 1 (b) : Is the present system of taxation 
satisfactory, or could it be improved, in relation to 
risk- bearing? 

12. The fact that the potential net yield after taxa- 
tion may be too low to justify risking the loss of the capi- 
tal involved in an undertaking, particularly where the 
loss cannot qualify for taxation relief, must discourage 
risk-bearing and therefore result in the curbing of indus- 
trial productivity and efficiency and the restricting of 
enterprise. In addition to the income tax burden the 
following additional taxes must be considered: 

(a) Profits tax in the case of companies. As indi- 
cated later in this memorandum the whole burden of 
the profits tax falls on profits which would otherwise 
be available for reserves necessary to maintain the 
business and for dividends to ordinary shareholders 
who bear the major risk. Moreover, the higher rate 
(which under the proposals in the Finance Bill, 1951, 
has been changed from 30 per cent, to 50 per cent.) 
charged on distributions has a serious effect upon the In- 
come available for distribution and reduces greatly the 
attraction of risk-bearing capital. The fact that the 
profits tax exists and is capable of being increased 
substantially, in the manner of the recent rise from 
30 per cent, to 50 per cent, with retrospective effect, 
produces uncertainty which must further discourage 
investors from providing risk-bearing capital. The pro- 
fits tax has already had the effect of encouraging on 
a considerable scale the financing of companies by 
means of borrowed money, because debenture and other 
loan interest is allowable as a deduction in computing 
profits for profits tax purposes, whereas dividends on 
preference share capital are not so allowed ; on the 
contrary, the dividends on preference share capital are 
treated as distributions and therefore result in the com- 
pany being charged at the full rate on the amount of 
the preference dividends. The resultant discrimination 
against risk-bearing capital has made for the develop- 
ment of unsound capital structures and the Council 



considers that it is undesirable for a separate profits 
tax to exist. As an indication of this development in 
capital structures the following statistics are quoted from 
the “ Records and statistics ” supplement to The 
Economist of 6th January, 1951: 



Debentures 

Preference 

Ordinary 



1947 

30 

42 

115 



Company Issues 
£ million 
1948 1949 



23 

102 



1950 

64 

11 

59 



187 136 120 134 



( b ) Surtax. Self-employed persons and members of 
partnerships are charged to surtax if their total income 
exceeds £2,000 per annum. Surtax is charged on a 
steeply graduated scale rising at the highest level to 
10s. in the £, making with income tax a total charge 
of 19s. 6d. in the £. There are no means of spreading 
the surtax burden where large fluctuations may occur 
between the earnings in one year and another and a 
submission on this matter was made in paragraph 82 
of the memorandum submitted by the Council to the 
Tucker Committee. The Council wishes to support 
the principle of the recommendation on this matter 
which is made in paragraph 89 of the report of the 
Tucker Committee.* 



13. Another respect in which the existing system of 
taxation acts as a deterrent in relation to risk-bearing 
is that no deductions are allowed for certain revenue ex- 
penses or for the depreciation or amortisation of con- 
siderable classes of capital expenditure. Submissions 
regarding these matters were made in the memorandum 
submitted by the Council to the Tucker Committee. In 
concluding that memorandum the Council stated that 
many specific anomalies or inequities arise under the exist- 
ing statutes or have been created through the applica- 
tion of principles derived from decisions of the courts in 
specific cases; but the Council had taken the view that 
these numerous anomalies and inequities could be avoided 
and much time could be saved for the Inland Revenue, 
the taxpayers and their advisers, if the law were re-stated 
on the basis of the principles submitted in the Council’s 
memorandum. The Council therefore wishes to repeat 
the submissions of principle made to the Tucker Com- 
mittee, namely, that new legislation should be introduced: 

(a) To provide that profits for income tax purposes 
shall be computed in accordance with accepted account- 
ing principles, the gross revenue being charged with the 
whole expense incurred in earning revenue and with 
all other expense or loss incurred for the purposes 
of the business or arising out of or in connection with 
the conduct of the business ; except that no allowance 
shall be made for any annual payments from which 
the taxpayer is authorised to deduct income tax under 
Rule 19 of the Rules applicable to all schedulesf ; 

(b) To provide that the allowance of a particular item 
of expense shall not depend on whether the recipient 
will be liable to income tax on the amount received 
or whether the recipient is resident in the United 
Kingdom ; 

(c) To permit, in computing profits, the deduction of 
annual amounts for the amortisation of all capital 
expenditure other than that incurred on the acquisi- 
tion of non-depreciating assets ; 

M) To permit the calculation of such annual amounts 
on accepted accounting principles without regard to any 
initial allowance which has been granted, except that: 

(i) Annual allowances will cease to be deducted in 
respect of any asset when the annual allowances 
already granted thereon, plus the initial allowance, 
amount to the cost of the asset concerned ; and 

(ii) Initial allowances will continue to he taken 
into account in determining balancing charges or 
•balancing allowances. 

•(e) To provide for the earliest possible clearance of 
the complicated position whioh has been created by the 
accumulation of piecemeal legislation (for which pur- 
pose bold measures may be necessary without undue 
details). 

* Cmd. 8189. t Now I.T.A., 1952, s. 169. 
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(j) To counter the loss of relief in the case of busi- 
nesses which are subject to Dominion income-tax relief 
or relief under double-taxation agreements, for which 
one method would be to give the taxpayer the right to 
ohoose the extent to which initial allowances are claimed 
in any year and to carry forward that part of the allow- 
ances which did not give him any benefit. 

(g) To provide that no expenditure should be dis- 
allowed as being capital unless an amortisation charge 
is allowed, except where the expenditure is incurred on 
the acquisition of non-depreciating assets. 

(h) To provide that accepted accounting principles 
should be applied in determining whether or not the 
expenditure should be allowed as an immediate charge 
or by means of an annual amortisation charge. 

It is on the preservation of productive capacity that the 
future of British industry and the maintenance of the living 
standards of .the whole community depend. 

14. Although profits attract income-tax plus sur-tax 
in the case of self-employed persons and partnerships, or 
income-tax plus profits-tax in the case of companies, losses 
of an undertaking can be deducted only from its future 
profits, except where claims are available under Section 
34,* or Rule 13 of Cases I and H of Schedule D,t Income 
Tax Act, 1918, whereby a loss may be offset against other 
income. Moreover, there is a time-limit beyond which 
losses cannot be carried forward so that if sufficient profits 
have not been earned at the expiration of the time-limit no 
further relief for the balance of the loss is available. Sub- 
missions on this question of relief for losses were made 
in paragraphs 75 and 76 of the memorandum submitted 
by the Council to the Tucker Committee. The Council 
wishes to support the principle of the recommendations 
made by the Tucker Committee in paragraphs 79, 81, 
82 and 83 of its report. 

Head No. 1 (e) : Is the present system of taxation satis- 
factory, or could it be improved, in relation to the 
balance of payments, including the inflow and out- 
flow to and from this country of capital for 
investment ? 

15. In recent years a number of United Kingdom com- 
panies operating overseas have transferred their manage- 
ment and control abroad, so as to avoid United Kingdom 
taxation. The mitigation of double-taxation by the 
various bi-lateral agreements and by the recently enacted 
unilateral relief appears insufficient by itself to dissuade 
United Kingdom companies from taking this step. After 
obtaining the maximum double-taxation relief available, 
a company controlled from the United Kingdom cannot 
pay less than the equivalent of the high United Kingdom 
rates of tax and sometimes has to pay more. The situa- 
tion obviously compares unfavourably with the position 
of a company carrying on business and controlled in ah 
overseas country where the rates of tax are appreciably 
lower than in the United Kingdom. The present position 
also operates to remove any incentive to an overseas 
company carrying on part of its business in the United 
Kingdom to transfer its management and control to this 
country. 

16. An incidental but important result of the transfer 
abroad of the control of companies has been to take away 
from the United Kingdom the benefit of the expenditure 
by those companies upon salaries, rent and incidentals 
of their former administrative offices in the United 
Kingdom and upon equipment and stores for their operat- 
ing units abroad. Such expenditure, having been made out 
of profits earned abroad, was a form of export which has 
now been wholly or partially lost to the United Kingdom. 
Another important consideration is that the domicile of 
the headquarters in the United Kingdom tends to maintain 
a closer link between the United Kingdom and the techni- 
cal experts and skilled craftsmen of the companies 
operating abroad and it normally leads to the recruitment 
of British trained staff and technicians for service overseas. 
There are at all times many other intangible benefits to 
the United Kingdom, particularly in times of emergency, 
from maintaining the ultimate control in the hands of 
directors in the United Kingdom. 



* Now I.T.A. 1952, s. 341. t Now I.T.A. 1952, s. 142. 

16736 



17. One method of meeting this situation would be to 
provide some further measure of relief from taxation upon 
the profits of businesses operating abroad but managed 
and controlled from the United Kingdom. It may be 
noted that under Canadian tax law companies operating 
abroad but managed and controlled from Canada are not 
chargeable with income-tax, but dividends paid by such 
companies remain chargeable on the shareholders at their 
appropriate rates of income-tax ; in the case of non- 
resident shareholders the rate is fixed at 15 per cent. 

18. The Finance Bill, 1951, contains in clause 32* pro- 
visions which, if passed into law, will deal with this matter 
in an entirely different way, namely by making it an 
offence, punishable by imprisonment and heavy fines, to 
enter into transactions which, inter alia, result in trans- 
ferring a company’s control abroad without Treasury 
consent. While this may have the effect of preventing 
the removal of profits from the scope of United Kingdom 
taxation, if may also have the effect of discouraging the 
inflow of capital and profits to the United Kingdom. The 
Council has serious misgivings regarding the long-term 
economic effects of these proposals in the Finance Bill 
which may carry the implication that, sex far as the United 
Kingdom is concerned, its overseas industry is a dying 
one which will disappear over the course of years and be 
replaced by young and vigorous enterprises established 
elsewhere. 

19. In paragraphs 13 and 14 of the Council’s memo- 
randum to the Tucker Committee attention was drawn to 
the inequity which arises in certain cases of businesses 
operating overseas and controlled from the United 
Kingdom, in that income-tax is chargeable on overseas 
profits as if they arose in the United Kingdom even though 
it may be impossible to transfer the profits, or a sub- 
stantial part thereof, to the United Kingdom. This posi- 
tion may arise because of currency restrictions or because 
of overseas legislation ; for example, in certain countries 
it is necessary to make statutory reserves, or to set aside 
profits which may be required to meet compulsory pay- 
ments to employees leaving the business. The Council 
submitted that income from overseas sources at present 
assessable under Schedule D on the income arising should 
•not be charged to United Kingdom income-tax until the 
income oomes within the disposition of the assessee and 
is legally capable of conversion into sterling. In para- 
graph 304 of its report the Tucker Committee expressed 
the view that this matter was not within its terms of 
reference and should more properly be considered- by the 
Royal Commission. 

Head No. 2 Would it be advantageous to link income-tax 
with social security payments and contributions ? 

20. The question whether payments and contributions 
under social security legislation should be linked directly 
with income-tax is one on which there is difference of 
opinion among the regional committees from which 
information has been obtained in preparing this -memo- 
randum. Such a link would presumably involve the 
charging of income-tax at an appropriate rate or series of 
appropriate rates on all income (without personal, child 
and other allowances), the abolition of the social security 
contributions as such and the payment in cash, through 
the post office or otherwise, of an allowance to every 
individual, other than those who are receiving unemploy- 
ment benefit, pensions or similar benefits from State funds. 
This arrangement would no doubt result in substantial 
administrative economies for employers, by abolishing the 
system of stamping insurance cards and possibly simplify- 
ing the machinery of tax deductions under P.A.Y.E.. Simi- 
larly, administrative economies would presumably be 
experienced in the offices of Inspectors of Taxes by re- 
moving from those offices the responsibility for personal 
allowances and in the national insurance offices -by abolish- 
ing the system of stamped cards and the necessity for 
recording contributions. 

21. On the other hand the change would require the 
introduction of considerable administrative machinery and 
safeguards for the payment of allowances in cash. A 
further consideration is that there are millions of wage- 
earners who at present are not liable to income tax 
because their income is covered by their personal, child 
and other allowances. In such cases the change would 



* Now I.T.A. 1952, s. 468. 
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result in the necessity for deducting tax from wages and 
paying the allowances in cash as a separate operation. 
Moreover, it is important that the cost of benefits which 
are so personal as those provided under the social security 
legislation should be brought home to those who pay 
for those benefits. This is to some extent achieved under 
the present arrangements, although the contributions cover 
only part of the benefits. The change would result in 
the entire cost being hidden in the general income-tax 
burden and the benefits would tend to be regarded as 
something to which the individual is entitled without 
payment, whereas it seems desirable that there should 
be a far wider appreciation of the fact that the State has 
no funds other than those which it obtains from the 
individuals who constitute the State. 

22. On balance the Council is not satisfied that it would 
be advantageous for payments and contributions under 
social security legislation to be linked directly with income- 
tax. 

23. There is at present one link which the Council 
considers could with advantage be removed. Social 
security benefits were originally treated as income for 
income-tax purposes and the contributions for those bene- 
fits were allowed as deductions in computing taxable 
income. In the case of unemployment, sickness and 
maternity benefits it was found administratively imprac- 
ticable to follow that system and in consequence the bene- 
fits were relieved of tax and a proportion of the social 
security contributions was removed from the allowable 
deductions in computing taxable income. For reasons of 
simplicity all benefits could well be exempted from 
income-tax, except in the case of State retirement pensions 
which are in a rather different category from the other 
benefits and do not give rise to the same administrative 
difficulties. 



Head No. 3 : Is the present treatment of companies for 
taxation purposes satisfactory or should it be 
altered ? 

24. As a body of persons ’ a company was originally 
regarded as a large partnership and as being assessable to 
income-tax as agent for its shareholders. It is however 
now firmly established that the separate corporate exist- 
ence of a company must be recognised for tax purposes, 
the company being assessed as a taxpayer on its income, 
while only the amounts distributed to the shareholders as 
dividends become their income. The income retained by 
a company to provide for the maintenance of its pro- 
ductive capacity is not available for distribution to and 
enjoyment by its shareholders. For this reason it is some- 
times argued that the income properly retained by a com- 
pany should be exempt from taxation. Income-tax, how- 
ever, is a tax on income whether spent or saved and 
however desirable it is for profits to be retained and 
saved in order to maintain productive capacity, it would 
not be fair to exempt the retained profits of companies 
trom income-tax unless there were also exemption for 
the corresponding savings of trades and professions carried 
on by individuals and partnerships. If so radical a change 
could be contemplated the tax would cease to be a tax 
on income ; it would become a tax on distribution and 
consumption and would moreover have to be charged at 
a greatly increased rate in order to maintain the same 
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25. The alternative appears to be to introduce appro- 
priate relief from the full burden of taxation on such 
part of the profits as it is necessary or prudent to retain 
in the business. On this matter the Council drew the 
attention of the Tucker Committee to the serious financial 
difficulties which are encountered by businesses during a 
prolonged period of high taxation and greatly enhanced 
prices and the consequent urgent need for relief on 
profits which are retained in the business for maintain- 
ing the physical capacity of the business. The Council 
pointed out that if it were decided that relief should be 
given to businesses of all kinds (as distinct from limiting 
rehef to productive industry only) it would be appro- 
pnate to .introduce a scheme of differential taxation 
whereby retained profits are given some measure of relief 
this would not only provide rehef from taxation on the 
funds required for the re-equipment of fixed assets but 
would also give rehef in respect of the financing of stocks 
and other current assets. The Council also pointed out 



that in the case of companies the introduction of rehef 
in this way would necessarily imply as a first step the 
removal of the profits-tax, at least in so far as it is 
charged on retained profits. It is not generally appre- 
ciated that the whole burden of the profits-tax falls in effect 
on retained profits. 

26. The present profits-tax imposes on the profits of a 
corporate body an additional charge of 10s. in the £ and 
then allows relief of 8s. in the £ in so far as the profits 
are not ‘ distributed ’ within the meaning of the profits- 
tax legislation. In effect, therefore, the whole of the 
profits are subject to a charge of 2s. in the £ and a 
further 8s. in the £ is charged on ‘ distributions ’. Income- 
tax relief is allowed on the aggregate profits-tax payable. 
Dividends paid to preference shareholders are not allowed 
as a deduction in computing the amount on which profits- 
tax is chargeable and no part of the tax is recovered by 
deduction from preference .dividends. Accordingly the 
whole burden of the tax falls on the balance of profits 
which would otherwise be available for reserves neces- 
sary to maintain the business and for dividends to 
ordinary shareholders. If therefore the amount of prefer- 
ence capital is high in relation to ordinary capital, or if 
the amount of the preference dividend is high in relation 
to the total profits, the effective combined charge of profits- 
tax and income-tax on the remaining profits must exceed 
10s. 7d. and in extreme cases could exceed 20s. in the £. 

27. Because of the considerations mentioned above and 
those referred to in paragraph 12 (a) in connection with 
incentives, the Council takes the view that it is undesir- 
able that a separate profits-tax should exist. This matter 
will receive further consideration in preparing a memoran- 
dum on Part B. 



28. So long as there is an additional tax on profits 
however, the profits to be taxed should be computed after 
allowing for proper remuneration for the directors. In 
paragraphs 86 and 87 of its memorandum to the Tucker 
Committee the Council made submissions regarding de- 
ductions for directors’ remuneration and it is considered 
that those submissions are preferable to the change pro- 
posed in the Finance Bill, 1951. The Council’s submis- 
sions are therefore repeated below : 

(a) The limitation on the deduction allowed for direc- 
tors’ remuneration should be abolished, in view of the 
income-tax and sur-tax to which the remuneration is 
subject in the hands of the directors. 

, W ( fl ) is not accepted, the minimum allowance 
should be amended so as to take account of the num- 
™ of directors concerned; and the maximum share- 
holding permitted for qualification as a whole-time ser- 
vice director should be increased. 



29. In paragraphs 88 and 89 of its memorandum to the 
lucker Committee the Council submitted, in connection 
with profits-tax, that where there is ‘franked investment 
income and other chargeable income, distributions should 
be deemed to be made first out of franked investment 
income. This matter was not dealt with by the Tucker 
Committee in its report. 



uuponant matters reterred to in 
paragraphs (11) to (19) and (24) to (29), the present treat- 
ment of companies for taxation purposes is considered 
to be broadly satisfactory. General, though not detailed, 
consideration has been given to the fundamentally dif- 
a re ?t system employed in some other countries such as 
Austraha and the United States but the Council is not 
satisfied that such a system is preferable to that which 
has long been used in the United Kingdom, or that 
there are sufficient disadvantages of the present system 
to warrant any radical change. 



C oncluston to Part A 

„^, ost of the matters mentioned in this memoran- 
dum mil, as already indicated, arise again in more de- 
tailed form under the other heads listed in Part B of the 
notice issued by the Royal Commission. It has therefore 
been assumed that at this stage the Royal Commission 
reqtmes evidence only on the general principles indicated 
Nos !, 2 and 3, independently of the specific 
suggestions to be put forward under Part B. 

6th June, 1951. 
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EXTRACT FROM SUPPLEMENTARY MEMORANDUM SUBMITTED 
BY THE COUNCIL OF THE INSTITUTE OF CHARTERED 
ACCOUNTANTS IN ENGLAND AND WALES 



Head 5 (b) — Capital profits 

95. Income-tax is chargeable on “ annual profits or 
gains ” but the word “ annual ” is not used to mean that 
the profits or gains must recur year after year or even 
extend over the whole of one year. In general the expres- 
sion “ annual profits or gains ”, as interpreted by the 
specific provisions of the Income Tax Acts and by deci- 
sions of the courts, means income in its generally under- 
stood sense, that is to say profits or gains of the kind 
considered in the preceding paragraphs under question (a). 
In the absence of a statutory definition, a capital profit 
is most conveniently regarded from the negative aspect 
of being one which does not fall within the meaning of 
income ; and question ( b ) of this Head will be considered 
from the point of view of whether the scope of income-tax 
should be extended beyond income as generally under- 
stood. 

Capital gains as a source of income 

96. A capital gain, as distinct from an accretion in 
capital value, arises when a capital asset is sold for an 
amount greater than its cost. By capital asset is meant 
an asset which is not held for realisation in the ordinary 
course of business. It is possible that the same asset or 
type of asset may be a capital asset in the hands of one 
person and stock-in-trade in the hands of another. For 
example a motor vehicle is the stock-in-trade of the 
vehicle manufacturer and .the trading profit derived by 
him from the sale of his vehicles is chargeable to income- 
tax. On the other hand a trader who buys a motor 
vehicle for use in his business {for example a newspaper 
delivery van) has purchased a capital asset and if he should 
dispose of the vehicle for a sum greater than its cost, 
the surplus is a capital profit which is not subject to 
income-tax. Similarly a manufacturing concern which 
holds .investments may realise the investments for an 
amount greater than their cost and in .this case the surplus 
is a capital profit not subject to income-tax ; but where 
the business itself consists of dealing in investments then the 
investments are the stock-in-trade of .the business and 
the profits on dealings are income chargeable to income- 
tax. The criterion is the purpose for which the asset is 
held. If it is held for realisation in the ordinary course 
of business, the proceeds of sale are taken into account in 
computing profits ; but if the asset is held for use in the 
business as a fixed asset and not for realisation, .the pro- 
ceeds in the event of realisation would be a capital receipt. 

97. There is thus no certainty that any particular form 
of transaction will not fall within the scope of the Income 
Tax Acts. If the owner of a house sells his house for 
more than he paid for it the surplus is a capital profit 
which would not fall within the scope of the Income Tax 
Acts. If, however, the person made a practice, even on 
a limited scale, of buying and selling houses with a view to 
profit, it would be open to the Inland Revenue to contend 
that a trade is being carried on, namely the buying and 
selling of houses, and .that accordingly there is a source 
of income chargeable under Case I of Schedule D. If 
the person who had bought and sold houses wished to 
dispute an assessment raised on such a basis he could 
appeal to the general or special commissioners but if the 
commissioners found as a question of fact that a .trade 
was being carried on and if there was evidence to support 
that finding, an appeal .to the courts would be of no 
avail and the assessment would be maintained. It is 
always open to the Inland Revenue to proceed in .this 
way, so that any person who seeks to produce an income 
by means of capital profits may find himself within the 
scope of the Income Tax Acts on the ground .that his 
income is derived from the carrying on of a trade. 

98. The Inland Revenue may be expected to be par- 
ticularly cautious in attempting to raise an assessment 
on the basis that transactions which in .themselves are of 
a non-.taxable nature are nevertheless carried out in circum- 
stances which amount to the carrying on of a trade. If 
the nature of the transactions is in any way speculative 
(which would often be the case) there is a risk of losses 
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being incurred and such losses would be available to file 
taxpayer, for set-off or carry-forward in accordance with 
the provisions of .the Income Tax Acts, if the transactions 
had been treated as being the carrying on of a trade and 
chargeable under Case I of Schedule D. The view might 
be taken {although it is doubtful whether it could be 
maintained in law) that a person who .places bets 
systematically with the object of making an income from 
that source is carrying on a trade chargeable under 
Case I of Schedule D ; but since such an activity is highly 
speculative and, over betting transactions as a whole, it is 
only the bookmaker who makes a profit, it is unlikely 
that the Inland Revenue would attempt to maintain such 
a view. The bookmaker himself is of course carrying 
on a trade and as such is chargeable to income-tax. 

99. It will be apparent from what has been stated above 
that any attempt to produce an income by means of 
capital gains will normally result in the person concerned 
being charged to income-tax, except in those cases 
where -the Inland Revenue take the view .that the Ex- 
chequer is likely to lose rather than gain by attempting 
to impose the tax. It remains therefore to consider 
whether the nature of income-tax should be changed so 
that it ceases to be a tax only on income but extends 
also to capital gains as such, even on single transactions. 

Taxation of capital gains as such 

100. In view of the reply given by the then Chancellor 
of the Exchequer in the House of Commons on 6th 
February, 1951, it would appear that the Royal Commis- 
sion will now have to consider the question of the taxa- 
tion of capital gains as such. The Chancellor was asked 
whether he would enlarge the terms of reference of the 
Royal Commission to include consideration of taxes on 
capital gains ; and he stated in reply that the Royal Com- 
mission had been informed .that 'its terms of reference 
entitle it to consider “ The question of charging to income- 
tax or profits-tax any profit ranking as a capital profit 
under the existing law which might reasonably be brought 
within the scope of those taxes ”. 

101. As stated in paragraph 96, a capital gain arises 
when a capital asset is sold for an amount greater than 
its cost. In the case of an asset sold by a private indivi- 
dual {for example a house or an investment) the original 
cost of .the asset has not been allowed as a charge for 
income-tax purposes ; the asset will have been bought by 
him out of savings from taxed income or out of the 
proceeds of some other asset, or acquired by gift, legacy 
or similar manner. There is therefore no logical reason 
why any surplus which arises on disposal of the asset 
should be chargeable to income-tax unless the principle 
were adopted of imposing income-tax on all additions to 
monetary resources — a principle which raises far-reaching 
and fundamental considerations, as will be seen from later 
paragraphs. If, however, such a gain were illogically 
charged to income-tax there would be .great difficulty in 
ensuring equity as between taxpayers. The asset may have 
been held for many years and its original cost may not 
be capable of verification ; or the asset may have been 
acquired by gift or bequest. A person in need of money 
would be likely to prefer to borrow on the security of his 
assets rather than sell an asset which has increased in 
monetary value over a long period of years, if the mone- 
tary gain on sale were chargeable to income-tax ; some 
persons may be able to borrow in this way and escape 
the tax, whilst others may not. 

102. In the case of a business undertaking the position 
in respect of fixed assets is in one important respect 
different from that of a private individual. Amortisation 
charges in respect of many fixed assets are allowed in com- 
puting business profits for income-tax purposes ; and if 
the recommendations made by the Council under Head 
No. 7 were adopted, amortisation charges would be 
allowed on all business assets other than those of a non- 
depreciating nature. Under the system of balancing 
charges and balancing allowances introduced by the In- 
come Tax Act, 1945, the proceeds of realisation of a fixed 
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asset are 'brought into account, but this is not done for 
the purpose of charging any capital profit in the event of 
the asset realising more than it cost. It is done to ensure 
that over the period in which the asset was held, the 
aggregate amortisation charges do not exceed the cost of 
the asset less the proceeds of realisation. A balancing 
charge is therefore 'limited by 'the original cost of the 
asset ; if the proceeds of realisation should exceed the 
cost, the balancing charge withdraws the amortisation 
charges already allowed but it does not bring into charge 
the excess. The Income Tax Act, 1945, has not therefore 
introduced any departure from the principle that capital 
profits as such are not within the scope of income-tax. 

103. In the case of both private individuals and busi- 
nesses, any monetary profit which arises on the sale of a 
fixed asset will, in present circumstances, usually be due 
in a large measure to the fall in the value of money and 
to impose a tax on the monetary profit would therefore 
result in great hardship unless the use to which the pro- 
ceeds are put is taken into account. For example, the 
owner of a house bought in, say, 1938 can undoubtedly 
make a substantial monetary profit at present-day prices 
but if the object of selling is to acquire another house 
elsewhere he will have to buy the new house at present- 
day prices. If a tax were imposed in such a way that 
no charge would arise where the proceeds have been 
applied in the purchase of another asset, there would be 
grave injustice as between the person who expends the 
proceeds in this way and the person who does not wish 
immediately to utilise the monetary proceeds. 

1 04. This question of preserving equity as between ione tax- 
payer and another arises on every aspect of the taxation 
of capital gains and it leads to some far-reaching and 
fundamental considerations, for example : 

(a) Unrealised gains. Two taxpayers may each 
possess a similar asset acquired at considerably less 
cost than the present-day monetary value. Through 
personal circumstances one taxpayer may find it neces- 
sary to realise his asset whilst the other taxpayer is able 
to retain his. The taxpayer who has realised his asset 
may be in particular need of the proceeds and therefore 
likely to suffer hardship in the event of the monetary 
profit being subjected to income-tax ; whereas the other 
taxpayer suffers no tax on the unrealised appreciation 
in the monetary value of his asset. This must inevit- 
ably lead to the question of imposing tax on unrealised 
gains which in the opinion of the Council would pro- 
duce an intolerable situation. In the United States 
where a capital gains tax is in operation, it is an estab- 
lished principle that only realised gains are taxed. 

ib) Gaming profits. If the principle were adopted of 
imposing income-tax on the capital profit arising on 
the sale of an investment which may have been bought 
deliberately as a speculation, the question arises of 
whether there is any difference in substance between 
such a transaction and other speculative activities such 
as betting, football pools, crossword and other competi- 
tion prizes. The taxing of a capital profit on realisation 
of an investment would therefore lead to consideration 
of this other wide field of possible sources of additions 
to monetary resources. From the standpoint of the 
national revenue (as distinct from the question of 
penalising the successful individual) the Exchequer 
already takes “ at source ” its share of ultimate gaming 
profits in the form of the pool betting tax and taxation 
of the profits of bookmakers and totalisators, whilst on 
investment transactions heavy stamp duties are payable 
irrespective of profit or loss. 

105. The taxation position in the United Kingdom must 
be considered as a whole — income-tax at a high rate, 
sur-tax rising to a level which is virtually confiscatory in 
the higher income ranges, purchase tax and other indirect 
taxes payable on a great range of expenditure, profits-tax 
on oompanies, and heavy death duties. All these taxes 
are assessed and collected under an administrative system 
which (notwithstanding the importance of the present 
steps to discover certain kinds of evasion) is probably the 
most efficient in the world in ensuring maximum collec- 
tion. The whole system is already necessarily complex 
and requires skilled personnel for its administration. 
Apart from any other objections which may be raised 
against the taxation of capital gains, there is the serious 



objection that it would inevitably add considerable further 
complexities to the taxation system and impose a further 
administrative burden on the national economy. 

106. It is necessary to consider also .the psychological 
effect which the taxation of capital gains is likely to have 
There is every reason to suppose that it would discourage 
the sale of assets and thereby tend to retard business 
developments and to restrict the mobility of the popula- 
tion — in other words, the tendency would be towards 
standstill conditions instead of conditions in which the 
resources of the country are likely to be developed. (A 
useful comparison is already available in the artificial 
factors which, have been introduced into land dealings 
under the Town and Country Planning Act, 1947. One 
of the chief demerits of that Act is that it has discouraged 
•the sale of land for development.) A person in need of 
money would be more likely to borrow on the security of 
his assets than to realise them and pay tax on the mone- 
tary profit. If it did become necessary for a person to 
sell an asset, there would inevitably be a tendency to dis- 
count the tax by increasing the price, thus making the 
tax a further contribution to the causes of inflation. 
Moreover, such a tax would.be likely to discourage saving! 
The fall in the purchasing power of money has already 
affected adversely the investment of savings in govern- 
ment and other fixed interest stocks ; investments in equity 
capital would lose much of what attraction remains if tax 
were chargeable on the monetary profit arising on sale. 
Finally, the strain on the taxpayer’s honesty is an import- 
ant consideration. It is generally recognised that existing 
taxation has proved too much for some taxpayers. The 
effect of a tax on capital gains may well be to increase 
greatly the number of transactions which take place for 
ready cash or even by barter. 

Submission 

107. The present distinction between profits liable to 
charge and others not liable to charge as being capital 
profits is satisfactory ; and there should therefore be no 
extension of the scope of income-tax beyond income as 
generally understood. 

108. If it were decided, in spite of the fundamental 
objections, to bring capital gains within the scope of 
income-tax there are certain important practical considera- 
tions which should be borne in mind in considering the 
manner of imposing the tax : 

(a) Long-term gains. — It would be necessary to place 
a smaller burden on long-term gains than on short-term 
gains, otherwise the taxation of the former would to a 
large extent be the confiscation of the monetary profit 
which has accrued over a long period through the fall 
in the value of money. In 'the United States the distinc- 
tion is made by treating as a long-term gain one arising 
on the sale of an asset which had been held for more 
than six months and by charging the tax on less than 
the full amount of the gain. Other methods are adopted 
in other countries. The Council does not suggest any 
particular method as being one which would be appro- 
priate in the United Kingdom. Indeed, the Counoil 
considers that the need to make the distinction is a clear 
indication of the anomalous and arbitrary nature of a 
tax on capital gains. 

(b) Rate of tax. — The higher the rate of any tax, the 
more its undesirable features become evident. This 
would be particularly so in the case of a tax on capital 
gains. A charge at the standard rate of income-tax 
would emphasise the unfavourable psychological re- 
actions which may be expected. In the United States 
the tax on capital gains is at a lower rate than taxes 
on income. 

(c) Losses. — It would be grossly inequitable if capital 
gains were brought within the scope of income-tax but 
capital losses were allowed to be set-off only against 
capital gains instead of against any income on which 
■income-tax is chargeable. This is the position in the 
United States, except that up to 1,000 dollars can be 
set-off against income if there are no capital gains 
available. There is an analogy in the United Kingdom 
income-tax system in relation to Case VI of Schedule D. 
This is the “ sweeping-up ” case under which tax is 
charged on any annual profits or gains not falling under 
Cases I to V and not charged under any other Schedules ; 
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examples are commission for guaranteeing a bank over- 
draft or for underwriting shares, profits of other business 
transactions which do not constitute a 'trade, profits of 
furnished lettings. Since 1927 it has been possible {to 
offset, against Case VI profits, losses on transactions 
which if they had resulted in profits would have been 
charged under Case VI. Prior to 1927 no relief could 
be obtained for such losses and even now relief can 
only be obtained against Case VI income. If capital 
gains were brought within the scope of income-tax, the 
Council would deprecate the treatment of capital losses 
on the basis now applicable to Case VI losses ; the 
treatment should follow the submissions under Head 
No. 19 relating to relief for losses. 

Head No. 21 : Rising price levels 

The problem 

315. In times of price stability the ascertainment of 
profit by deduction of the historical cost of goods sold 
from the poceeds of sales, enables the goods concerned 
to he replaced without recourse to the margin between 
cost and selling price or to additional finance from external 
sources. Similarly the apportionment of the cost of fixed 
assets over the years in which they are in effective use, by 
means of depreciation charges to profit and loss account, 
provides funds for the replacement of those assets as and 
when they cease to be useful. In other words the charg- 
ing to profit and loss account of the cost of goods sold 
and of fixed assets consumed enables the financial capacity 
of the business for handling a given physical volume of 
goods to he maintained in a long period of price stability 
without utilisation of the profits so ascertained or of new 
funds from outside the business. Profits retained (less 
the taxation levied on profits) and new funds from external 
sources are thus available for financing the development 
of the business, as distinct from the maintenance of its 
existing physical capacity. 

316. In times of rises in price levels such as have been 
experienced in recent years, the use of the cost basis of 
profit ascertainment does not enable either the physical 
volume of stocks carried, or the fixed assets on which the 
output of the business depends, to be maintained without 
utilising profits or new funds. With the high rates of taxa- 
tion ruling in the United Kingdom the margin of net 
profits available to meet the effects of rises in price levels 
is inadequate and great difficulty is met in conserving the 
physical capacity of businesses without recourse to addi- 
tional finance from external sources ; and the obtaining of 
such finance may present serious difficulties, particularly 
in the case of the smaller and growing businesses. 

317. The combined effeot of the rise in price levels and 
the oppressive burden of taxation has led a number of 
business men and their advisers to question the validity 
of the cost basis of . profit ascertainment hitherto generally 
followed by industrial and commercial undertakings. 
Various suggestions have been made for changes in the 
basis of accounting. Some accountants suggest the con- 
tinuance of the calculation of depreciation charges in 
respect of fixed assets by reference to .historical cost, with 
an additional charge to profit and loss account in order 
to take into account the change in the value of money 
since the date of purchase ; others advocate the writing-up 
of fixed assets (either iby reference to price indices or by 
reference to replacement costs) so that depreciation charges 
would be based on current values ; and various other 
proposals have been made, all having the same underlying 
purpose of charging against revenue the consumption of 
fixed assets at current or replacement values. Similarly, 
various proposals are made for the same purpose in 
relation to stock-in-trade. 

318. Whatever may be the correct view on this debat- 
able matter, the principle of historical cost must, unless 
and until some satisfactory alternative is available, con- 
tinue of necessity to be 'the basis on which annual accounts 
are prepared for shareholders. The results shown by 
accounts prepared on the principle of historical cost, for 
the information of proprietors, are however not necessarily 
appropriate for use, without modification, for other pur- 
poses. When considering dividend policy, the directors of 
a company have the right to place to reserve such amounts 
as they consider to be necessary to maintain the physical 
capacity of the business but the ability to retain sufficient 
profits is seriously restricted by the basis and scale of 

16736 



United Kingdom taxation. The Exchequer takes the 
major share of the profits of any business and the view 
may be taken that it is contrary to the national interests 
for the Exchequer to draw its full share in cash, regard- 
less of whether that cash is available, leaving the pro- 
prietors to provide out of their minority share not only 
reasonable dividends but also the amounts necessary for 
the maintenance of the business. Taking a long view, 
the payment of reasonable dividends on equity capital is 
essential properly to remunerate investors and to attract 
the further capital which it may be necessary to obtain 
from time to time. 

319. It can therefore be argued that the availability of 
profit should be a consideration not only in determining 
the distributions to proprietors but also in determining the 
payment of United Kingdom taxation ; in other words 
that there should be some form of relief in respect of 
retained profits. In its memorandum to the Tucker Com- 
mittee the Council outlined briefly the various suggestions 
which had been made for giving appropriate relief and 
these fell into .three broad types, namely, taxation relief 
on retained profits, the adaptation of initial allowances, 
and fixed asset replacement allowances. 

Relief on retained profits 

320. The giving of taxation relief on all retained profits 
would give rise to considerable practical difficulties, par- 
ticularly in relation to businesses carried on by individuals 
and partnerships. These difficulties led to the view that 
it might be necessary to relate the relief to expenditure on 
fixed assets instead of to retained profits as such in which 
case the relief would become similar in principle to the 
other two types mentioned in the memorandum to the 
Tucker Committee, namely, the adaptation of initial 
allowances, and fixed asset replacement allowances. 

Initial allowances 

321. Initial allowances were first introduced by the 
Income Tax Act, 1945. The initial allowance, as amended 
by the Finance Act, 1949, is 40 per cent, of the cost of 
plant and machinery and 10 per cent, of the cost of con- 
struction of certain industrial buildings. These allowances 
are taken into account in calculating future depreciation 
allowances and the effect is therefore to grant a substantial 
allowance at the commencement of the life of an asset 
whilst in subsequent years allowances are far smaller than 
the depreciation properly chargeable in those years. In 
total there is no increase in the depreciation allowance 
as it is still restricted to the cost of the asset, the initial 
allowance being withdrawn gradually through the reduced 
depreciation allowances in subsequent years. 

322. In the case of businesses which obtain double- 
taxation relief the initial allowances give rise to anomalies 
in the calculation of relief and these anomalies are some- 
times a serious disadvantage to the business concerned. 
Another feature of the existing law relating to initial 
allowances is that the deduction is allowed not in the year 
in which the capital expenditure is incurred but in the 
year of assessment based on the accounting year in which 
the expenditure was incurred. 

323. The Council’s memorandum to the Tucker Com- 
mittee included the following observations in regard to 
initial allowances : 

“ During the period of re-equipment and expansion 
which immediately followed the war, the total temporary 
reduction of tax by reason of initial allowances must 
have represented a very substantial temporary saving to 
industry and has undoubtedly been of considerable 
financial assistance. The percentage rates of the initial 
allowances are, however, subject to variation from year 
to year according to government policy and there is no 
certainty that they will be continued indefinitely on a 
material scale.” 

324. The Tucker Committee, for reasons explained in 
its report, took the view that initial allowances were a 
satisfactory method of giving relief but almost simul- 
taneously with the publication of the report of the Tuckei 
Committee the then Chancellor of the Exchequei 
announced the cessation of initial allowances as from 6th 
April, 1952. The Council would not urge the reintroduc- 
tion of initial allowances (unless it is desired as a matter 
of fiscal policy — as in 1945 — to give financial assistance 

A 4 
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for the financing of development and expansion, apart 
from any question of price level) but if the Royal Com- 
mission should decide to recommend the use of initial 
allowances, following the recommendations of the Tucker 
Committee, the Council would not wish to add to what 
it stated in the memorandum to the Tucker Committee. 
Replacement allowances by price level adjustment 

325. The third type of relief dealt with by the Council 
in its memorandum to the Tucker Committee consists of 
the introduction of fixed asset replacement allowances, on 
a basis similar to that adopted in certain continental 
countries, notably Belgium and France, where businesses 
have been encouraged to write-up their fixed assets, the 
object being to express in terms of francs of uniform pur- 
chasing power the cost of fixed assets acquired in different 
years. Businesses 'in those countries have been permitted 
to use the written-up amounts in calculating depreciation 
for taxation purposes and the effect is therefore that taxa- 
tion allowances for depreciation of fixed assets are related 
broadly to their current replacement cost. The proposal 
for fixed asset replacement allowances in the United King- 
dom would be on similar lines but adapted so that profits 
for taxation purposes would first be ascertained after 
charging depreciation on historical cost and would then be 
reduced by a supplemental annual allowance. This 
supplemental allowance would vary according to changes 
in price levels and would be conditional upon an equivalent 
amount of profit being retained in capital reserve until 
replacement is effected. 

326. There are various methods by which such supple- 
mental annual allowances could be calculated. They involve 
complexities and in all businesses whose records of fixed 
assets are not fully detailed the difficulties might be con- 
siderable. If retention in capital reserve were made a 
condition, as suggested in the preceding paragraph, the 
safeguards to ensure retention would present further com- 
plications, particularly in the case of individuals and 
partnerships. Apart from these complexities, price levels 
of future years cannot be foreseen and it is the price at 
the time of replacement and the availability of funds at 
that date which are of material importance. 

Summary 

327. It will be evident from the foregoing paragraphs 
that the various suggestions which have been made for 
giving relief in respect of rising price levels, would involve 
the need for safeguards against the giving of relief on 
amounts in excess of what it is necessary to retain in the 
business. Moreover many suggested methods would in- 
volve complexities and considerable work in recording the 
relief given year by year and in considering the accumu- 
lated relief in relation to the expenditure incurred by the 
business for the purposes for which the relief was given. 
These practical difficulties are serious and it may be that 
no wholly satisfactory system for annual relief could be 
devised. Moreover, the Council recognises that arguments 
can be put forward on behalf of other classes of tax- 
payer, such as those having incomes of fixed monetary 
amount, who also have a financial problem in times of 
rising price levels. 

328. If it were decided to give some measure of relief 
to businesses in respect of the financial effects of rises in 
price levels, the method which the Council would favour 
for doing so would be to give relief on retained profits 
as such, provided it is possible to devise a satisfactory 
system. If however the practical difficulties which arise 
in relation to sole traders and partnerships were considered 
to be insuperable, an alternative arrangement would be : 

(a) In the case of corporate bodies, to give some 
measure of relief on retained profits. 

(b) In the case of sole traders and partnerships, to 
raise the level of income on which earned income 
relief is granted and either to allow for sur-tax purposes 
the deduction of the earned income relief allowed for 
income-tax purposes, or to charge sur-tax on earned 
income at a lower rate than that charged on unearned 
income. (This follows the submissions made in para- 
graph 177 of Head No. 9, independently of the question 
of rising price levels in relation to business profits.) 

329. If the Royal Commission is not able to recom- 
mend either relief on retained profits as such, or the alter- 
native arrangement suggested in the preceding paragraph, 
the Council wishes to put forward a new proposal (dealt 
with in paragraphs 331 to 335 below) for replacement 



allowances in respect of ‘fixed assets ; but the Council is not 
able to make any specific proposal for general relief in 
respect of profits retained to finance stock-in-trade at in- 
creasing price levels, as practical difficulties would arise 
in attempting to legislate generally for such relief. 

330. The taxation legislation does not contain any 
special rules relating to the valuation of stock-in-trade 
In its memorandum to the Tucker Committee the Councii 
made the following submissions on this subject: 

(a) Owing to the varying circumstances of different 
businesses, no particular basis of valuation is suitable 
for all cases and it is therefore not desirable to attempt 
to frame special income-tax rules for the valuation of 
trading stocks. 

(£>) The method of valuation should be that adopted 
by the business, provided it is applied consistently from 
period to period and is based on accepted accounting 
principles. 

A taxpayer may however wish to change the basis pre- 
viously adopted for his business and the Council considers 
that the Board of Referees should be empowered to 
approve applications, either by particular businesses or 
on behalf of a number of businesses engaged in the same 
trade, for any appropriate change in the basis of valua- 
tion of stock-in-trade. As an indication of the procedure 
which might be adopted to enable such applications to be 
made, attention is drawn to paragraph 8 of Part I of the 
Sixth Schedule to the Finance Act, 1949. 1 Now IT A 

1952, j. 287.] * 

Proposed replacement allowances for fixed assets 

331. The new proposal mentioned in paragraph 329 for 
replacement allowances in respect of fixed assets, is based 
on one of the methods which it is already permissible to 
use for income-tax purposes. Some taxpayers do not 
claim annual depreciation allowances ; instead they adopt 
what is known as the “ renewals method ”. Where this 
method is followed there are no amortisation allowances ; 
but when renewal takes place the full cost of renewal 
is allowed and therefore the taxpayer automatically obtains 
relief in respect of the higher cost of replacement where 
price levels have risen since the original asset was ac- 
quired. (If price levels fall and the cost of renewal is less 
than the original cost, then only the cost of renewal is 
■allowed.) .Similarly on a second renewal any further rise 
in price level is again effectively allowed. The proposal 
which the Council now has to make would bring to all 
taxpayers the advantage which is now obtained by those 
taxpayers who adopt the renewals method, namely, the 
advantage of obtaining automatic relief in respect of the 
higher cost of replacement where price levels have risen, 
while at the same time giving appropriate annual allow- 
ances. 

332. The Council’s proposal, which is an adaptation of 
the existing renewals method, is as follows: — 

(a) When replacement of an asset takes place, to per- 
mit as a deduction for taxation purposes, in the year of 
assessment in which the expenditure is incurred, an 
amount equivalent to the excess of the replacement cost 
oyer the aggregate of the proceeds of realisation of the 
old asset and the annual allowances already allowed 
thereon. Where a replacement allowance is made in 
this way the future annual amortisation charges for 
taxation purposes would be calculated on the cost of 
the old asset. Similarly on a subsequent replacement 
it should be permissable to deduct for taxation purposes 
a replacement allowance representing the excess of the 
replacement cost over the aggregate of the proceeds of 
realisation of the replaced asset and the annual allow- 
ances already allowed thereon ; and the future annual 
amortisation charges for taxation purposes would then 
be calculated on the cost of the original asset and not 
on the cost of the one which has been replaced. 

(b) Where the replacement involves an element of 
addition or improvement, or the new asset is not of 
exactly the same kind as the one which has been re- 
placed, the amount of replacement cost for the purpose 
of (a) above would be a matter for agreement with the 
Inland Revenue as is now the case where the renewals 
method is adopted ; and it would be essential for the 
satisfactory working of the relief for the Inland Revenue 
to take the same broad view on this matter as is now 
■taken in connection with the renewals method and as 
was eventually taken in connection with obsolescence 
claims (see, for example, the statement made on 
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9th December, 1931, to the Committee of itfae Association 
of iBritish Chambers of Commerce by the then Chair- 
man of the Board of Inland Revenue). 

(c) In the event of the replacement allowance, cal- 
culated as in (a) above, exceeding the chargeable profits 
for the year of assessment (as may well happen in the 
case of businesses such as shipping where large ex- 
penditure on fixed assets may take place at infrequent 
intervals) the excess should be allowed as a carry- 
forward against future profits or, at the option of the 
•taxpayer, wholly or partly against assessments for 
previous years, repayments being made accordingly. 

333. An example is given in the Appendix in order to 
illustrate the manner in which the proposal in (a) of the 
preceding paragraph would operate. It is clear from the 
example that over the life of any particular asset the 
replacement allowance plus the annual allowances in re- 
spect of that asset would not exceed the expenditure in- 
curred in acquiring the asset. The allowances in total 
would therefore not be greater than those already avail- 
fable by annual amortisation allowances ; but the timing 
and spreading of the allowances would be different from 
the existing position, as the effect of the proposal is that 
replacement allowances would be obtained at the times 
when replacements take place and therefore when the 
allowances are needed to provide funds. The proposal 
would require no special safeguards for the Inland 
Revenue. 



334. The example also shows that the proposal in (a) 
of paragraph 332 has the effect of combining the replace- 
ment allowance on the new asset with the balancing 
charge or allowance on the old asset. This appears to be 
the simplest method of operation, but it may be that in 
some circumstances this combination would give rise to 
practical difficulties which could be overcome by separating 
the two aspects. Thus in statement No. 1 of the illustra- 
tion the first replacement allowance is £30. The alter- 
native method would be to give a replacement allowance 
of £50 (new cost £150 less original cost £100) and make 
a balancing charge of £20 on the old asset. 

335. The Council recognises that the proposal in (a) of 
paragraph 332 would have the effect of distorting the 
relationship between profits for taxation purposes and 
commercially-ascertained profits, as the replacement allow- 
ances would not be charged in the accounts and the sub- 
sequent annual allowances for taxation purposes would 
be less than the depreciation charged in the accounts. 
For taxation purposes therefore the proposal would re- 
quire some modification of the submission in items (a) 
and (c) of paragraph 130 of Head No. 7 ; and for account- 
ing purposes it would be necessary to make an appropriate 
adjustment or give an appropriate indication in the 
accounts where the charge for taxation has been affected 
materially by replacement allowances or by reduced annual 
allowances. 

5th March, 1952. 



APPENDIX 

Illustration of Proposed Replacement Allowances for Fixed Assets 

Statement No. 1 

TAXATION ALLOWANCES 



Wear and tear 





Cost 


Proceeds 


Amount 


A 




Replacement 




Balancing 




of 


on 


on which 


ances 




allowances 




charge or 




Asset 


Sale 


allowed 


given 








allowance 




£ 


£ 


£ 


£ 


£ 


£ 


£ 


£ 












t 


t 






Original asset 


... 100 




100 












‘Annual allowances 








90 




90 






Proceeds 




30 








30 


















120 






1st replacement 


... 150 








150 








Replacement allowance 












30 


30 














£150 


£150 






Future annua] allowances on 
‘Annual allowances 






100 


80 




80 






Proceeds — Nil 




— 








— 


















80 






2nd replacement 


... 200 








200 








Replacement allowance 












120 


120 














£200 


£200 






F uture annual allowances on 
‘Annual allowances 






100 


70 










Proceeds — no replacement 
Balancing charge 




50 


20 


50 


































£120 


£120 











£150 £20 



Total expended £450 

Less proceeds 80 £80 

Net expended £370 against which the taxation allowances have been: 

Annual allowances £90 + £80 + £70 = 240 

Replacement allowances 150 



Less final balancing charge 20 



£370 



* These are assumed figures to represent the aggregate allowances given over the years from acquisition to disposal of each asset, 
t These two columns show only the computation. The third column shows the replacement allowances actually made. 
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Moreover, it can be demonstrated that the allowances 
are not only the same in the aggregate as the net expendi- 
ture but also that they are in fact all given at the times 
when they are needed. This is shown in the next state- 
ment, all the figures being taken from the foregoing 
computation. 

Statement No. 2 

Taxation Allowances Position at Time of each 
Replacement 

Original asset £ £ 

Cost ... 100 

Proceeds on disposal 30 



70 

1st replacement 

Cost 150 

220 

At this point the taxation allowances have been : 

Annual allowances on the original 90 

Replacement allowances 30 

— 120 



£ 

For 2nd replacement b/d 

Accumulated depreciation on cost of the 1st 
replacement, £150 — say 120 

Allowed for taxation 80 

40 

Deduct tax charged on excess 20 

Deficiency on disposal (£150 cost less £120 
depreciation) provided from current profits... 30 

Deduct tax 15 

‘♦Transfers to capital reserve from profits ... 30 

Deduct tax 15 



leaving for future annual allowances 
2nd replacement 

Cost 200 

No proceeds on sale of replaced asset — 



At this point the taxation allowances have been : 
Annual allowances on first replacement asset. . . 80 

Replacement allowance 120 



again leaving for future annual allowances ... 
Final disposal 

On sale of the second replacement asset without 
further replacement the position of the taxation 
allowances is: 

Annual allowances on second replacement 
asset 



Proceeds of sale 

Balancing charge to cover excess allowances. . . 



Taxation relief on £1 20 replacement allowance . . . 

200 Cost of 2nd replacement 

300 

Final disposal 

200 After the 2nd replacement there is no further rc- 

placement. The position on final disposal is 

100 as follows: 

Accumulated depreciation on cost of the 2nd re- 
placement, £200 — say 140 

Allowed for taxation 70 

70 ~ 

— 70 

30 Deduct tax charged on excess 35 

£20 Sales proceeds 



£ 



10 



20 



15 



15 

60 



70 



35 

50 



It can also be demonstrated that allowances given in 
this manner will enable the funds to be available to meet 
replacement costs, provided that appropriate transfers are 
made to capital reserve in the 'books of the business. This 
is shown in the next statement, the figures again being 
taken from the computation in Statement No. 1. Whether 
the funds will all be available in cash will however depend 
on the financial management of the business. 

Statement No. 3 



Availability of Funds for each Replacement 
( Income-tax taken at lOr. for simplicity of calculation) 
For 1st replacement £ £ 

Accumulated depreciation on the cost of the 

original asset (tax free) 

♦Transfers to capital reserve from profits 
Deduct tax, no allowance being given 



Cash proceeds on sale of original asset 
Taxation relief on £30 replacement allowance 



Available funds ... 
Cost of 1 st replacement . . . 



Excess in hand ... 



£10 



Deficiency on disposal (£200 cost less £140 
depreciation and £50 proceeds) provided from 



current profits 10 

Deduct tax 5. 

— 5 

160 

Balancing charge on £20 10 

Funds available £150 

This sum represents : £ £ 

Original capital 100 

Capital reserve ... 100 

Less taxation thereon, since it is no longer 
invested in fixed assets which attract relief 50 

— 50 



(This excess is due to the surplus on sale of 
the original asset. The book surplus is 
£20, but £10 of this is taken in tax in com- 
puting the replacement allowance. In other 
words, the transfers to capital reserve need 
have been only £30 instead of £50). 

* Assumed that an accurate forecast had been made of the 
increase in replacement cost from £100 to £150. 



£150 



** Assumed that an accurate forecast had been made of the 
increase in replacement cost from £150 to £200 = £50 but that 
the surplus of £20 on disposal of the original asset had been trans- 
ferred to capital reserve leaving only £30 to be provided out or 
profits. 
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EXAMINATION OF WITNESSES 



3893. Chairman: Mr. Lawson, Sir Harold Howitt and 
Mr. Robson, we are glad to see you here and, if I may 
say so, we are very grateful to your Institute for their 
extremely valuable papers, both on the general subject 
and on the more detailed questions, you have put in to 
us which we shall give very full attention to. This morning 
we only intend to ask you to clear up one or two points 
on part A subjects with one or two questions on broad 
points which arise on part B, such as replacement cost and 
capital gains. Really the questions I am going to ask 
you to answer for me are by way mainly of elucidating 
in more detail some of the more general statements you 
have made. I would like some enlargement of what you 
say in your first memorandum about incentives. Head 1 (a), 
because rather earlier on in our sittings we have been 
brought up against this question of disincentive both in 
the level of tax in general and also in the method by 
which it is taken both in regard to the P.A.Y.E. system 
and in regard to the tax on salaries in the higher levels 
generally. I see you deal with the question of P.A.Y.E. 
in paragraph 5 where you say : — 

“The experience of some members of the Institute 

appears to indicate that P.A.Y.E. may to a relatively 

small extent be a contributory cause of absenteeism and 

of reluctance to work overtime.” 

I suppose members of your Institute do get brought into 
touch with this subject fairly frequently, do not they? — 
Mr. Lawson : Particularly our members who are in indus- 
try ; a large number of our members are engaged wholly 
in industry. 

3894. Have you been able to collect their views, in any 
ordered sense, as to what their experience has shown? — 
Not in the sense of circularising our members, but we have 
district committees and a general committee and we have 
obtained their views so it has had a fairly wide 
circulation. 

3895. What does it come to, from your point of view, 
as far as your experience goes? You put it in a very 
tentative way there. — I think it really comes to that. I 
think we feel there is no very great disincentive effect. 
It is perhaps the exception rather than the rule but in 
particular perhaps it causes reluctance to work overtime 
to a certain extent, but we do not put it very strongly. 

3896. One is rather generalising about the psychological 
reactions of a great many people?— Yes. 

3897. In paragraph 8 you pass on to the question in 
regard to the higher levels of salary. Have you any 
experience in regard to that? Again it is a subject your 
members must be brought into touch with very much? — 
I think it is very hard to say whether there is a real 
disincentive effect on a man who is earning £2,000 a year. 
He may be working for quite different motives than money 
as such, but apart from that it does seem very inequitable, 
that very large jump in the rate of tax at the £2,000 level. 

3898. I quite follow as a proposition in itself there is 
this very high jump in the rate. There is also the general 
argument that if you take an increasing amount off in the 
higher levels it is likely to discourage people from making 
an effort and taking a higher post. It is always a matter 
for argument what people’s general reactions are. — Mr. 
Robson: Higher executives have frequently said to us, 
and I think honestly, that though they themselves continue 
to work hard and want to work hard if they have the 
opportunity, they attribute that to their own past method 
of development. They are very much concerned lest the 
rising generation should take a different view and I have 
had it said to me by many people that they regard this 
point as a disincentive to .the coming generation, the effect 
of which is not yet apparent. I think that opinion is 
honestly held, and that is all I can say. — Sir Harold 
Howitt : I would confirm that. One has to be guided here 
largely by hearsay. It is not the kind of thing you can 
take a questionnaire on, but one hears it very frequently 
among one’s own fraternity “ Why am I working so hard, 
what is the good of it. I have been brought up to work 
from my youth and that is why I go ahead, but I doubt 
very much whether that will apply to the coming genera- 
tion ” and one hears the younger people talking in those 
terms also. 



3899. There is a third point I wanted you to enlarge 
upon and again I quite appreciate that it might be a 
proposition which one may, or may not, accept, not some- 
thing one can get actual instances of. In paragraph 12 
you say : — 

“ The fact that the potential net yield after taxation 
may be too low to justify risking the loss of the capital 
involved in an undertaking, particularly where the loss 
cannot qualify for taxation relief, must discourage risk- 
bearing and therefore result in the curbing of industrial 
productivity and efficiency and the restricting of enter- 
prise.” 

Do you come across cases where projects, which would 
at any rate appear to be useful, are abandoned? — Mr. 
Lawson : I think it is much more difficult to raise money 
for a speculative type of business than it was before the 
war. I think w© have evidence of that. 

3900. And by “ speculative ” you mean something in 
which success is not assured? — Where there is a certain 
amount of risk in a new undertaking, not speculative in 
the sense of buying and selling on the stock exchange. 

3901. Because it is true no doubt that in general people 
habituate themselves to a large extent to a tax system 
even if it is at first sight a very onerous .one, do you not 
think? — I think they do, it does change habits. 

3902. Do you think this proposition can be backed up 
by experience of actual cases which your members have 
come across? — I should think so. — Mr. Robson: I think 
so. We were so told in committee by members who were 
not willing to quote specific instances but we were told 
they had experience which confirmed this. 

3903. There is another point I want to ask you about 
on that paragraph and on the figures you give. You 
say: — 

“The resultant discrimination against risk-bearing 
capital has made for the development of unsound capital 
structures and the Council considers that it is undesir- 
able for a separate profits-tax to exist.” 

I know you deal with the subject of profits tax in more 
detail later, but you are not in general opposed, I gather, 
to a system of taxing company profits that distinguishes 
between the rate upon retained profits and the rate upon 
distributed profits? — Mr. Lawson : We are not in prin- 
ciple against it, but we see quite considerable practical 
difficulties in putting such a system into operation. 

3904. It is a distinguishing element in the profits tax, 
as opposed to the income tax, as it bears upon company 
profits that it does make, in a marked way, this distinc- 
tion? — Yes. 

3905. But it is not that element which you think is the 
vice of a profits tax? — I think it is the vice of a profits 
tax at the present rate particularly as regards preference 
shares. It means a company is obliged to raise money, 
or feels it advisable to raise money, by loans instead of 
raising it on capital which might in many cases be a 
sounder thing to do. 

3906. It produces for the company which is raising 
capital for the future what you call a distortion of the 
company’s finance? — And another point is that the rate 
is very much above the current rate of income tax. When 
we were thinking in terms of a higher rate of tax on 
distributed profits I think the sort of thing we had in 
mind was that distributed profits would be charged at 
the current rate of income tax which is applicable to 
everybody ; retained profits would bear some lower rate. 
We were not thinking in terms of a 50 per cent, addition. 

3907. But in general in dealing with the taxation of 
companies or industrial or business profits, one appreciates 
the distinction that may arise between the unincorporated 
body and the private company, would you be in favour of 
one tax however formed, as opposed to the three different 
kinds of tax at present, income tax, the profits tax and the 
excess profits levy? — I think we should. We have not 
dealt with it yet, we have no mandate but in general I 
think we probably should. 

3908. I am trying to get your views as distinguished 
members of your profession. It is an additional complica- 
tion to see these three taxes? — Very definitely, particularly 
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in that connection this system of non-distibution relief 
on profits tax is extremely complicated. — Sir Harold 
Howitt: From the accountant’s point of view the last 
point mentioned by Mr. Lawson is important: accountancy 
is only a means to a particular end, it is not an end in 
itself, but the principle of profits tax and non-distribution 
relief makes accounting, as such, extremely difficult. You 
have always got the potential claim hanging over you. 
Balance sheets ignore it by and large but there is always 
the uncertainty as to what one should put aside to meet 
a future liability even if it only arises on liquidation. It is 
a very serious influence in having accounts show a true 
result. 

3909. In your experience have claims for non-distribu- 
tion relief come in yet at all largely? The main danger 
is where the company liquidates? — l have not come across 
many. 

3910. These figures you give us in paragraph 12, quoted 
from the Economist, 1 think the Stock Exchange gave us 
the same figures in their evidence. I quite see that in 
1950 there was a very marked rise in the volume of the 
capital raised by debentures and a very marked fall in 
the capital raised by preference shares, but the peculiar 
features of profits tax from that point of view did not 
begin to operate for the first time in that year? — Mr. 
Lawson : I think that is the year when it was increased. 

3911. What struck me was that in 1948 and 1949 you 
had a small amount of capital raised by debentures, and 
large amounts by preference shares but it is only in 1950 
you get this sudden very marked increase in the capital 
raised by debentures? — I cannot explain that but I think 
we can say from our own practical experience in dealing 
with these matters that this profits tax has had the effect 
that people have raised capital by debentures and loans 
who would have issued preference shares if it were not 
for the profits tax. I think we can say that from our 
experience. — Sir Harold Howitt : I have not got the 
figures before me but I think that position was being 
accentuated further in 1951 and 1952. 

3912. The note I have is that it was first operative in 
January, 1947, at 25 per cent, then in October, 1949, it 
went up to 30 per cent, and in January, 1951, which of 
course we should not see reflected here, it went from 
30 to 50 per cent. I think those were the movements? — 
Mr. Robson : The increase in 1949 might well have some- 
thing to do with the big increase shown in this table. 
Apart from the figures, I confirm what Mr. Lawson has 
said ; it is our own experience that people are raising 
money on debentures or loans because of this very large 
difference in the taxability according to the form of capital 
being raised. 

3913. I follow what you say in paragraph 13, it is a 
very important proposal. I do not know if you would 
agree with me, but if one accepted the suggestion that 
you should say by Act of Parliament that profits for the 
purpose of Schedule D, let us say, ane profits as ascertained 
by accepted accountancy principles and there are statutory 
rules to bear upon them, that would mean, would it not, 
to begin with that very many decided legal cases would 
no longer be important because they have been decided 
upon the basis of the rules that have been in the Income 
Tax Act in the past? Would you agree that would be a 
consequence? It might be a good or a bad one? — Mr. 
Lawson : I think it might be, one has to agree that. 

3914. As I see it there has been perhaps too great a 
volume of judicial decisions on what are profits for the 
purpose of Schedule D, but they are elaborations of what 
it is thought the statutory rules, which have been there 
for a hundred years now, by and large, require. If you cut 
loose from that and said there were no statutory rules, we 
will have the simple provision you have here, you have 
to start afresh? — I think one has to agree that is the diffi- 
culty. What we are primarily concerned with is that these 
items which we pass through the accounts as revenue 
charges quite properly in our opinion should be allowed for 
tax. There are so many matters of this sort where a 
prudent business man must write off certain assets where 
they are not allowed. That is our main point. 

3915. Let us put aside the recommendations of the 
Tucker Committee* for the moment, if I may. Your 
proposal, if it was accepted in this form and there were 

* Cmd. 8189. 



no statutory rules about prohibited deductions, would 
mean a very big reduction of the tax revenue, would it not 
from business profits as computed under the old system?’ 
In other words, many more items of charge would come 
in than would be allowed under the existing system?— I do 
not know whether the amounts would necessarily be very 
great. I am not certain about that. Possibly the largest 
item one has in mind is commercial buildings. That 
would be I imagine one of the biggest items. 

3916. There would be a considerable difference in 

regard to the ascertainment of mining profits too? Yes 

and leaseholds. 

3917. Yes, indeed. Apart from that, let us suppose 
that the proposals of the Tucker Committee, which went 
a long way towards meeting your point of view on this, 
were accepted, how much more do you think would be 
involved if we accepted your double proposition here?— 
I must confess I have not got the Tucker recommendations 
sufficiently clearly in mind to be able to answer that. 

3918. I think in general you would agree that it did 
recommend a considerable advance on the existing 
statutory rules as to what would be charged against profits’ 
—I think it went a long way . . .—Sir Harold Howitt : I 
think we had in mind also, taking a broad view, we have 
struggled over many years to get accounts into line with 
the tax liability in those accounts. In the old days you 
will remember tax was based on an average period and 
that was not very satisfactory. By degrees, particularly 
in the Companies Act, 1948, steps have been made to try 
and make the two things more or less in line with each 
other, the published profits and the tax liability on them. 
A spanner has been thrown into the works now by initial 
allowances and profits tax but we would very much regret 
having to go back on what is the practice today, viz. 
having the profits in line more or less with the tax liability 
on them. 

3919. Running through your .proposals from (a) to (h) 
in paragraph 13 is the proposition that no expenditure 
except expenditure on non-depreciating assets should fail 
at some stage to go through the profit and loss account? 
— Mr. Lawson : Yes. 

3920. I am not clear, and I want you to enlighten me. 
Is it correct 'to say that that really removes, for the 
purpose of the ascertainment of profits, the old test that 
capital expenditure cannot be charged to the profit and 
loss account, 'because all expenditure except on non- 
depreciating assets would at some stage go through the 
profit and loss account? — At some stage, and that is so 
today in the accounts we prepare. 

3921. What happens when you make a profit on what 
used to be called a oapital asset? In other words, when 
you have passed through your profit and loss account, 
at any rate part of its initial cost by way of depreciation 
allowance, and then it is sold at a profit above what its 
written down value is, does that go back to the profit 
and loss account as a credit? — There is a balancing charge 
today. 

3922. I meant on the theory you are putting forward 
here, the accountancy theory? — I think it is treated in 
different ways but I think it would come back. 

3923. It would be a logical thing? — It would be a 
logical thing. 

3924. If you found you had a surplus on realisation it 
would come back again?— Yes. 

3925. The general question on which I would like to 
'hear what you say, is, are there sufficiently accepted 
accounting principles for one to be able to remit the whole 
subject to them without any statutory rules? — Mr. 
Robson : I am venturing to speak first. I should have 
thought the answer to that was yes, subject to one very 
big question which you said you were going to ask us 
about later. On that matter there have been in recent 
years considerable differences of opinion and I think the 
acoepted practice is to deal with matters on an historical 
cost basis in that respect, nevertheless there aTe people 
who do not accept that practice and it may well be a 
matter you ought to discuss separately. 

3926. I am a little puzzled as to how you envisage it 
working. The taxpayer’s claim to the revenue would be 
“These are my accounts, they have been audited by a 
firm of established accountants and the various things 
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which they have done are within accepted accountancy 
principles, and therefore you must accept the figure I 
bring out accordingly ”. What is the Revenue to do if 
it has no rules to found upon? Is the onus on it to 
challenge whatever has been done and say “We do not 
think this is an accepted accountancy principle, we will 
go to the Special Commissioners and ultimately to a law 
court to decide”? — I should have thought yes, but I 
should also have thought the Inland Revenue with their 
very great experience would not find a vast amount of 
difficulty in proceeding on those lines. I do not envisage 
if that principle were endorsed in legislation that it would 
be found very difficult to apply in practice. 

3927. I am a little anxious that there should not be too 
much litigation on particular oases because each of these 
cases would depend on the evidence as to what were 
accepted accountancy principles marshalled for the pur- 
pose. Could there not be any method by which what were 
accepted accountancy principles could be ascertained and 
fixed? A board that could be appealed to? — You could 
have a board of referees or something of that sort. 

3928. There is the Board of Referees, whether rightly 
constituted for this purpose is another matter? — Sir 
Harold Howitt : Apart from the contentious matters about 
rising costs, and apart from the contentious matters about 
what is a proper rate, I suppose the broad underlying 
accountancy principle here is the principle that costs 
shall be written off over the life of the asset in question 
subject to a residual value. That is the broad underlying 
principle. 

3929. I appreciate that, but there must be many other 
points, are there not, in the course of ascertaining the 
profits of all the multifarious activities in this country 
which raise some dispute as to what the appropriate 
accountancy method for dealing with them is? — While 
you were putting the question 1 was trying to think of 
them. I am not sure that I have any in mind whioh 
would not answer to that general principle. 

3930. I have not myself. I am only trying to draw 
upon the experience of you gentlemen because in a sense 
it is a great simplification, it is a very attractive idea and 
I should like to see how it would work out? — Mr. 
Robson : 1 think we can test it by our experience of boards 
of directors. I think it would be fair to say that the 
greatest difficulties that do arise are in respect of such 
matters as stock valuation. To some extent of course 
questions of depreciation do arise upon which there are 
differences of opinion between directors and auditors but 
those are matters of quantum rather than principle. I 
thiink I would rather confirm Sir Harold’s view of them. 
—Sir Harold Howitt : There is the further point which I 
am sure is in your mind, which the Companies Aot merely 
emphasises, viz. the point at which a provision becomes 
a reserve or vice versa. 

3931. I follow that. One question on your submission 
(e) where I did not quite know what you had in mind: — 

“To provide for the earliest possible clearance of 
the complicated position which has been created by the 
accumulation of piecemeal legislation (for which pur- 
pose bold measures may be necessary without undue 
details) ”. 

I think we should like to know, just for our own assistance, 
what kind of legislation you are thinking of. The annual 
introduction of ad hoc provisions in the various Finance 
Acts since 1918?— Mr. Lawson: I think that is what we 
had in mind, yes. 

3932. On paragraph 15, I am passing .to another subject 
now, there is this very difficult question, which of course 
we shall have to go into, about the transfer of companies 
abroad and the methods which are adopted to control 
possible transfers. What do you think is the main cause 
which leads companies hitherto controlled, domiciled here, 
to try to find a domicile abroad? There is more than 
one possible reason for it under the conditions of the 
world today? — I should have thought the high rate of tax 
here is the primary reason. I do not know whether my 
colleagues would confirm that. — Mr. Robson: I would 
agree with that. 

3933. The high rate of tax here, and one should add 
to that, the high rate of tax here compared with the rate 
of .tax they will meet where they are going to .—Mr. 
Lawson: Certainly. 



3934. I think I have one or two other questions, be- 
fore my colleagues ask theirs, on your second paper, 
the two subjects in that which we are dealing with today. 
In head 21 of your second memorandum, you deal with 
this subject of rising price levels which we have heard 
a good deal about already in the course of our evidence. 

I wonder if I could put one question to you which may 
shorten the thing from my point of view. You have 
recently issued on behalf of your Institute a document* 
which you have called “ Recommendation XV of Recom- 
mendations on Accounting Principles”, 30th May, 1952, 
and it does deal with your present view as it stands today, 
on accounting in relation to the changes in the purchasing 
power of money. I read it with great interest. Really 
it contains all that you wish to say on the subject as a 
survey on the subject. I know you have special .proposals 
in your evidence? — I think .it does. I think we are here 
to answer questions rather than add to that. 

3935. It puts the arguments for the various alternative 
methods and the arguments against them and does analyse 
the position as you see it. Would you look for a moment 
at paragraph 316, again this is a subject we have been 
brought very much up against. You say: — 

“ With the high rates of .taxation ruling in the United 
Kingdom the margin of net profits available to meet the 
effects of rises in price levels is inadequate and great 
difficulty is met in conserving the physical capacity of 
businesses without recourse to additional finance from 
external sources ; and the obtaining of such finance 
may present serious difficulties, .particularly in the case 
of the smaller and growing businesses ”. 

There are two - things there, are .there not? First of all 
there is the question to what extent profits are inadequate, 
without further finance raised from outside, to maintain 
what you may call the normal level of business activity 
in .periods of rising prices, and you say you have been 
brought into touch with .the actual difficulties experienced 
by companies, businesses, in that field. Has it been widely 
spread in your view? Has it fallen more particularly on 
some industries than on others? — I think it has perhaps 
fallen more on smaller businesses in some cases. I think 
they have greater difficulty in raising funds from outside. 

3936. I wanted if I could ,to keep the two things separate, 
they are a little distinct. First of all there is the difficulty 
you allude to of businesses maintaining under their own 
control enough retained profits, all businesses retain some, 
to keep the existing level of business going with the rise 
in prices. I wondered if that was an overall view of 
industry in general or more particularly noticed in some 
industries than in others? — Mr. Robson : I think it is more 
noticeable as far as my experience goes in the smaller 
businesses and in those businesses subject to very severe 
competition. People who have not got a monopoly 
position and therefore cannot put up their prices so that 
even after allowing for tax they have a substantial margin 
left behind. — Mr. Lawson: I would agree with that. I 
was trying to .think whether it applied to any particular 
industry, but I cannot. 

3937. You could not particularise as between sections 
of industry? — I find it very difficult. — Sir Harold Howitt : 
I should think the answer was very largely .in line with 
what Mr. Robson has said. If an industry can put up 
its prices to such a level to show such a profit that even 
after taxation it has enough to develop, that particular 
company can carry on much more easily than .the industry 
which is up against strong competition. It may be as 
Mr. Robson has suggested that is the monopoly kind of 
company. I should divide it broadly into those who are 
able to put up their prices as compared with the others. 

3938. Would a very rough division be the export in- 
dustries on the one side and the more domestic industries 
on the other? — I should be guessing if I gave an answer 
to that ; I do not really know. 

3939. Passing from that, there is this question, which 
is very hard to get any precise view about, as .to the 
difficulty which such businesses as are in difficulties find 
in obtaining further finance. May I put this question to 
you? As a general proposition, if you need a good deal 
more money to keep your business running than you did 
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before, there is no reason why you should not be expected 
to raise more capital to find that money? — Mr. Lawson -. 
No. 

3940. Therefore the question is are there, and on what 
scale, difficulties in finding that money. I know you have 
no figures, they are very hard to find, but 1 would like 
to draw on the experience of you three gentlemen as to 
where the pinch comes today? — If I answer that first, 
I would say it is extremely difficult for a small or medium 
sized undertaking to raise capital on reasonable condi- 
tions, I am speaking of today, in the last six months. 
That would be my experience. — Mr. Robson : I should 
have thought that prior to the change of government and 
the change of financial policy the difficulties were nothing 
like as serious as they have been since the change of 
financial policy. 

3941. If I may concentrate for the moment on the 
small business to which you refer, is its difficulty due 
to the fact that the sources of capital which are avail- 
able to the larger businesses are not open to it, or is it 
because it has not, in the ordinary way, security of the 
same kind to offer if it wants to raise money? Why does 
it fall on the small businesses particularly? — Mr. Lawson : 
Partly because the shares in small businesses are unmarket- 
able and I think, generally speaking, the risks are regarded 
by an investor, or by a certain class of investor, as being 
greater in a small undertaking than in a large concern. 

3942. That means the public capital market is not open 
to it? — Sir Harold Howitt : I think one must admit that 
the public capital market does not cater for the small 
business as it does for the large business. Most of the 
issuing houses say quite frankly that there is a point at 
which they are interested and beyond that the concern 
should go to some other channel for the finance if 
wants. — Mr. Robson : They will say “ Bring it back to 
us in two or three years’ time when the profits are 
twice as much as they are now and we shall be glad to 
consider it That kind of attitude is very common. 

3943. They want a longer record? — Mr. Robson : They 
want a longer record and establishment of the profits 
of the business at a higher level before it is attractive to 
the public. 

3944. If they cannot go to the issuing houses what 
sources are open to them apart from the banks? — Mr. 
Lawson: There is the I.C.F.C., a semi-official body. — Mr. 
Robson : There are two or three small industrial develop- 
ment companies which help small businesses to some 
extent. — Sir Harold Howitt: This matter is in fact being 
discussed by the issuing houses who realise there is a gap 
they cannot cater for and they are considering among 
themselves whether they can set up machinery to be able 
to cater for these smaller people because they recognise 
they have not the facilities that bigger people have got. 
As to where they can go, in answer to your question, 
I do not know except to the I.C.F.C. and the banks unless 
they can do it out of their own profits. 

3945. And your point is that their own profits are not 
sufficient? — If they are a competitive business they can- 
not put their prices up high enough. 

3946. It used to be said that there were rich local in- 
vestors in the industrial centres who could find money in 
earlier days for the small business which wanted to prove 
itself. Do they exist today? — Mr. Robson : But nothing 
like to the same extent as they did 20 years ago. 

3947. You would put it as recently as 20 years ago? — 
And still less, than before the first war. — Sir Harold 
Howitt: One finds it very much from the estate duty 
angle, businesses wishing for example to raise money in 
order to cater for estate duty which some of their senior 
members see ahead. It is very difficult to find an outlet 
for the small business to raise money in that way. 

3948. I have nearly finished my questions but would 
you turn to paragraph 330 on the question of stock in 
trade? I only want you to answer this question if you 
can. Obviously there have been, have there not, in the 
history of accountancy, quite a few methods used and 
accepted for valuing stock in trade for the purposes of 
your accounts? Would you agree that additional methods 
have already become to some extent accepted in this 
country? — Mr. Lawson: You mean new methods which 
have started over the last few years? 



3949. I cannot give a date, I only want you to give me 
one if you accept the general proposition. — Subject to 
what my colleagues say 1 should have thought not. I 
think most of the methods now in operation, and there 
are a number of different methods, started a very long 
time ago. I am not sure that there have been any 
recently. — Mr. Robson: There are methods used abroad 
•which are not accepted in this country as yet but I do 
not know myself of any accepted method in this country 
which has been developed in recent years. — Sir Harold 
Howitt: I should confirm that. Base stock in certain 
companies, and valuation by relation to sale value with 
deductions, have run for a long period. The only new 
method tried out recently is this vexed question of L.I.F.0 
which is used in America but has not caught on in this 
country. Apart from that I cannot think of any major 
development in this country. 

3950. My mind was on some kind of L.I.F.O., but you 
would say that is not an accepted method in this country 
today? — Mr. Lawson: I should have thought not. — Mr. 
Robson: I do not know of one case in this country. 

3951. One more question on paragraph 332 ( b)\ if I 
follow your proposals what you would like would be to 
see some relief on retained profits as such, as the tax 
concession, if one is to be given? — Mr. Lawson : If I may 
say a word there to make our position clear. I think 
we are not saying positively any relief should necessarily 
be given. This is a matter for this Commission after 
hearing the evidence of those who feel the importance 
of it. What we do say is if the Commission decides relief 
should be given we would be inclined to favour a differen- 
tial rate on retained profits, but we have grave doubts 
as to whether it would be practicable and whether the 
difficulties would not outweigh the advantages, therefore 
we have put forward this proposal for replacement allow- 
ances as an alternative. 

3952. I am much obliged. When you say the diffi- 
culties of any scheme which gives relief to retained profits 
as such, are you thinking of the difficulties which are 
inherent in the position of partnerships, or are you think- 
ing of the difficulty of finding any scheme which did not 
put too much discretion, at the expense of the Revenue, 
in the hands of the controller of the business? — We are 
thinking of partnerships and private companies mainly — 
Sir Harold Howitt: We are also thinking of the machinery 
which is necessary to make sure a vendor does not get 
away in effect with an untaxed profit. 

3953. That roughly means there would have to be, or 
one would expect to find, some method really for watch- 
ing what he did with the profits he had retained and that 
would be a very considerable administrative problem?— 
Very difficult. It goes further than the actual industry 
itself ; it gets on to the question of an actual sale of 
shares. 

3954. When you speak of your alternative proposal 
which you put before us as an idea, it raises the difficulty 
of what is a replacement and how much of what may be 
generally described as a replacement contains also some- 
thing by way of addition or improvement. There must 
have been a good deal of experience by now how these 
questions are solved? — Mr. Lawson : Yes. The renewals 
basis is still in operation to some extent, therefore there 
is experience all the time. We felt that the difficulties of 
our proposal might be less than they are now even under 
the present renewals system because our proposal is that 
any item which was not allowed for renewal would attract 
capital allowances year ’by year whereas that is not the 
case with the present renewals system. One would have 
thought both sides, the Inland Revenue and the taxpayer, 
would be willing to take a fairly broad view of that subject 
and so reach agreement. 

3955. Your proposal does involve necessarily, does it 
not, the assumption in regard to all businesses that they 
can provide a figure of initial cost for all their fixed 
assets? — It does and that might present difficulty with 
some businesses. I think the larger companies would have 
the information but in dealing with a long term change 
of that sort one must take into account the fact that, in 
future, records would be kept if this was introduced. 
There is no difficulty about keeping them. 

3956. Are there not some blocks of fixed assets which 
are given a cost figure or a value figure as a whole and 
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not an identifiable cost figure for each item, or am I 
wrong in that? — Mr. Robson : That certainly happens 
when a 'business is bought. A sum might well be paid 
for the whole of the plant and machinery. — Sir Harold 
Howitt : I think it does if one buys a liquidated concern. 
We have seen the criticism of the point you are making 
by other people. We frankly say there may be difficulty 
in getting at the information and if the business cannot 
get it or does not want to keep their books in a way to 
show it they can stick to their present arrangements. 

3957. Chairman : All we are concerned with is a system 
which, if adopted, might run over a generation. Thank 
you very much. 

3958. Mr. Millard Tucker: Might I ask you to go back 
for a moment, I am taking the thing an the same order 
as the Chairman has been taking it, to paragraph 13 of 
your first paper. When you read that recommendation, 
is it anything more than this: as the law now stands a 
taxpayer is directed in the first place to compute his 
profits in accordance with accepted accountancy prin- 
ciples and then there are a number of rules which may 
have the effect of eliminating what might otherwise be an 
item in those accounts. Is not that it? — Mr. Lawson: 
Yes, I think so. 

3959. So the effect of your suggestion is, is it not, to 
eliminate those subsequent rules leaving just the accepted 
accountancy principles as the basis of a computation? — 
Mr. Robson : Subject to this. I think the original rules 
themselves did not, as regards the amortisation of fixed 
assets, assume that they would be treated as an expendi- 
ture and depreciation charge in arriving at income. The 
conception under the Income Tax Acts has been to arrive 
at profits before charging depreciation and out of the 
grace of the Revenue you get allowances for wear and 
■tear. We would rather have the concept that profits 
should be ascertained on commercial principles and not 
that they should be ascertained on something other than 
commercial principles and then be the subject of an allow- 
ance in computing taxes. 

3960. The reason why no depreciation allowance was 
competent in computing your profits before 1878, before 
the depreciation rules were introduced, was that, under 
these special rules, you are not entitled to deduct anything 
in respect of loss of capital. That is one of the rules, 
had it not been there you would have had accepted 
accounting principles whatever they may be. — Thank you. 
If that is so I need say no more. 

3961. It does come to this, does not it? What you say 
is that the law accepts accounting principles as the main 
basis of computation but that is complicated by the fact 
that there are a number of prohibitive rules that follow 
and upset the proper computation from your point of 
view?— Yes. 

3962. And therefore what you want to do is to eliminate 
those prohibitive rules and start again. Is not that what 
you really say in your sub-paragraph (a) : — 

“To provide that profits for income tax purposes 
shall be computed in accordance with accepted account- 
ing principles, the gross revenue being charged with the 
whole expense incurred in earning revenue and with all 
other expense or loss incurred for the purposes of the 
business or arising out of or in connection with the con- 
duct of the business ; except that no allowance shall be 
made for any annual payments from which the taxpayer 
is authorised to deduct income tax under rule 19 ”? 

— Yes. 

3963. Then if that stood you would not require (c) 
because that would already be in too? — Agreed. 

3964. That is merely by way of emphasis? — That is all. 

3965. I move from that, I wanted that dear in my own 
mind, to your paragraph 15, the beginning of paragraph 15 
in your first paper. This is the question of what I call 
overseas businesses. If you look at paragraph 16, to- 
wards the end of it, there is a concluding sentence there 
which says: — 

“ There are at all times many other intangible benefits 
to the United Kingdom, particularly in times of emer- 
gency, from maintaining the ultimate control in the 
hands of directors in the United Kingdom ”. 



Could you for our benefit be a little more explicit about 
that? I am not quite sure that I understand what you 
mean by that. — I think those who were drafting this par- 
ticular paragraph had in mind not revenue or taxation 
so much as the sort of thing that may happen in a country 
where the local residents are very nationalistic in their 
outlook. Where real control is situated in that country 
then the local business may be operated in a way which 
is to the detriment of the true interests of the shareholders 
here, whereas if the directors in this country have real 
control which they can exercise then that kind of circum- 
stance might be prevented and British trade therefore 
benefit. 

3966. Have you in mind, for example, that if an over- 
seas business requires further capital equipment and it 
has an English board of directors some preference would 
be given to this country in supplying that equipment? — 
There would be a natural drift of trade in that way, but 
if you had a hostile board of directors, a board of 
directors hostile to this country, the tendency might be 
to look elsewhere. 

3967. That is the type of thing you had in mind? — Yes. 

3968. Now in paragraph 17 you refer to one possible 
solution and .that is the Canadian one in which they 
charge no tax in respect of a company which is operating 
wholly abroad as far as its business is concerned. They 
merely charge the dividends paid by that company whether 
they are to residents or non-residents of Canada, except 
that in the case of non-residents there is a special rate of 
15 per cent. Would you advocate the same thing here in 
preference to your present solution? Your present solution 
is to tax only remittances of profits by that company to 
this country which is a different solution from that in 
paragraph 17? — Mr. Lawson: I think we would prefer 
this proposal of tax being paid only on remittances. 

3969. I am just thinking about your solution about 
remittances. If it is provided that a company which is 
controlled in this country but is operating entirely abroad, 
say a foreign railway, is taxed only on remittances, the 
tendency might be to prevent that company ever sending 
any money to this country for any purpose. — With all 
British shareholders remittances would be required for 
dividends. 

3970. Except for paying dividends. Supposing the com- 
pany wanted to buy a lot of new equipment in this country, 
it would be doubtful whether the money brought to this 
country with which to pay for that equipment might be 
treated aS a remittance of profit.— That would not he 
intended. I should have thought that could be overcome. 

3971. If you are in the realm of remittances, it is very 
difficult to lay down rules as to what remittance is taxable 
and what is not, is it not? You see one has to remember 
one would have to adopt in the remittance case some 
sort of safeguard against manipulation. — Yes. 

3972. What view would you take of this situation in 
such a case : a company has its head office staff here and 
its directors here, so that it is controlled here, but it is 
operating entirely abroad and on your solution would only 
be liable on remittances. That company will remit money 
to this country to pay its staff their salaries and its 
directors their fees. Is this company going to be taxed 
on that amount as a remittance and the directors and staff 
taxed again on that as their salaries? — I should have 
thought not. 

3973. Are you going to have a sort of separate profit and 
loss account of the remittances and what they pay out 
of the remittances? I wondered if you had considered 
that aspect of it? — I think we shall have to give a little 
more thought to that. I do not know that I am in a 
position to answer it at the moment. 

3974. It does want a little more thinking out. When 
you say you suggest the remittance basis, it raises a lot 
of difficulties at once. — Mr. Robson: I think people had 
in mind clearly remittance of profits, but I appreciate 
there are difficulties in determining whether a remittance 
is a remittance of profit or something else. 

3975. It is almost impossible to tell whether remittances 
are remittances of profit or not? — Very difficult, yes. 

3976. Now, of course, the remittance basis is going to 
be frightfully difficult if you deal with the case of an 
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individual foreign business or a partnership foreign busi- 
ness. I do not suppose there are many individuals with 
foreign businesses operating entirely abroad? — Mr. 
Lawson : I should think a very small number. 

3977. Is that true of partnerships? Is there an equal 
scarcity of partnership businesses which are operated 
abroad but really controlled here in the sense that the 
dominant partner may be resident here? — There are some, 
certainly. — Mr. Robson : I should have thought the 
number was not very great. Their importance in the 
economy is not very great either. 

3978. Do you think you could leave that entirely upon 
a remittance basis so long as there was some safeguard 
for manipulations in the form of remittances? — Yes. 

3979. You see the House of Lords has recently affirmed 
the decision in the case of Hall v. Marians that you can 
overcome the difficulty of remitting profits by first borrow- 
ing the amount here and subsequently transmitting the 
debt you owe abroad and having it satisfied abroad. 
Would you recommend that device in dealing with cases 
like that? — Mr. Lawson : There are those detailed matters 
which would have to be considered. 

3980. I am pointing these out to you because these 
matters do arise the moment you begin to think of a 
remittance basis, do they not? Supposing you had a 
partnership or individual in such a position, would the 
remittance basis be satisfied if the man merely borrowed 
the money out of his own business funds ; a partner, for 
instance, borrowed from his partnership, would you treat 
that as a remittance of profit? — I do not know. 

3981. The next topic I want to ask you about is on the 
capital gains section, paragraph 95 onwards in your second 
memorandum. It is, if I may say so, a very clear paper 
about what I call the normal capital gains, such as specu- 
lation, but we have had before us suggestions that profits 
in the nature of gambling and betting profits should be 
included. You do not say much about that but do you 
think that is a practicable proposition? — The profits on 
gambling? 

3982. On any form of gambling or betting. — Mr. 
Robson: I should have thought it would have added 
enormously to the administrative side of tax collection. 
That would be one difficulty. The other would be what 
should be done on the question of gambling losses. 

3983. It would be accepted I think that no gambling 
loss could be set off except against gambling profits. 
Eliminate that question and with your practical experience 
perhaps you could give us your view whether you think 
such a tax could be workable? — Sir Harold Howitt: I 
should have thought it would be very difficult to administer 
that. I do not see certainly how you would keep track 
of these cases. You would open the door even Wider 
to profits not being disclosed. 

3984. Especially as the proposal is that all kinds of 
gambling, no matter what they are, should come into the 
picture. It would involve everybody keeping a note-book. 
— And involve the authorities seeing that he did, which 
they could not do. 

3985. Everybody would have to keep a note-book to 
jot down all he had made during the year? — Mr. Lawson : 
A very painful process for some of us. 

3986. Your view is, I do not want to question you too 
closely about it, that it would be unworkable? — Y es. 

3987. The last thing I wanted to ask about was a sub- 
ject in which naturally both I and Mr. Carrington have 
a considerable interest having already dealt with it once, 
that is this replacement cost question. I was looking 
really at your own solution to this problem. That solution 
does not deal with the question of stocks, does it? — No. 

3988. And so far as stocks are concerned I understand 
your suggestion is that any reasonable recognised basis of 
dealing with stock should be permitted? Now I want 
to ask you whether you agree with the proviso to that, 
once it is adopted it oannot be changed. Is that an 
accurate statement or not? — Mr. Robson: I think we 
would say it should not be changed except after some 
impartial body had been satisfied that it was a proper 
thing to change it. 



3989. Another tribunal? — In paragraph 330 in our 
evidence we referred to that matter. 

3990. You visualise that the taxpayer, if he is on a 
L.I.F.O. basis and prices dropped, will want to change?— 
He will want to change but whether the Board of Referees 
will allow him to do so is another matter. 

3991. On what basis would the Board of Referees decide 
whether he should or should not? — Mr. Lawson: The 
nature of the business might change quite considerably or 
the nature of the goods in which he was dealing. One 
can imagine circumstances in which it would be quite 
proper if not necessary to change the basis. I think 
in your opening question you said once adopted it should 
be permanent but he does want some let-out in some way. 

3992. In theory it is very nice to say you refer these 
matters to a tribunal, but visualise a case in which a tax- 
payer comes before a tribunal and says “ I have hitherto 
operated on the L.I.F.O. basis, I want to change ”. There 
are only two things you can do from that point on, are 
there not? Either have no rules in the statute as to what 
are the circumstances and conditions under which he can 
change and leave it to the Board of Referees, or to have 
some form of statutory rules within which he has to 
bring himself if he is to be entitled to change. The first 
one, leaving it entirely to the discretion of the Board of 
Referees, do you think that satisfactory? — Mr. Robson: 
I should have thought so. I have been thinking while 
you have been speaking about the kind of case that 
might happen. Supposing L.I.F.O. were permitted for tax 
purposes in this country, please do not think I am advo- 
cating it for one moment, but supposing it was, and 
supposing market prices dropped, as they did in the middle 
twenties, the taxpayer would then find L.I.F.O., starting 
off on the high prices that have been ruling recently, was 
leading to very unfortunate results from his point of 
view and he would want to get his tax basis altered. If 
the position were sufficiently serious I suppose he could 
wind up his company and start a new one. The Board 
of Referees might take that kind of factor into account 
in saying whether they would permit him to make a change 
and what conditions they would impose in regard to his 
making a change. I am not envisaging that a taxpayer 
should be allowed to chop and change his basis of stock 
valuation as he likes for reasons of matters of ordinary 
minor convenience but only if 6ome serious change takes 
place in his position. If he can justify, he should be 
permitted to change. 

3993. It might involve quite a considerable amount of 
tax even in one particular case, might not it? — Yes, it 
is a very difficult matter, I realise. 

3994. And he will have had some tax benefit in previous 
years and now he is asking to be let off some tax by 
the change. Obviously he would not ask to change unless 
that was so, would he? How would you feel about 
that? Make him pay a penalty for changing, a money 
penalty so as to ensure that the Revenue does not really 
suffer unduly ? — Sir Harold Howitt: I think we had in 
mind as a general rule that if you adopt a .policy you 
stick to it but it may be that is going ’too far. I do not 
think we have really considered the power of changing 
but just thinking aloud I should have thought it could 
be worded that 'the onus to prove a case for a change 
should be on the taxpayer, that he could go to the Board 
of Referees and ask for a change at any time but the 
onus of proof is on the taxpayer. Then the question is 
what rules should you give to the tribunal as a measuring 
rod. 

3995. Have you not yourself sat on a Board of 
Referees? — Y es. 

3996. Would you assume a case comes before you where 
the .man shows it is very disadvantageous to him now, how 
would you approach the matter as to whether you would 
give permission to change or not? Have you any idea 
what principles you would apply in your mind to that if 
left to yourself? — No, I do not think I have. I do not 
think I have gone into it sufficiently carefully for that, but 
if one saw that there was real hardship and the alternative 
was liquidation or some other means which would secure 
this very end, I think I should be influenced by that point. 

3997. What about the taxpayers who have adopted that 
particular basis of stock and been content to pay what 
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would be a higher rate of tax? Is the changeable tax- 
payer to get the benefit which his fellow taxpayers do not? 
— If you are putting it to me what I should do if I were on 
a tribunal, I should want a lot of persuading. You have 
adopted that principle, you should go on with it, and 
that is the principle they have adopted in America I think. 

I should want a lot of shaking. 

3998. That is what I thought you would say. I want 
to be clear about it, it is a very difficult point. — Yes, 
very difficult. 

3999. Just one other point, that is on your solution in 
regard to the fixed assets. The one thing that strikes me 
about that, and perhaps you can deal with it is this. All 
along, both in the Committee on the Taxation of Trading 
Profits, and up to now in the Royal Commission, one of 
the main reasons for saying that there should be a change 
in the method of calculating depreciation allowances is 
that the companies without it are not able to build up 
sufficient funds, as the years go on, to replace their assets 
when the time for replacement comes. Your solution 
would not meet that difficulty, would it? — Mr. Lawson : 

I think it would, would it not? What one might call the 
Inland Revenue share of the funds that had to be built 
up would be given at the time the expenditure was incurred 
which would be available at that time and if there were 
a spreading backwards as we have suggested the taxpayer 
could obtain full relief at that moment. 

4000. But he has not got the money. — He has half 
the money, he has put aside his own half. 

4001. He has half the money? — And knows the other 
half is coming to him at more or less the same moment 
in time. That should be good enough. 

4002. In what way is that better than the solution pro- 
posed of perhaps a larger initial allowance? — Mr. 
Robson: It is an initial allowance in effect restricted to 
replacement. 

4003. I agree. — That is all it amounts to. 

4004. It is a new way of calculating initial allowances. 
— Sir Harold Howitt: Except that initial allowances are 
not limited to replacement. 

4005. No, I agree. — Mr. Robson : That is the only dif- 
ference between this method and the initial allowance 
method. This is restricted to replacement with all the dis- 
advantages we pointed out in that respect to the No. 1 
Tucker Committee. It is only in case you deal as a Com- 
mission with people replacing old assets as distinct from 
those buying new assets. We realise it is open to criticism. 

4006. It would be almost the same as we have but the 
old initial allowances law did not limit it to replacement 
of old assets. — That is the effect of it. 

4007. Can I put a question to you? If it is embarrassing 
do not answer it. Supposing this was not adopted and the 
other suggestions, much more drastic suggestions of other 
bodies, are not accepted, would you think the solution or 
the recommendations of the Tucker Committee for an 
increased initial allowance, varying with certain businesses 
if necessary, is a reasonable solution? — Mr. Lawson : I am 
not sure that we would support the suggestion of variable 
allowances for different industries. 

4008. Leave out variable. A much higher basis of initial 
allowances, more than 40 per cent, for example, a rate 
depending upon the prices index. — Would there be a 
guarantee that it would be maintained? One of the 
criticisms that we have heard of initial allowances is that 
these are only interest-free loans, as indeed they are, and 
the trouble about a loan is that the lender can with- 
draw it and call in the loan for payment. That is what 
the Government has done and therefore I think we might 
be met with the criticism, what guarantee is there that 
will not happen again when the Chancellor of the Ex- 
chequer is hard up and revenue is short? It might be 
very embarrassing to have a loan recalled. I think that 
is the type of criticism you will be met with. 

4009. Do you say the Government have now done that 
and called in these interest-free loans? — In effect, over a 
period of years. 

4010. In cases where initial allowances have already 
been given? — You get a lower rate of wear and tear in 
the future than you would have done if the initial allow- 
ances had not been given. 

16736 



4011. That was always the case. The. Government have 
not altered anything in that respect ; they have only said 
that no fresh initial allowances will be given. — There are 
so many businesses which have certain capital expenditure 
year by year, they are getting each year a new initial 
allowance. 

4012. Mr. Millard Tucker: I see what you mean, thank 
you very much. 

4013. Mr. Kaldor : In this matter of rising price levels, 
the recommendations of your Institute are, I take it, that 
accounting should continue to be done on accepted prin- 
ciples of historic cost, but for the purpose of showing 
in the account the profits, you would recommend that the 
businesses should create special reserves to cover this 
difference of replacement cost and also as regards stocks 
in trade? — Mr. Robson : Reserves out of profits when 
ascertained. 

4014. Not provisions but reserves? — Yes. 

4015. That is a growing practice, companies are doing 
that? — Yes. 

4016. Are these reserves calculated on any kind of 
definite principles? Do these amounts set aside by com- 
panies in such reserves correspond to what some people 
recommend should be done in regard to depreciation 
allowances? As regards the reserve set aside for stocks, 
does that correspond to the L.I.F.O. method of ascer- 
taining profits? — I think the answer to that is that people 
are feeling their way in regard to this matter. Some 
boards of directors make the best guess they can. I do 
not think you can put it higher than that, and make an 
appropriation of whatever amount they think suitable. 
Others use prices indices and try to calculate the addi- 
tional amount which at current price levels it would cost 
to replace fixed assets and enhance their depreciation 
allowances accordingly by an appropriation to reserve. In 
regard to stocks I believe it is true that the accounts of 
one important company which were issued recently did 
state that their stock reserve had been calculated on the 
difference between L.I.F.O. and the ordinary cost or mar- 
ket basis. I do not think there is any general practice. 
Indeed, our Institute recommends further research should 
be undertaken and people should experiment with a 
view to finding as time goes on a suitable method of 
dealing with this matter. There is no generalisation other 
than that. — Sir Harold Howitt : The purpose of the final 
recommendation is, as Mr. Robson has suggested, to ask 
industry to experiment and to show how they get at the 
figures they set aside. I am bound to say up-to-date 
there has not been much specific help in that direction. 
Round figures have been put aside but the method of 
calculation has not been disclosed. I think that is because 
of the difficulty of doing it. If an actual figure has been 
got out' we might be told how it was arrived at. As far 
as the auditor’s certificate is concerned, provided he makes 
it clear the profit should be calculated before the reserve, 
he has no further responsibility. 

4017. There are one or two points I want to ask you 
about. In your second memorandum, paragraph 330 you 
say regarding stocks : 

“Owing to the varying circumstances of different 
businesses, no particular basis of valuation is suitable 
for all cases and it is therefore not desirable to attempt 
to frame special income tax rules for the valuation of 
trading stocks ”. 

But in effect, apart from a few special cases, is it not 
true to say that the F.I.F.O. method is pretty generally 
used in this country? — Mr. Lawson: There is quite a 
substantial variation in the methods of arriving at cost 
and the methods of arriving at market value. 

4018. In other words wjiat you are here referring to 
are variations of the F.I.F.O. method? — Not entirely. 
We cover such things as base stock. It is not really an 
adaptation of F.I.F.O. 

4019. It is only in use to a limited extent? — Yes. 

4020. From a general economic point of view, I am not 
sure that I am right in asking you this question, would 
you say that there was much to be said for a change in 
■this method of stock valuation, for example, from F.I.F.O. 
to L.I.F.O.? — Mr. Lawson: I am not sure about your 
opening words “ From a general economic point of view 
From the point of view of the taxpayer if L.I.F.O. were 

B 
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to start to-day it is by no means certain that the tax- 
payer would benefit. — Sir Harold Howitt: I think most 
people who advocate L.I.F.O. to-day would wish it to be 
coupled with “ or market whichever is lower ”, which is 
what they want in America but have not succeeded in 
getting. 

4021. That would be the best of both worlds? — Yes. — 
Mr. Robson : You did say from a general economic point 
of view and if one were to assume for the moment the 
adoption of 'L.I.F.O. would diminish very greatly the tax 
liability on businesses, then I suppose from the general 
economic point of view one has to say : “ Where is the 
rest of the tax going to be found? ” That is the sort 
of question I am afraid we cannot answer. Obviously 
if you diminish greatly the tax that is to be found by 
business, you put the burden on somebody else and what 
the economic effect of that would be, I do not know. 

4022. I suppose, if the Government wished to raise a 
definite sum in taxation on business profits, then the 
adoption of L.I.F.O. or the adoption of replacement cost 
method of calculating depreciation which narrows the 
basis on which tax is levied would mean a corresponding 
increase in rates of taxation? — 'Presumably. 

4023. Perhaps I could put it in this way, would you 
say from a general economic point of view there was 
something to be said for that? — Sir Harold Howitt: Alter- 
ing the basis and putting up the rate? 

4024. Yes. — Expressing a personal view I would rather 
stay as we are. 

4025. I suppose that is really why your main proposition 
is that there is a case for reducing the tax on retained 
profits but that case is not related to any specific thing, 
rising costs of replacing stocks or fixed assets ; in so far 
as business is not able to obtain sufficient finance to 
maintain real capital intact, then there is a case for relief 
in the form of lower rates of taxation. That is your 
point here? — Mr. Robson : We do not go as far as that. 
We say if you are satisfied there is a case. We do not 
attempt to say we are satisfied. We say if you are satis- 
fied there is a case then these methods we suggest might 
be ways of meeting the difficulty. What view you should 
take having regard to the incidence of taxation on other 
people is a matter on which we express no view at all. 

4026. The heavy taxation on undistributed profits as at 
present, as you emphasized to the Chairman, is that it 
chiefly harms the small businesses as against the large 
businesses ; that you say is its chief effect? — Mr. Lawson : 
The higher rate on undistributed profits? 

4027. No, the weight of taxation. — The weight of 
taxation as a whole, that affects everybody and every 
business but I suppose the burden in a way is heavier 
on a small business in that it is more difficult for it to 
raise its capital from outside and to that extent it weighs 
more heavily on the small business. 

4028. There is a certain minimum for exemption from 
profits tax? — Yes. 

4029. Would you say that is a conceivable method of 
giving the relief to small businesses, to raise the exemption 
limits or to give a kind of minimum initial allowance? — 
We have not considered that. We should want to think 
it out. — Sir Harold Howitt: Will it not raise difficulties 
of machinery and administration, whether it might not 
tempt people to split their businesses up into two or three 
parts, etc. 

4030. On this last point I understand now something I 
did not understand before ; in answer to the question 
by Mr. Millard Tucker you said that the difference between 
your proposals regarding replacement allowances and 
initial allowances is simply that the initial allowances when 
they existed related to all capital expenditure and your 
proposal is confined to those cases where there is a 
definite replacement of some existing asset? — Mr. 
Lawson: It comes virtually to that. 

4031. Is there in your view some general case from the 
economic point of view or from the point of view of 
equity for confining allowances in this way? — Mr. 
Robson : We are expressing no view on that. We merely 
put it forward as a means, if you should be satisfied that 
the tax should be so altered, that people who are replacing 
their assets should have taxation assistance which would 



not be available to those expanding their assets. We are 
conscious that this suggestion is open to criticism from the 
standpoint of those who feel the expanding business should 
be assisted. We only put it forward as a means if you 
follow that policy. 

4032. From a machinery point of view, does not your 
suggestion make the thing more complicated than the 
initial allowances as they existed after the war? — Mr. 
Robson: Clearly if the allowances are to be restricted 
to allowances on replacements then very full and careful 
records will have to be maintained and to that extent 
administrative complications will arise. If you were to 
adopt the simple form of an allowance whether it was a 
replacement or a new asset, then these complications do 
not arise and to that extent it is simpler. 

4033. But your point would be that if the method of 
initial allowances were adopted as a means of dealing with 
this problem of rising prices and inflation, then you regard 
it as essential that it should be maintained and the initial 
allowances should be varied from year to year?— Mr. 
Lawson : I think one has to qualify what you say. You 
say as a means of dealing with the question of inflation. 
Initial allowances apply .to capital expenditure and are 
not dealing strictly with the question of inflation. A new 
business raising new capital at the time has no problem 
of inflation. That is a very different point. 

4034. I am not sure that I quite agree. A new business 
has to raise money from somewhere. Wherever it raises 
its money from, the same difficulties would have to be 
faced? — Mr. Robson : I think the purpose of the initia l 
allowance was not to meet inflation but to assist industrial- 
ists to re-equip after -the war without necessarily having 
in mind that they had to pay enhanced prices but merely 
that they would all need money. 

4035. From the economic point of view, as distinct from 
the point of view of equity, it is only the problem of 
replacing ; that is the only problem is it not, ensuring that 
capital is maintained and the premises improved as much 
as possible. In other words, ensuring that the business 
has adequate capital for outlay on new assets?— You 
mean, taking the economy as a whole, that taxes should 
not come out of money that is required to maintain the 
industrial equipment of the country. 

4036. Whether money is taxable or not, the problem we 
have to consider is whether as a result of such taxation 
the maintenance of real capital suffers, that is the issue. 
If that is ensured one way or the other by means of 
monetary policy, financial assistance, initial allowances or 
in some other way it comes to much the same thing?— 
We are getting outside our own special field. I do not 
know that we can help on .that. 

4037. Professor Hicks: Am I to understand that your 
main reason for preferring this system, of what one might 
call initial allowances confined to replacement, over the 
initial allowances such as have existed in the past, is that 
you think allowances so confined might be less liable to 
be changed about and put up and down as a result of 
changes in the economic weather than the initial allow- 
ances that we have experienced have proved to be? I am 
still at a loss to know why you prefer your particular 
type. I was suggesting a possible reason. — Mr. Lawson : 
That is one reason, the one you have given. I am not 
sure that we do prefer it. What we have tried to deal 
with in this seotion of our document is the problem of 
meeting the replacement of assets at the higher prices 
consequent on inflation — which is a limited problem- 
assuming that this Commission were to come to the 
conclusion that industry has proved its case in requiring 
assistance for replacement as such. The question of 
capital assistance for new enterprise and new expansion 
we have dealt with as a separate matter. 

4038. A system whioh does, in effect, apply to all new 
capital equipment does, in fact, apply to replacement plus 
other things. It does in fact cover all replacement?— If at 
■the appropriate rate, yes. 

4039. Is it not the case .that even if you did have a 
system confined to replacement of the kind you are sug- 
gesting, it would not be certain that a Government could 
properly leave it unaffected by at any rate serious changes 
in the economic weather? It may be necessary in fact to 
decide that that is not the moment when you can replace 
some of your existing assets quite apart from the question 
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whether you can make additions to it? — I do not know. 

I think perhaps this would be a degree safer than initial 
allowances. 

4040. Might I ask one other question on quite a differ- 
ent matter? Going back to your discussion with the 
Chairman and Mr. Millard Tucker about your paragraph 
13, in that discussion we were presented, as I understood, 
with a picture of an idyllic golden age, 1878, when 
accountants and the Board of Inland Revenue had the 
same ideas. Since that time, I am trying to summarise 
the kind of picture presented to me as an innocent in these 
matters, we were presented with the picture of the Inland 
Revenue gradually moving away from their original 
purity. 

4041. Chairman : It is the other way round. Up to 
1878 there could be no common ground between the 
accountant and the income tax system at all because there 
was no allowance for depreciation at any time. In 1878 
they introduced an allowance for depreciation in wear 
and tear of plant and machinery. That was the first break 
in the purity. 

4042. Professor Hicks: I misunderstood, but after that 
date, am I not right, the picture presented to us is one in 
which the accountants and the Inland Revenue were more 
or less seeing eye to eye, as far as they were seeing per- 
haps one should say, but after that point there developed 
this difference of ideas evidently on numerous matters? 
Wha-t 1 was wanting to ask was why did accounting prac- 
tice not follow Inland Revenue practice in these matters. 
What are the substantial reasons for holding that account- 
ing practice is superior to the Inland Revenue practice, 
which is what I take it must be implied in a suggestion 
of the kind you are putting forward?— I am wondering 
whether in the old days you are talking about the Inland 
Revenue came very much into the thoughts of the 
accountants at all. Income tax was at a very low rate. 
— Mr. Robson: On the general question that you pose 
I think the position would be this, the accountant was 
trying to use experience accumulated over the years in 
order to get a fair view of what are the profits of a busi- 
ness and he realised, for example, that buildings wore out 
and needed to be replaced. He finds in the tax code, except 
as regards industrial buildings, and that has only been 
introduced in recent years, there is no allowance in order 
to ascertain profits for tax purposes which corresponds to 
depreciation which any reasonable business man charges 
in his accounts in ascertaining profits. If a business owns 
a leasehold property, the life of which is known, at 
the end of the lease the amount of money which has 
been spent in acquiring it will have disappeared as 
an asset from the practical point of view, therefore 
in ascertaining commercial profits a charge is made 
for the amortisation of that lease, but there is no 
allowance of that kind in the tax code. I have only 
quoted those as examples. There are similar things. 
Some were dealt with in the Tucker Committee’s Report 
on page 108 at which 1 am glancing at the moment. It 
is for that sort of reason I think we, as accountants, feel 
our methods of arriving at profits are superior to those 
at present employed by the Inland Revenue. We start 
broadly on the same basis, but there are some kinds of 
expenditure, necessary expenditure for the carrying op of 
business and ascertaining its profits, but these things are 
not allowed as expenses for tax purposes. 

4043. Mr. Carrington: Just taking up that point on 
which there is some confusion of thought, is it not a fact 
that in .1878 the taxable conception was really what one 
would call a cash conception rather than an earnings con- 
ception? The question was what was a surplus of business 
receipts over the payments ; that gave you the taxable 
capacity so you made no allowances under the tax code 
for any capital expenditure or the writing off of any capital 
expenditure whatever? — Mr. Lawson: I am afraid I am 
not well acquainted with that. I do not know what the 
position was in those days. 

4044. There is another example I think of the very 
narrow view then taken by the Inland Revenue, I think 
they have learned a little since then, at any rate. You will 
find in the first volume of Tax Cases a case heard in 
1870, which prohibited a deduction for advertising 
expenses. Now that, I think you would agree, that type 
of expenditure is now allowed? — Yes, certainly. 

16736 



4045. And that is allowed on the ground 'that it is a 
normal commercial expense unless we are concerned with 
some capital item like a sign or something of that sort. 

I am trying to clear Professor Hicks’ point. It was not 
the case that the Inland Revenue in 1878 were extra- 
ordinarily virtuous. I think it was that they were 
extremely ignorant, if I may say so, as to how business 
was carried on. There was no allowance for any capital 
expenditure and none for other things which are now 
allowed. Can I go to the Institute’s evidence at para- 
graph 329 of the second memorandum? You say : — 

“ The Council is not able to make any specific proposal 
for general relief in respect of profits retained to finance 
stock in trade at increasing price levels as practical 
difficulties would arise in attempting to legislate 
generally for such relief 

Do you take the view that the American legislation is 
impracticable for reproduction on our Statute Book? — I 
do not think we can say it is impracticable. If it has 
been done in America, 1 suppose it is practicable to do 
it here. 

4046. You say practical difficulties would arise in 
attempting to legislate? — Mr. Robson: I think what we 
had in mind was that, whereas in dealing with fixed 
assets we were going to suggest later replacement 
allowances, we could not devise any method of that kind 
in relation to stock. The L.I.F.O. method you have men- 
tioned is a much wider thing than merely relief in respect 
of profits retained to finance stock in trade at increasing 
price levels. It may have other effects when price levels 
start going down. We do not know much about the 
practical working of it. We would regard that as a 
much wider matter, the wholesale change in the basis of 
stock valuation we would regard as a much wider matter 
than the specific proposal referred to in paragraph 329. 

4047. Can I ask Sir Harold Howitt a question arising 
out of something he said on this topic? You mentioned 
that efforts had been made in the United States to alter 
the law so that the taxpayer had the right to come down 
to market value in his stock valuation if market fell below 
his current L.I.F.O. basis. Do I gather from that that 
the proposal that was put before Congress a month or 
six weeks ago has been rejected? — Sir Harold Howitt: I 
would not know that. I was merely speaking from con- 
versations with my American partners who have been 
over here in a recent Congress. I understood from them 
that the authorities were resisting the suggestion that in 
effect the method of valuation should be L.I.F.O. or 
market whichever is lower. 

4048. There has been an amendment lodged with 
Congress just recently, we have a copy of it as a matter 
of fact, which would permit, if accepted, the taxpayer to 
come down to L.I.F.O. I was wondering if you had 
up-to-date news as to the fate of that amendment? — No. — 
Mr. Robson : I am aware that an amendment was pro- 
posed but 1 have not seen any news as to what has 
happened to it. It is very recent, in the last six weeks. 

4049. If that were adopted by the United States and 
a similar thing were introduced here, that would remove 
the disincentive, shall we say, so far as taxpayers are con- 
cerned to going on to the L.I.F.O. basis?— Sir Harold 
Howitt: Yes. I should think the reason L.I.F.O. has a 
good hold in America, as it has, is that it has applied 
over a number of past years and if it came new today 
it is doubtful how far it would be accepted. 

4050. I do not think it would have many backers if it 
had to start the race today. One point arising out of ques- 
tions put by Mr. Millard Tucker regarding overseas profits, 
I think it is the first Document, paragraphs 16 and 17. 
During the course of the discussion it occurred to me 
that if the remittance basis was prescribed would it have 
the effect of inducing companies to leave their reserves 
overseas rather than bring them home for use of invest- 
ment here?— Mr. Lawson : It might have that effect, yes. 

4051. I speak in ignorance on the subject, but I should 
like your view, would not that have some influence on 
the balance of payments? — You might be able to get 
round that. You might be able to control it in some 
way just as there is surtax legislation about a private 
company. It might be possible to provide for something 
reasonable. 

C 
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4052. Something like the 1922 Act requiring com- 
panies to bring their profits home? — We have not con- 
sidered it in detail, but it might be overcome in that way. 

4053. That would be rather dangerous legislation, would 
it not? — Mr. Robson: In the case of public companies 
you will get pressure by shareholders who want dividends 
here. 

4054. I was not thinking so much of dividends as 
profits put to reserve? — What I mean is that the share- 
holders in the United Kingdom wanting dividends from 
their own company would be inclined to bring pressure 
to bear upon the directors to 'bring profits home. 

4055. So far as the dividend of the company is con- 
cerned, but you would agree that companies are prone 
to distribute only part of their profits, and quite properly 
put part to reserve? — Yes. 

4056. Supposing they brought home only 'the part 
reasonably required for dividends, they would be leaving 
on the other side the part put to reserve, so it occurred 
to me in your discussion with Mr. Millard Tucker 
whether this point I am now putting would not arise, 
the reserve would tend to be left abroad and not brought 
home for investment here? — I think the only considera- 
tion we have given to the policing of these reserves, if 
that be the proper word, is that the Special Commissioner 
method now applying to private companies might be 
applied if necessary. I do not think we have gone very 
deeply into it. — Mr. Lawson: We felt this proposition 
would help the balance of payments in that it would 
attract businesses to set up their headquarters here instead' 
of making a number of businesses want to seek head- 
quarters elsewhere, and from the point of view of general 
commerce and profits of one sort or another it would tend 
to help the balance of payments. 

4057. Would not the Canadian system help it more so? 
— It may be. We shall have to consider that. 

4058. Sir Harry Gill: In paragraph 8, accepting the 
position there set out regarding the position of incomes 
in excess of £2,000, have you found by experience or have 
you any knowledge that there is a disinclination of people 
to accept higher executive positions? — I think Mr. Robson 
answered that question in answering the Chairman, that 
we do not say that it is happening so much at the present 
time, but we do hear a lot of talk by people who are 
definitely worried that that type of situation will develop 
as regards the younger people who are growing up under 
this system of taxation. 

4059. There is not the difficulty today but it is a pos- 
sible difficulty in the future you are referring to? — Mr. 
Robson : I do not think one could be any more definite 
than I was in reply to the Chairman. 

4060. Paragraph 13 has had a great interest for several 
of my colleagues and has a great interest for me. I am 
rather intrigued because it would appear that full accept- 
ance of your paragraph (a) would -mean that the assess- 
ment of business profits for the future would become the 
business of the accountant rather than the authorities? — 
I would not have thought that was really so even more 
than it is today. The authorities and the accountant both 
work according to rules which are pretty well recognised 
between them and I think if paragraph (a) were adopted 
they would continue to work according to rules which 
are pretty well recognised between them. I do not think 
there would be any real difficulty in practice in working 
on that basis. Theoretically I agree it would be so. 

4061. If they are working today on that method what 
real change is it you are suggesting?— I said they would 
work according to recognised rules, but those rules which 
prevail today involve the disallowance of a number of 
items of expenditure in ascertaining profits which we as 
accountants think should be allowed as expenses. 



4062. And therefore are not in accordance with accepted 
accounting principles? — The 'taxed profits are not in 
accordance with accepted accounting principles to that 
extent and rather than attempt to put out detailed lists 
of items which should be allowed that are not now allowed 
we prefer to express it simply in that way, that profits 
should be ascertained on an accepted accounting basis. 

4063. Are there accepted accounting principles today 
universally accepted?— Sir Harold Howitt: On this kind 
of point I should have thought yes. 

4064. On this kind of point, but take another point, 
I do not want to bring it into discussion, take the very 
large question which has to be dealt with, increased re- 
placement values and whether that has to be a revenue 
charge or a capital charge. Is there not a diversity of 
opinion even among accountants respecting that principle? 
—Certainly. — Mr. Robson : Yes, there is. 

4065. That is what I am coming to. So far as I know 
there is, on many of the big issues we have to decide, 
a diversity of opinion among accountants themselves re- 
garding certain principles, therefore if this was accepted 
as you put it there would have to be some tribunal set 
■up to get some agreed accounting principles dealing with 
income tax questions. — Sir Harold Howitt: If you are 
limiting your suggestion that there is a diversity of opinion 
between accounting bodies to those vexed questions that 
arise out of rising prices, depreciation and valuations of 
stock, I would agree, but I should have thought on most 
other things such as we are talking of in paragraph 13 
accounting principles were agreed. 

4066. I have mentioned one, there may be others, but 
even with the accepted methods surely there would have 
to be some impartial body, including income tax autho- 
rities, set up to determine what these should be. Would 
you agree that a body of people such as you are repre- 
senting here today could not definitely lay down that these 
are the principles and that is the end of it? — Mr. Robson: 
I should have thought if 13 («) were put into law then, if 
the Inland Revenue and the company were unable to agree 
in regard to a particular matter, the Inland Revenue 
would assess the company on the basis the Inland Revenue 
thought just and the company would appeal to the Special 
Commissioners or some other body where evidence would 
be given as to what was the accountancy principle which 
was generally accepted and they would take a view on it. 

4067. I was thinking before it got to that stage. Surely 
if the truth of what you are saying is accepted there would 
have to be some body beforehand which would lay down 
what these accountancy principles actually were and in 
that question the income tax authorities would be directly 
interested and surely their views would be considered at 
that time? — I should not have thought it necessary to have 
an ad hoc authority to lay down principles. I should 
have thought except on these two major points referred 
to by Sir Harold Howitt just now the practice is suffi- 
ciently well settled to enable the Inland Revenue and the 
taxpayer to reach agreement and if they did not reach 
agreement to have the matter fought out on appeal before 
the Commissioners. 

4068. Let us take it to the two points on which you 
now say there is not agreement, how is agreement going 
to be obtained on these particular questions? — In regard 
to the taxation aspect I think presumably your Commis- 
sion will have something to say after having heard all 
sides of the matter. 

4069. And then if we come to a certain decision you 
will accept our decision as good accountancy practice? — 
No. 



Chairman: Thank you very much we are obliged to 
you for your help. 

The witnesses withdrew 
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MEMORANDUM SUBMITTED BY THE GENERAL COUNCIL OF BRITISH 

SHIPPING 



I. Introduction 

1. The General Council of British Shipping is a joint 
organisation of the Chamber of Shipping of the United 
Kingdom and the Liverpool Steam Ship Owners’ Associa- 
tion, and thus speaks for the whole Industry. 

2. The General Council has noted that under its terms 
of reference the Royal Commission is asked to advise: — 

“ whether, for the purposes of the National Economy, 
the present system is the best way of raising the required 
revenue from the taxation of profits and income, due 
regard being paid to the points of view of the taxpayer 
and of the Exchequer ”. 

It is with reference to this question that the General 
Council submits its Memorandum, the purpose of which 
is to explain why, in the General Council’s opinion, the 
present system of taxation, if continued in force without 
modification, is not “the best way of raising the required 
revenue from the taxation of profits and income ” in that 
it must endanger the necessary maintenance in strength of 
the British mercantile marine. 

3. For an island nation such as this, with so large 
a population, and so incapable of supporting itself from 
its own internal resources, a healthy and prosperous 
Shipping Industry is essential. The obligation placed by 
the national interest on the Industry is that of ensuring the 
continuing existence of an adequate and competitively 
efficient mercantile marine. Since the coming of the steam 
ship and earlier, that obligation has been met and in war 
an instrument essential to victory has twice been placed 
at the nation’s disposal by its shipowners. The drain 
which is being imposed on its resources by taxation is 
imperilling the future capability of the Industry to perform 
this essential duty. The seas are free to all and the 
shipping trade is open to competition from every quarter. 
There is no home market in shipping to be protected and 
sheltered. It must operate and hold its own in inter- 
national markets wherein the test of success is capability 
to render efficient service at a cost which compares favour- 
ably with that of its competitors. 



II. Effect on the Industry of Two Wars 

4. In the years immediately following the Great War, 
the Shipping Industry expended on replacement of lost 
and worn out ships a sum of approximately £350,000,000 
of which only £135,000,000 was derived from insurance 
recoveries for lost vessels. The balance of £215,000,000 
was found by the Industry out of its own resources but 
was substantially contributed to by refunds of Excess 
Profits Duty under the Revenue Obsolescence Agreement 
of 1922. These replacements were in part effected by new 
building and in part by purchase from the Government of 
Government-owned and ex-enemy tonnage. The greater 
part was purchased at the inflated prices which ruled in the 
years 1919-21, prices which were so high that the ships con- 
cerned required far better trading conditions to enable 
them to pay their way than existed during the ensuing 
twenty years. 

5. Generally speaking between the wars there was not 
enough cargo for the ships available and trading results 
suffered accordingly. World tonnage, partly aided by 
State subsidies, increased in comparison with 1914 tar 
out of proportion to any increase in world trade, and 
in the latter part of the period British shipping underwent 
the worst depression in its history. In fact the great 
majority of shipping companies failed during the decade 
preceding the second world war to provide for statutory 
depreciation. One result of these trading conditions was 
to be seen in the relatively high age of the British mercan- 
tile marine immediately before the war. The history of 
the Industry over this period was one of increasing 
unattractiveness to capital investment. The Tramp section 



of the Industry was compelled to seek State aid to preserve 
its existence pending a revival in trade, and the British 
Shipping (Assistance) Act 1935 was passed authorising a 
subsidy of £2 mn. per annum for the assistance of tramp 
ships. The subsidy was paid for 1935 and 1936, but 
was then discontinued owing to the rise in .the level of 
freights. Immediately before the war, another Bill was 
before Parliament for the extension of State aid in the 
form of a further tramp subsidy, a liner “ Fighting Fund ”, 
and grants towards shipbuilding. The shipbuilding grants 
under this Bill were paid, but its other provisions lapsed 
on the outbreak of war in 1939. 

6. In the second world war, the merchant navy again 
suffered losses out of all proportion to those of any 
other industry. Over one half of the tonnage afloat in 
1939 was lost by war perils. Since the war ended, the 
Industry has been engaged in replacing these losses. The 
size of the merchant navy is now approximately back to 
what it was in 1939. This, however, is due to a large 
increase in tanker tonnage, and the present dry-cargo 
fleet is not only below its 1939 strength but it includes a 
substantial number of stop-gap units in the shape of 
war built ships, and a high proportion of older ships. 
Over 40 per cent of it is represented by ships built in 
1939 and earlier, and thus now at least 12 years old. Over 
23 per cent, is represented by ships which have passed 
their 20th year of age. There is thus a very large and 
difficult problem of replacement facing the Industry in 
the years immediately ahead. 

7. The war losses have been replaced at building costs 
which, when averaged over the whole post-war years, are 
at least double those of the immediately pre-war years (as 
stated in paragraph 12 below, present building prices are 
some three times as great as in the years just before the 
war) and, in the case of specialised tonnage, at still higher 
comparative cost. To find the money for that purpose, 
substantial recourse to reserves has been required. The 
amount derived from compensation, for war losses through 
the Government War Risks Insurance Scheme fell con- 
siderably short of that needed to replace those losses, and 
in the result reserves which would otherwise have been 
available for replacement of obsolete tonnage have been 
heavily depleted. There is no prospect whatever of reduc- 
tion in replacement cost. All the signs point the other 
way, namely, to still further increase over the next few 
years. 

8. During the war the Industry had no opportunity to 
accumulate large reserves out of earnings because all its 
ships were either requisitioned or operated at controlled 
rates of freight. These controlled rates of freight and the 
rates of hire payable under the requisitioning arrangements 
were deliberately restricted by the Government .and 
allowed only 5 per cent, for interest and 5 per cent, for 
depreciation, based on the cost of construction, while in 
the case of ships over 20 years of age the allowance was 
reduced by being related to pre-war value as agreed for 
the War Risks Insurance Scheme. An allowance was 
sought in the rates of hire towards the increasing cost of 
shipbuilding that would have to be paid at the end of the 
war when the requisitioned ships became due for replace- 
ment but the Industry’s proposal in this regard was 
rejected. That problem was designedly postponed by the 
Government and left to be dealt with when it arose. The 
Government in the 1940 Shipping White Paper (Cmd. 
6218) stated that it recognised “ the necessity of maintain- 
ing the British Mercantile Marine in adequate strength 
and in a position of full competitive efficiency ”, but when 
requisition ended, nothing was done by the Government 
in furtherance of this statement and in the result the 
burden has fallen entirely on the Industry. In coping 
with it, the Industry has not even had the assistance of an 
E.P.T. Post War Refund, a refund which the Chancellor 
of the Exchequer of the day described as being intended to 
assist industry to undertake the essential task of recon- 
struction and readjustment. 
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III. Replacement Problem 

9. The main problem facing the Industry to-day is the 
replacement of obsolescent ships which have survived the 
war. The urgency of this problem is illustrated by the 
tables in Appendix “A” to this Memorandum. 

10. The first of the two tables in that Appendix shews 
the age distribution of the U.K. foreign-going fleet at 30th 
June, 1950. Nearly 1$ mn. gross tons, or 15 per cent., of 
the dry-cargo tonnage was over 25 years old, while of the 
tankers, which have a shorter useful life, over half a 
million gross tons, or 18 per cent, of the total, was over 20 
years of age. This means that some 2\ mn. gross tons of 
shipping was ripe for replacement in the immediate future. 
At the outbreak of the war in 1939 only 9 per cent, of the 
dry-cargo tonnage was over 25 years old, and 15 per cent, 
of the tanker tonnage was over 20 years old, so that despite 
the immense amount of new building which has taken 
place the U.K. foreign-going fleet in 1950 is still in this 
respect worse off than in 1939. 

11. The second of the tables in Appendix “A” shews 
the age distribution of the U.K. coasting and home trade 
fleet. This indicates that essentially the same problem has 
to be faced, though the total amount of tonnage involved 
is considerably smaller. 

12. The cost of building a ship to-day is some three 
times as great as in the years just before the war. The 
following figures shew, for tankers and for 
tramps and cargo liners, the rises in building 
costs that took place between 1937 and 1946. 
It will be seen that in each case the 1946 prices are 
about 2i times those of 1937, and although the index has 
so far not been carried beyond 1946, costs since then are 
estimated to have risen by at least a further one-half, 
bringing present building prices to about three times the 
average for the three years 1937-39. 





Index of New Ship Prices 


Years 


Deep Sea 


Deep Sea Tramps 


delivery 


Tankers 


and Cargo Liners 


1937 


100 


100 


1938 


138 


118 


1939 


156 


128 


1940 


170 


136 


1941 


203 


155 


1942 


225 


188 


1943 


238 


200 


1944 


251 


213 


1945 


255 


222 


1946 


262 


246 



13. In the case of passenger liners the story is similar. 
The cost of construction of a large passenger liner was 
about £50 per ton in 1937 and had risen by 1950 to £150 
per ton, since when a further increase has taken place. 

14. It may be said that the Shipping Industry is in no 
different position from other industries inasmuch as it is 
a well known fact that the cost of all types of plant and 
machinery has increased very much during the past decade. 
In the case of the Shipping Industry, however, the General 
Council believes that the increase in the price level is 
much larger than in most other industries and there is this 
important difference, that a ship cannot be replaced by 
degrees. When the time arrives to scrap a ship the whole 
asset has to be replaced in one operation. It is as though 
an hotel with all its public rooms, bedrooms, lifts, fur- 
nishings and kitchen equipment were completely destroyed 
and rebuilt from the foundations upwards. Most other 
industries can keep their plant up to date by a continuous 
system of replacing individual items and, as a general 
rule, the fabric of their factories will last almost in- 
definitely, and they do not have to be permanently main- 
tained in the same “seaworthy condition” as when new. 
It has been truly remarked that there can be few in- 
dustries that require such huge sums to maintain capital 
equipment which in itself is subject to such rapid obso- 
lescence. In this respect the problem that faces the 
Shipping Industry in replacing its plant is much more acute 
than other industries and the impossibility of doing so 



in the case of many of the smaller shipping companies 
can be simply illustrated as follows: — 

If a ship which had cost say £100,000 to £ 
build in 1930 (for which the comparative cost 
today is about four times as great) is 
now in need of replacement, that replace- 
ment will cost some £400,000. Between 1 930 
and 1945 with good management a profit of 
10 per cent, per annum might have been 
earned before making provision for amor- 
tising the cost of the ship, and on this basis 
the total profit earned would be ... ... 150 000 

Between 1946 and 1950, a profit of 40 per ’ 
cent, per annum (which would be exception- 
ally high) would yield 200,000 



But on all profit in excess of wear and tear 
based on original cost, Income Tax and 
Profits Tax have to be paid, and these would 
absorb roughly one-half of £250,000 (i.e. 

£350,000 less £100,000) 125,000 

Although £400,000 is required for replace- 
ment, and even assuming that no dividend 
was paid in the 20 years, the sum available 
would only be £225,000 



IV. Submissions 

15. It is against this background that the General Coun- 
cil wishes to put forward two propositions: — 

A. The first is that, although it is necessary when 
computing profits assessable to Income Tax to allow 
as a deduction the cost of amortising capital expenditure 
over its useful life, the deduction ought not to be less 
than the value of the wastage of fixed assets employed 
in the business, such allowance to be based on the 
current replacement value of the assets. 

B. The second is that, owing to the great fluctuations 
which take place in shipping earnings and their vulner- 
ability to foreign competition, shipping companies should 
be given wide discretion for taxation purposes to amor- 
tise the cost of their ships as quickly as possible in 
good times so that they may be less likely to have 
large unabsorbed wear and tear allowances as they had 
immediately prior to the last war. 

16. In assessing profits to taxation, one of the items of 
expenditure which must be taken into account by way of 
allowance is the cost of making good the wastage in the 
capital assets that are used in the venture. Necessary as 
it is to amortise the cost of the capital assets, this in 
itself may be insufficient in times of rising prices as it is 
also necessary to ensure that the charge against profits is 
adequate to make good the value of the wastage of fixed 
capital which has occurred in -the course of earning the 
profits during each accounting period. The manner in 
which the two calculations can be operated side by side 
is shewn in the example forming Appendix “ B ” to this 
Memorandum. Only in this way can the replacement of 
that wastage be made possible, and can productivity be 
maintained, without which there can be no profits to tax. 

17. Variants of this proposition were put before the 
Committee on the Taxation of Trading Profits, now gener- 
ally referred to as the Millard Tucker Committee. At 
that time the Shipping Industry believed that alternative 
solutions of the problem were available, but during the 
last two years the continued rise in the cost of ships has 
forced the General Council to reconsider the subject. 

18. The Millard Tucker Report* devotes a good deal 
of space (paragraphs 96-109) to a system of “revalorisa- 
tion ” which is simply illustrated as follows : — 

A machine which cost £1,000 before the war may cost 
£2,000 to replace today apart from any element of 
improvement. The advocates of revalorisation claim 
that before a taxable profit can exist, £2,000 must be 
allowed to enable the machine to be replaced. The 
Millard Tucker Committee rejects this argument, on 
the ground that the system would give a substantial 
allowance for obsolete plant which might merely be 
kept for emergency purposes or as a standby and would 



* Cmd. 8189. 
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give an unjustified benefit to the owner of a business 
who, on buying new plant, refrains from actually sending 
the obsolete plant to the scrap heap. 

19. The method proposed by the General Council does 
not in its view have that disadvantage and it does not 
regard it as a form of “ revalorisation ”. Being mainly 
concerned with ships, the General Council would prefer 
to explain its proposal by specific reference to ships 
although, in its view, its proposals would appear to be 
equally applicable to industry as a whole. 

20. The normal useful life of a high class dry cargo 
ship is 20 years and the rate of wear and tear allowed 
for taxation purposes (as increased to five-fourths, Para. 

2 (1) (h), Part 1, Sixth Schedule, Finance Act, 1949*) is 
5 per cent, per annum on the original cost of the ship. 
Higher rates are allowed on refrigerated ships and tankers, 
but for the purpose of illustrating the point at issue the 
example is based on a dry cargo ship. Assuming a com- 
pany with a fleet of 20 similar ships, each built in successive 
years so that one ship attains age 20 in each year,, it 
would follow that the Company would have to build a 
replacement ship each year. In other words, the measure 
of the value of the wastage of fixed capital used in the 
business would be the cost of building one new ship 
per annum and, in the view of the General Council, a 
sum equivalent to the cost of that replacement ship should 
be allowed as a charge in each year in assessing the profits 
of the fleet of 20 ships. 

21. The principle involved has been explained as simply 
as possible by assuming a fleet of 20 ships. The same 
result would be arrived at by calculating an allowance at 
5 per cent, per annum on the replacement cost of each 
ship in the fleet. There follows the general proposition 
that in calculating the assessable profits of a shipping com- 
pany, a deduction should be made to cover the wastage 
of fixed capital locked up in the ships, calculated at the 
customary percentage recognised for wear and tear pur- 
poses, but based on the replacement cost of its fleet ; and 
if this is true of a company with 20 ships it must be 
equally true for a company with a greater or lesser number 
of ships. 

22. This proposition is very close indeed to one outlined 
in paragraph 110 of the Millard Tucker Report and the 
General Council is surprised that the proposition is 
accorded so little space there. It is rejected on the 
grounds that: — 

(a) It favours the established and stationary business 
at the expense of the new and expanding one. 

(b) It gives relief to the taxpayer who has not replaced 
his plant since the war and nothing to the taxpayer who 
has. 

(c) The amount of relief which it would give would 
bear no relation whatever to the needs of particular 
businesses. 

{d) The extent of the relief would depend on the 
present written down value of the plant ; the older the 
plant and the more in need of replacement, the smaller 
is its written down value likely to be. 

23. In so far as these objections may be raised against 
the basis proposed by the General Council, the following 
replies are put forward : — 

(a) The system does not favour one business at the 
expense of another. It proposes that all businesses 
should be given an allowance for the wastage of fixed 
assets based on their current replacement costs or the 
sum needed to amortise the cost of the assets, whichever 
is the larger. 

(b) While the General Council cannot speak with cer- 
tainty about businesses which may calculate wear and 
tear on the reducing balance method, it is not the case 
that the proposed system would give relief to a ship- 
owner who has retained over-age ships since the war 
because it is inherent in the proposals that no allowance 
would be given for a ship which has been fully written 
off, although of course unabsorbed allowances brought 
forward from previous years would remain the subject 
of “ carry-forward ”. 

(c) The General Council does not agree that the 
system gives “ relief ” or that it is in any way related 
to the “ needs of particular businesses ”. There is no 

* Now I.T.A. 1952, s. 282 (1) (b). 

16736 



question of “ relief ” ; it is solely a question of the 
correct method of calculating taxable profits which, as 
already asserted, ought to take into account the cost of 
replacing the wastage of capital assets. 

(d) The allowance ought to take into account the age 
of the plant. Elsewhere in its Report, the Millard 
Tucker Committee rejects a proposition that the loss in 
value of pre-war depreciation reserves should be allowed 
against current and future profits, and points out that 
what has happened is that those depreciation reserves 
have lost their value and have resulted in a loss of 
capital. The General Council accepts that view of the 
matter and fails to understand why objection should be 
raised on the ground that the older the plant and the 
more in need of replacement, the smaller is its written 
down value likely to be, and consequently the smaller 
is likely to be the current allowance based on the cost 
of replacement. That is as it should be. 

24. Other objections which may be raised are the 
following: — 

(e) That there may be no need to replace a particular 
asset and that, therefore, there is no need to make any 
allowance based on the replacement cost. 

This objection is fallacious because what as proposed is not 
some form of “ relief ” to enable the assets to be replaced. 
The proposal is that the wastage of fixed assets which 
takes place during the year of account, should be ascer- 
tained in terms of the replacement value ruling during the 
year and allowed as a charge before arriving at the year’s 
taxable profits. This allowance is necessary if the pro- 
ductive capacity of the business is to be maintained and, 
even if it should be unnecessary to replace a particular 
asset, the assumption is that any continuing business will 
find the need for alternative items of plant and it will 
not be able to acquire them unless it has the purchasing 
power, which in turn can only be ensured if the productive 
capacity of the business in real terms is maintained. 

if) That before replacement becomes necessary, re- 
placement costs may hav,e fallen and that, in conse- 
quence, if allowances are presently based on replacement 
values which ultimately prove to be too high, then too 
large an allowance will have been made against taxable 
profits thus leading to unfair advantages to certain 
businesses. 

The Mill'ard Tucker Committee in its Report has drawn 
attention to the fact that any system of revalorisation 
would be unsupportable if it insulated industry completely 
against the fall 'in value of money (paragraph 103), and 
that if a business chooses to maintain its depreciation 
reserves in cash then any fall in the value of those re- 
serves must be a loss of capital. In the face of this 
argument, which the General Council accepts, it appears 
to be immaterial that an allowance for wastage of fixed 
assets based on current replacement values may in the long 
run prove to be excessive because of a subsequent rise in 
value of money. 

(g) That it is impossible to calculate what will be 
the replacement value of an item of plant some years 
hence. 

The General Council suggests that this objection is also 
fallacious because its proposal is not designed to secure 
and cannot necessarily achieve, an allowance against busi- 
ness profits of the exact sum that will eventually be 
required to replace each item of plant. Its proposal is 
concerned, not with the sum ultimately required to replace 
particular items of plant, but with the annual wastage of 
capital based on current replacement values. 

25. It has been pointed out earlier in this Memorandum 
that the cost of an asset must in any event be amortised 
over its fife and allowed against taxable profits. Failure 
to recognise that pifinoiple could be as disastrous to the 
economic well-being of a company as the present dis- 
regard of the value of capital wastage as a charge before 
striking a figure of taxable profit. The General Council 
is aware that shipping companies have been formed in the 
last year or two and that they have borrowed money to 
build new ships. Unless those companies are enabled to 
amortise the full cost of the ships out of future taxable 
profits they might well find themselves unable to meet their 
liabilities. 

D 
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26. At the risk of some repetition the General Council 
wishes to place on record its disappointment with Chap- 
ter 3 of the Millard Tucker Report. Phrases such as the 
following : 

“ It will 'be convenient to mention one objection 
common to ail schemes, namely that they involve giv- 
ing preferential treatment to the owners of businesses 
as against other classes of taxpayer.” (Paragraph 100.) 

“We cannot accept the view that the owner of an 
existing business who saves to replace his plant is 
entitled to preferential treatment over a taxpayer who 
does not at present carry on any business but is saving 
in order to set up a business.” (Paragraph 104.) 

“ Moreover a claim for revalorisation based on the 
special importance of industry to the national well-being 
would equally justify relief to those who began business 
after the war.” (Paragraph 104.) 

“ It is in our view a formidable objection to revalorisa- 
tion schemes that the relief would be unequal in its 
benefit and Would discriminate in favour of the less 
deserving.” ('Paragraph. 105.) 

serve, in the view of the General Council, to illustrate 
that the whole chapter is based on the assumption that 
some form of “ relief ” is needed by industry and that 
industry is asking to be placed in a better position than 
other taxpayers. It is fundamental that one of the items 
of cost which should be allowed in arriving at taxable 
profits is the cost of making good the wastage of oapital 
assets used up in the course of earning profits ; the cost 
of making good that wastage must be calculated by refer- 
ence to the replacement cost during the accounting year 
to which the profits are related. 

27. It is suggested that the true position is that: — 

(i) .No taxable profit can exist until provision has been 
made for amortising the cost of fixed assets employed, 
and that 

(di) If in times of inflation the cost of making good 
the wastage of fixed assets year by year is greater than 
the amount required under (i), then the excess must 
also be allowed as a charge. 

28. The second submission of the General Council (B of 
paragraph 15 of this Memorandum) is that, owing to the 
great fluctuations which take place in shipping earnings 
and their vulnerability to foreign competition, shipping 
companies should be .given wide discretion to amortise the 
cost of their ships as quickly as possible in good times, 
so that they may be less likely to have large unabsorfoed 
wear and tear allowances such as they had immediately 
prior to the last war. 

29. In its evidence to the iMillard Tucker Committee the 
Industry proposed that losses and unabsorbed wear and 
tear and initial allowances should be available for re- 
claiming tax paid on profits of previous years up to a 
maximum of six years. This proposal was advanced with 
the special needs of shipping companies particularly in 
mind, but was rejected ' by the Committee on practical 
grounds. The General Council feels, however, that it must 
again present the Special need of the Shipping Industry for 
some modification of the general taxation practice to meet 
the fluctuating nature of shipping profits. Accordingly 
it proposes the above alternative procedure which would 
achieve substantially similar results without the objection 
inherent in retrospective adjustments of profits. 

30. Whether or not the Royal Commission feels able to 
recommend that, for industry as a whole, taxable profits 
should be computed after deducting the wastage of fixed 
assets calculated at current values, the cost of plant must 
in any event be amortised out of profits ; the recom- 
mendation that shipping companies should be allowed to 
amortise that cost as quickly as they please does not mean 
that in the long run the amounts to be allowed for 
amortisation will exceed the original cost. In total the 
allowances will be precisely the same as at present but, 
because of the fluctuations in shipping companies’ earnings 
and the risks they run of long periods of depression, they 
should be allowed to amortise the cost of their ships as 
and when earnings are available. 

31. It will be seen from the Example which forms 
Appendix "C” that the foregoing proposal can be put 
into operation side by side with the earlier proposal that 



profits should be charged with the annual wastage of 
capital based on current replacement values. It would 
be only the annual wastage calculated at percentages re- 
lated to normal useful life which would be valued by 
reference to current replacement costs. Such revaluation 
would not apply to anything additional which might be 
written off the cost o-f a ship to accelerate the normal 
amortisation. 

32. As shown in paragraph 10 and in the first table 
in Appendix “ A ” there are some 2} mn. tons of old ships 
in the foreign -going trades. At £90 per gross ton (the 
average cost per ton of vessels on order and under con- 
struction in U.K. shipyards for British owners at 31st 
March, 1951) the replacement of this tonnage represents 
an outlay of £200 mn. The replacement in the near 
future of the further li mn. tons of foreign-going dry- 
cargo vessels between 20 and 25 years of age will involve, 
at current prices, a further outlay of £110 mn. These 
estimates are necessarily approximate, since the average 
cost figure is based on the vessels .now on order or under 
construction, and building costs are different for the 
several classes of tonnage. 

33. Owners must find these large sums if they are to 
continue in business and they should be entitled to a 
reasonable prospect of being able to recover them out of 
future profits. Although, in the case of most sections of 
the Industry, present earnings are good, there must inevit- 
ably come an end of the trade cycle and there remains 
the underlying fear that at any time freight rates may 
fall to a point at which depreciation cannot be found 
on ships which are built at to-day’s high building costs. 

34. The shortage of coal exports has caused a change 
in the .pattern of tramp shipping business. If is no longer 
possible for ships to carry cargoes of coal from this 
country and to return with bulk cargoes of wheat, etc., on 
the same scale as formerly. But there is a demand for 
tankers and a good deal of scope for bold experiment in 
entering a different trade and seeking to produce better 
types of ships or perhaps ships which can handle oil as 
well as other cargoes. At the present time many tankers 
are earning sufficient profits to enable their cost to be 
written off in about seven years but, for Income Tax pur- 
poses, their owners are obliged to spread the cost over 16 
■years and even while initial allowances were being granted 
the period was 10 years. The General Council feels sure 
that shipowners would be encouraged to embark upon 
experimental projects with their greater attendant risks if 
they knew in advance that they would be permitted to 
write off the cost of new ships as quickly as profits 
permitted. 

35. While initial allowances are operative, they provide 
a valuable palliative but they cannot be a complete answer 
to the problem facing the Shipping Industry. A very 
substantial proportion of the merchant fleet is owned by 
companies which, in 1950, had unafosorbed wear and tear 
and initial allowances. In other words, during the period 
over which the allowances had fallen due, those com- 
panies had not earned sufficient profits to enable them 
to take full advantage of the allowances. Yet that does 
not necessarily mean that between 1946 (when initial 
allowances were introduced) and 1950 profits had not been 
sufficient to cover the allowances. For example, in 1947 
and 1948 a company may well have earned profits which 
it may have placed to reserve against rebuilding expendi- 
ture inourred in 1949 and 1950. By our present Income 
Tax law, however, it is called upon to pay tax on those 
profits so placed to reserve at that time and it is debarred 
from bringing them into credit when the wear and tear 
and initial allowances fall due in respect of the ships built 
with the aid of those reserves even though it has been 
unable to take full advantage of such allowances. 

36. The remaining companies which had no unabsorbed 
wear and tear and initial allowances, may be assumed to 
have paid tax on the profits of their last financial year 
immediately prior to the beginning of 1951. In other 
words, their profits for that last financial year exceeded 
wear and tear at the normal rate of approximately 5 per 
cent, per annum on the cost of their fleet plus 40 per cent, 
initial allowance on any capital expenditure during the 
year. Out of the balance remaining they may be presumed 
to have allocated sums to Reserve or they may have 
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applied amounts to Fleet Depreciation. Reserve to amor- 
tise the cost of their ships quicker than is permitted for 
Income Tax purposes. On those sums so placed to 
reserve, Income Tax and Profits Tax have to be paid and 
it is the view of the General Council that owing to the 
uncertain conditions that have to be met hy the Shipping 
Industry, the amounts should not be subjected to taxation, 
provided they are utilised to amortise the cost of ships in 
the manner explained in .the Example in Appendix “ C ”. 

V. Balancing Charges and Allowances 

37. Handicapped as shipowners are in their attempts 
to accumulate sufficient reserves to permit of the replace- 
ment of ships as they fall due to be scrapped, the position 
since 1946 has been even more unsatisfactory when an 
owner sells a ship or is so unfortunate as to lose one. It 
was in that year that the system of balancing allowances 
and balancing charges became operative. When announc- 
ing on 25th April, 1944, the impending change the then 
Chancellor of 'the Exchequer explained that the substitu- 
tion of balancing allowances for obsolescence allowances 
would enable the full cost of plant to be written off 
against taxable profits whether or not the plant was 
replaced. He added that as a quid pro quo he would 
levy tax on any profit that might arise on the sale of 
plant for a sum above its value as written down for Income 
Tax purposes. If the effect had been merely to bring 
into credit the proceeds of sale when an item of plant was 
scrapped, the proposal would no doubt have been a 
measure of rough justice. 

38. But the arrangement is quite unsuitable when 
applied to the sale of ships. Many owners today have 
obsolescent ships which they would like to replace. 
Opportunities exist foar selling old ships to foreign buyers 
at good prices. These prices are high in relation to 
written down values for the same reason that replace- 
ment costs are high, i.e. that values are measured in terms 
of depreciated pounds. 

39. Furthermore, the market values of ships vary in 
different parts of the world as is shown by the following 
illustrations : — 

(d) A ship built in 1926 at a cost believed to have 
been about £80,000 was sold in 1950 by the South 
African Government to a private owner for £27,100 
and was resold in 1951 to a Japanese operator for 
£204,000. 

(ii) A vessel sold to Japan at £185,000 and for which 
an import licence was refused, has since been sold to 
Scandinavian buyers at £140,000. 

40. The General Council has noted with interest the 
following expressions of opinion by the Millard Tucker 
Committee : — 

Paragraph 193. 

“. . we came to the conclusion that in the main 

'these various claims were particular instances of the 
general proposition that the Income Tax system should 
give relief 'in respect of the wastage of all assets that 
are used up or consumed in the course of oarrying on a 
business. The validity of this claim as a general prin- 
ciple cannot in our view be impugned ”. 

Paragraph 194. 

“ In considering the question we have borne in mind 
that Income Tax is a tax on income ; the existing 
Income Tax Act neither taxes capital gains nor gives 
relief for capital losses ”. 

41. The General Council has endeavoured to apply 
these principles, enunciated by the Committee, to the case 
of ships. It is necessary first of all to explain that 
before the introduction in 1949 of the present regulations 
governing the method of calculating the wear and tear 
allowances, a ship oould only 'be written down to its 
break-up value. The break-up value of a vessel was 
computed on the basis of a percentage of prime cost ; in 
the case of a non-refrigerated steamer or motor vessel 
built between 1923 and 1939 the percentage was 4 per 
cent. For subsequent years reduced percentages were 
agreed with the Inland Revenue in recognition of _ the 
increased cost of building. The break-up value remained 
constant throughout ithe 'life of the ship, i.e. it was not 
affected by subsequent capital expenditure or by the sale 
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of the ship. The difference between the cost and. break-up 
value was allowed for taxation purposes spread over the 
estimated life of the vessel. 

42. Reverting to the first illustration in paragraph 39, a 
ship built in 1926 and costing perhaps £80,000 would have 
been written down to its break-up value in 1945. In the 
view of the General Council the cost of the ship less the 
break-up value, i.e. £76,800 must be amortised over the 
■life of the ship, and it fails to appreciate why the amortisa- 
tion allowances should be withdrawn merely because 
Japanese nationals are ready to pay a fantastic price for 
an old ship. The difference between the value of a ship 
as scrap in the U.K. market and the value of the ship 
in Japan must be a capital profit which ought not to be 
subject to Income Tax. The General Council has selected 
what is admittedly an extreme case in order to demon- 
strate the unsoundness of the alleged principle supporting 
balancing oharges. Inherently, however, the same objec- 
tion applies to all sales of ships. The value of a ship in 
the secondhand market, whether it be for scrap or for 
operating, must depend upon the course of prices in the 
world markets and has nothing whatever to do with allow- 
ances for wear and tear. 

43. The General Council can only suppose that the 
justification for balanoing oharges Ides in the theory that 
because a purchaser is allowed wear and tear on the cost 
to him of a secondhand ship (necessarily so) the cash 
wbioh he pays for the ship must be brought into credit 
by the seller in computing his taxable profits. This argu- 
ment is untenable and the General Council regrets to note 
that it seems to be accepted by the Millard Tucker Com- 
mittee as, for example, in paragraph 250 of its Report. 

In Che particular case of shipping the theory breaks down 
because it frequently happens that the purchaser of a 
secondhand ship is a foreigner who is not in any event 
subject to British Income Tax. 

44. It has already been demonstrated that it is impossible 
for many owners to accumulate out of trading profits the 
funds needed to replace their old ships. If they were 
allowed to sell the latter at good prices and retain the full 
proceeds in the business, it would be a step towards 
financing the cost of replacements. But to subject the 
sale proceeds to a balancing charge merely adds to the 
difficulties and cannot in the view of the General Council 
be defended. 

45. In its evidence to the Mi-Hard Tucker Committee two 
years ago the Industry accepted the position that a 
balancing charge on the sale of a ship was more or less 
inevitable since the introduction of initial allowances. Its 
view at that time was : — 

“ We recognise that when the .arrangements introduced 
by the Income Tax Act, 1945, are regarded as a whole, 
it is difficult to resist a balancing charge in the event 
of a ship being sold above her written down value, even 
though under present conditions the ‘ profit ’ arises, not 
through any error in estimating the wear and tear 
allowed in previous years, but solely through the value 
of the Pound Sterling being -less in terms of goods than 
it was before the war”. 

The continued rise in building costs and the high price of 
ships, both new and secondhand, has forced the General 
Council to the view that balanoing oharges on the sale of 
ships are harmful to the Industry. They should be limited 
in the case of any particular sale to an amount ascertained 
by deducting from the initial and wear and tear allowances 
a sum equal to the wear and tear that would have been 
allowed had there been no initial allowance. If ; the 
Royal Commission is able to accept the recommendation 
that shipping companies should be allowed- to amortise the 
cost of ships as quickly as they please, any balancing 
charge should be limited to the excess over and above 
the normal wear and tear allowance of any initial allow- 
ance plus wear and tear actually allowed, and any addi- 
tional sum written off. 

46. In Appendices “ D ” and “ E ” are set out two 
examples showing the method proposed for calculating 
the balancing charge. The first deals with a case where- 
wear and tear is at the normal percentage rate while the. 
second example shows the balancing charge arising when; 
the cost is amortised at a quicker rate than the: normal, 
wear and tear. 

D 2 
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47. In its evidence to the Millard Tucker Committee 
the Industry confined its representations against balancing 
charges to the effect of these charges when a ship was 
lost, and on this subject the Committee reported (para- 
graph 276) : — 

“ We came to the conclusion that we could not single 
out these particular circumstances for preferential treat- 
ment. There could be no justification for relieving a 
shipowner from a balancing oharge on the loss of a 
ship and imposing such a charge on other taxpayers 
who have lost plant or machinery as a result, for 
example, of a fire or explosion ”. 

The General Council dissents from this reasoning. It may 
be that other industries did not make representations 
against balancing charges being levied in the event of their 
losing assets through a fire or explosion, but that does not 
mean that balancing charges in such cases are justified. 
The arguments put forward below by the General Council 
are, in its view, equally applicable to industry as a whole. 
The value for which an asset is insured can have no 
possible bearing upon the wear and tear which takes place 
and shipowners feel strongly that the present system is 
wrong, and is having and will have a very adverse effect 
upon their ability to maintain the units of the mercantile 
marine. The reasons for this belief are dealt with below 
in the following order: — 

A. Why the loss of a ship almost always results in 
a balancing charge and almost never in a balancing 
allowance. 

B. Why the resultant balancing charge is considered 
to be unjustifiable. 

C. Options open to a shipowner who wishes to lessen 
the burden of balancing charges. 

48. A. A shipowner’s object in insuring his ships against 
loss is to ensure that, if they are lost, he can replace them 
and continue to carry on his business. In deciding upon 
the value for which to insure his ships an owner will 
have regard to their age and the probable cost of new 
ships. Different owners have different methods of de- 
ciding upon their insurance value but two things are 
fairly certain, firstly that the values will be above the 
Income Tax written down values and not below, and 
secondly that an owner will not fix his values above what 
he considers necessary to enable him, with the aid of his 
available resources, to replace a lost ship. It follows 
that upon the loss of a ship, a balancing charge is almost 
certain to be levied and that after paying the relative tax 
an owner will have less cash than he will require for 
replacement purposes. 

49. B. The value for which a ship is insured can have 
no relation to the wear and tear allowances that are due, 
and it is unjust to reduce those allowances if a ship is 
lost and the insured value (as almost always happens 
to-day) is greater than the written down value. Wear and 
tear takes place quite irrespective of the insured value and 
the proper allowances should be made. It is recognised 
however, that, if the writing down of a ship were 
accelerated in accordance with the second submission of 
the General Council there would be justification for the 
levying of a balancing charge on a limited amount as 
suggested in paragraph 45 of this Memorandum. 

50. It has been suggested that if insurance premiums 
are allowed as a business expense, then it is logical for 
the policy monies to be taxed upon receipt. The General 
Council takes the opposite view. It is the duty of every 
shipowner to safeguard his productive capacity and to 
ensure as far as he humanly can, that if a ship is lost he 
will be able to replace it. The cost of safeguarding his 
physical assets is a normal business expense ; his capital 
is capital and should not be subjected to Income Tax. 

51. Nor are balancing charges any more logical when 
viewed against the background of a shipowner’s balance 
sheet. The wear and tear allowances are very rarely held 
in cash and therefore cannot be withdrawn in the event 
of the loss of a ship without weakening the owner’s 
finances. 



52. C. There are certain courses of action open to 
owners who wish to mitigate the effect of balancing 
charges. They are : — 

(a) To take out supplementary insurances against the 
risk of having to pay tax on a balancing charge. Owners 
feel, however, that they should not have to insure against 
the risk of incurring a liability which is wrong in 
principle and at a cost which is twice the apparent 
rate of premium owing to the fact that the premiums 
are not allowed as a business expense. 

lb) To elect not to pay the tax on the balancing 
charge, thereby preserving intact the funds intended 
to replace the lost ship, and to have the balancing 
charge deducted from the cost of the new ship before 
calculating future wear and tear allowances. There is 
no ultimate benefit to the financial position of a business 
in adopting this course as the effect is merely to spread 
payment of tax on the balancing charge over a period 
of years. This merely postpones the evil and does not 
remedy it. 

53. It must be emphasised, however, that these courses 
of action do no more than mitigate the effects of the 
balancing charges. They do not remove the additional 
liability to taxation which those charges impose. 

VI. Need for early adjustment in basis of wear and tear 
allowances 

54. The results of an enquiry made by the General 
Council of a cross section of British shipowners show the 
magnitude and urgency of the replacement problem facing 
the Shipping Industry. As the financial information so 
collected is of a highly confidential character it is dealt 
with in an Annex to this Memorandum which is separately 
submitted to the Royal Commission. 

55. The figures to which attention is drawn in the Annex 
coupled with the general submissions of the Industry in 
this (Memorandum demonstrate, in the earnest submission 
of the General Council, that there is the need for an 
early adjustment in the basis of calculating wear and tear 
allowances if the British Mercantile Marine is to be 
enabled to replace its obsolescent vessels and maintain 
that necessary state of efficiency which the country de- 
mands. It is, therefore, strongly urged that this vital 
question should form the subject of an interim Report 
by the Royal Commission in order that the Chancellor 
of the Exchequer may take such action as he may decide 
an the light of the Commission’s recommendations and 
pending its full Report on the many other matters which 
'fall for consideration under its terms of reference. 

VII. Conclusion 

56. In conclusion the General Council would sum up 
the position in general terms as under: — 

(i) For some time past and for all industry the method 
of computation of depreciation allowances has in fact 
vitiated a cardinal principle of a sound taxation system 
in that, to an ever increasing extent, tax has been 
exacted not only on profits but on a substantial part 
of the cost of replacing the wastage of fixed assets 
necessarily employed in the business. 

(ii) The gravity of this aberration depends on a 
number of variables but mainly on: — 

(fl) The extent to which the capital of the enter- 
prise resides in its fixed assets. 

(b) The size of the individual unit of fixed assets. 

(c) The economic length of life of these units. 

(d) The extent of currency depreciation during that 
life. 

0) The rate of tax current. 

(iii) In shipping, all the foregoing factors being 
simultaneously adverse, the position has now been 
reached . that, irrespective of the presence or absence 
of distributed profits, the wastage of fixed assets, i.e. 
the tons of worn-out steel and equipment, cannot be 
replaced and a progressive shrinkage in fleet size and 
efficiency is certain and with the inevitable sequels. 

(iv) The General Council’s submissions to overcome 
these circumstances are: — 

A. That although it is necessary when computing 
profits assessable to Income Tax to allow as a de- 
duction the cost of amortising capital expenditure over 
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its useful life, the deduction ought not to be less than APPENDIX B 

the value of the wastage of fixed assets employed in 

the business, such allowance to be based on the Example of Proposed Wear and Tear Allowance taking 
current replacement value of the assets. account of Current Replacement Cost 



B. That, owing to the great fluctuations which take 
place in shipping earnings and their vulnerability to 
foreign competition, shipping companies should be 
given wide discretion for taxation purposes to 
amortise the cost of their ships as quickly as possible 
in good times so that they may be less likely to have 
large unabsorbed wear and tear allowances as they 
had immediately prior to the last war. 

C. That the balancing charges should be limited 
to the excess, over and above the normal wear and 
tear allowances, of any initial allowances plus wear 
and tear actually allowed and any additional sum 
written off. 

<v) These remedies constitute a modification of the 
present method of computation of depreciation allow- 
ance which in the view of the General Council would : — 

(a) reinstate the validity in practice as well as in 
name of the principle of Income Tax ; 

(b) prevent and reverse the deterioration in British 
shipping which has already begun ; 

(c) constitute a better system, not only of raising, 
but also of maintaining, the required revenue for the 
purposes of the National Economy. 

July, 1951. 



APPENDIX A 

Age Distribution of Foreign-Going Vessels 
Owned and Registered in the United Kingdom 
30th June, 1950 



Dry-Cargo Tankers Total 





Gross 


Per 


Gross 


Per 


Gross 


Per 




tons 

thousands 


cent. 


thousands 


cent. 


tons 

thousands 


cent. 


Under 5 years ... 


2,453 


21-3 


746 


23-7 


3,199 


21-8 


5—10 „ ... 


4,041 


35-1 


1,243 


39-5 


5,284 


36-1 


10—15 „ ... 


1,606 


14-0 


390 


12-4 


1,996 


13-6 


15—20 


536 


4-7 


191 


6-1 


727 


5-0 


20—25 


1,164 


10-1 


328 


10-4 


1,492 


10-2 


25 years and over 


1,702 


14-8 


248 


7-9 


1,950 


13-3 


Total ... 


11,502 


100-0 


3,146 


100-0 


14,648 


100-0 



Age Distribution of Coasting and Home Trade Vessels 
Owned and Registered in the United Kingdom 



30th June, 1950 



Dry-Cargo Tankers Total 

Gross Per Gross Per Gross Per 

tons cent. tons cent. tons cent, 

thousands thousands thousands 



Under 5 years ... 
5—10 „ ... 

10—15 

15—20 „ ... 
20—25 „ ... 
25 years and over 



Total 



232 21-7 
179 16-7 
136 12-7 
96 9 0 
121 11-3 
306 28-6 



1,070 100 0 



6 12-5 

14 29-2 

5 10-4 

6 12-5 

6 12-5 

11 22-9 



48 100-0 



238 21-3 
193 17-3 
141 12-6 
102 9-1 
127 11-4 
317 28-4 



1,118 1000 
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Normal Build- Current 
Allow- ing Value 
ances Cost of 
( Mini - Index Annual 
ma) Wastage 

Cost £400,000 

1st year 

Initial Allowance 



40 per cent. 160,000 

Annual Allowance 

5 per cent. 20,000 


180,000 


20,000 


1 


20,000 


2nd year Annual Allowance 


220,000 

20,000 


20,000 


H 


25,000 


3rd year 


do. 


200,000 

20,000 


20,000 


n 


25,000 


4th year 


do. 


180,000 

20,000 


20,000 


1} 


30,000 


5th year 


do. 


160,000 

20,000 


20,000 


H 


30,000 


6th year 


do. 


140.000 

20.000 


20,000 


1* 


35,000 


7 tli year 


do. 


120,000 

20,000 


20,000 


It 


35,000 


8th year 


do. 


100,000 

20,000 


20,000 


2 


40,000 


9th year 


do. 


80,000 

20,000 


20,000 


14 


35,000 


10 th year 


do. 


60,000 

20,000 


20,000 


14 


25,000 


11th year 


do. 


40.000 

20.000 


20,000 


1 


20,000 


12th year 


do. 


20,000 

20,000 


20,000 


1 


20,000 


13th year and afterwards 


Nil 


Nil 




Nil 



APPENDIX C 

Example of Amortising Cost of Ship as and when Profits 
Permit 



COST IN 
1950 
1st year 
Initial 
Allow- 

5 per cent. 
Annual 
Allow- 
ance 



2nd year 
5 per cent. 
Annual 
Allow- 



3rd year 
5 percent. 
Annual 
Allow- 



Current 

Building Value Extra Total 
Cost of Depreci- Allow- 
Index. Annual ation. ance. 
Wastage. 



160,000 




1 


160,000 




180,000 


20,000 


180,000 




20,000 


- - 






220,000 










20,000 

10,000 


30,000 


H 


25,000 


10,000. 


35,000 


190,000 












20,000 

30,000 


50,000 


14 


25,000 


30,000 


j- 55,000 




140,000 
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APPENDIX C — cont. 



APPENDIX D — cont. 



Current 

Building Value Extra Total 
Cost of Depreci- Allow- 
Index. Annual ation. ance. 
Wastage. 



4th year 
5 per cent. 
Annual 
Allow- 



5 tli year 
5 per cent. 
Annual 
Allow- 



6th year 
5 per cent. 
Annual 
Allow- 



7th year 
Annual 
Allow- 
ance 

NOTE. — In the above example it is assumed that in the years 
2 to 6 the shipowner has earned profits in excess of the statutory 
wear and tear and initial allowances of at least the sums described 
as “extra". All allowances would cease when the ship was 
written down to “ nil ", 

APPENDIX D 

Example of Balancing Charge with Wear and Tear 
Allowances at Normal Percentage Rate 
(Ship Sold at end of 14th Year) 

Normal Build- Current 
Allow- ing Value 





60,000 








■ 40,000 


20,000 

10,000 


30,000 


li 


30,000 


10,000 






30,000 








- 45,000 


20,000 

10,000 


30,000 


1* 


35,000 


10,000. 





10th year 


5 per cent. 


20,000 


20,000 


11th year 


<lo. 


40.000 

20.000 


200,000 

20,000 


12th year 


do. 


20,000 

20,000 


220,000 

20,000 


13th year 




Nil 


240,000 

20,000 


14th year 






260,000 

20,000 








280,000 


(A) Sold for 
Surplus 


... £200,000 
... £200,000 


(B) Sold for 
Surplus 



Normal Build- Current 
Allow, ing Value 
ances Cost 0 f 
(Mini- Index Annual 
ma > Wastage 

1± 25,000 



20,000 

20,000 



... £90,000 
... £90,000 
Balancing Charge £90,000 



No restriction placed on the 
Balancing Charge as it falls 
below £120,000 shewn oppo- 
site. 



NIL 



NIL 



NIL 



NIL 



Balancing Charge restricted 
to £120,000, i.e. Initial 
Allowance and Annual 
Allowance . . . £400,000 

Less: Annual Allow- 
ance had no Initial 
Allowance been 
granted 280,000 

£120,000 



APPENDIX E 

Example of Balancing Charge arising where Deprecia- 



Current 
Building Value 



Extra Total 



COST IN 
1950 
1st year 
Initial 
Allow- 



£ 

400,000 



Cost 

1st year- 

Initial Allowance 
40 per cent. 
Annual Allowance 



ances 


Cost of 


ance 


160,000 1 


160,000 


( Mini- 


Index Annual 


5 per cent. 


ma ) 


Wastage 


Annual 

Allow- 










ance 


20,000 180,000 


20,000. 



5 per cent. 20,000 


180,000 


20,000 


J 


20,000 


2nd year 


5 per cent. 


220,000 

20,000 


20,000 

20,000 


ii 


25,000 


3rd year 


do. 


200,000 

20,000 


40.000 

20.000 




25,000 


4th year 


do. 


180,000 

20,000 


60,000 

20,000 


li 


30,000 


5th year 


do. 


160,000 . 
20,000 


80,000 

20,000 


li 


30,000 


6th year 


do. 


140.000 

20.000 


100,000 

20,000 


li 


35,000 


7th year 


do. 


120,000 

20,000 


120,000 

20,000 


li 


35,000 


8th year 


do. 


100,000 

20,000 


140.000 

20.000 


2. 


40,000 


9th year 


do. 


80,000 

20,000 


160,000 

20,000 


ii 


35,000 






60,000 


180,000 







2nd year 
5 percent. 
Annual 
Allow- 



3rd year 
5 per cent. 
Annual 
Allow- 





220,000 








35,000 


20,000 




li 


25,000 




10,000 


30,000 




10,000. 






190,000 








55,000 


20,000 




li 


25,000 






30,000 


50,000 


30,000 




. 


140,000 








90,000 


20,000 

60,000 


80,000 


li 


30,000 


60,000 





The Balance Charge should be restricted to £260,000, i.e. 

Total Allowances £340,000 

Less 4 years’ Wear and Tear at 5 per 
cent, per Annum 80,000 

£260,000 
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EXAMINATION OF WITNESSES 



4070. Chairman: Lord Runciman, Mr. Hull and Mr. 
Aston, we are grateful to you for the papers you have 
put in to us on the subject within the range of our 
Commission and I can assure you that we have read your 
documents with great care. Of course one of the major 
questions you raise, the question of replacement cost, is a 
subject we have heard a good deal about and had a good 
deal of evidence on, and I think it therefore makes it 
easier for us to follow clearly what your position is with 
regard to it. I really have not much to ask. We can 
see also from what you have told us what major prob- 
lems the shipping industry of this country necessarily 
faces, more particularly after the recent war. There were 
one or two things which, with your help, I would like 
to clear up on your paper. In Section II of your first 
document, you are dealing with the history of the industry 
there just for our own historical information, you say 
there in paragraph 4: — 

“The balance of £215 million . . .” 

That is the difference between what was expended after 
the Great War and how much was recovered by insurance 
for lost vessels — 

•“ was found by the industry out of its own resources 
but was substantially contributed to by refunds of Ex- 
cess Profits Duty under the Revenue Obsolescence 
Agreement of 1922.” 

Can you give me some idea of how much in fact by that 
system you did get by way of aid ? — Lord Runciman : 
After the first war? I think probably Mr. Aston would 
give you a better figure than I can. — Mr. Aston: I have 
never heard an actual figure of total for the industry as a 
whole. I only know that one company of which I am 
aware had about £4 million of relief, one company alone. 

4071. Yes. According to your experience it was some- 
thing on a very substantial scale? — Very definitely. 

4072. You make the point later on in this document 
that no comparable arrangement was available for you at 
the end of this war?— That is so. I would like to stress 
in that connection the great difference between that 
arrangement and the exceptional depreciation allowances 
which were made for Excess Profits Tax. If I may just 
explain what happened. The obsolescence allowance in 
1920 was not an income tax allowance. It was purely an 
Excess Profits Duty allowance. 

4073. It was by way of refund? — Yes, of Excess Profits 
Duty, but it did not have to be taken into account for 
income tax purposes. It was not a deduction from the cost 
of file ships which were allowed to be deducted for 
income tax purposes, and in that way it was, if you like, 
a free gift to industry, not only to the shipping industry 
but to all industry, and it was not recovered out of sub- 
sequent income tax wear and tear allowances. Now, in 
the excess profits tax the exceptional depreciation was 
also granted for income tax purposes, and over the life 
of the assets you do not get more than the original 
cost of the plant which you had to buy at high 
prices. There is no free gift on this occasion. Now 
what I want to suggest, Sir, is that, it is perhaps an early 
stage to develop this theory, but I did want to suggest 
that the people who did this thing in 1920 may not have 
realised exactly what they were doing but it was a rough 
and ready way of giving industry an allowance to meet 
the high cost of plant at that time due to the depreciation 
in currency and it was left in industry ; it was not taken 
out again as we do with initial allowances and excep- 
tional depreciation. That, I think, is the big difference 
between that occasion and the present. 

4074. Yes. While we are on that, there may be one or 
two general things you want to say in a minute, this 
system you are referring to after the Great War operated 
by way, ostensibly, of a return of some of the excess 
profits taken during the war from the industry? That is 
right. 

4075. In effect it was a free grant back of that money?— 
That is so. 

4076. Now, you say that after the present war no such 
scheme was available. Have you in mind that the system 
of requisitioning the Merchant Marine during this war 
and the allowances made to them really removed them 
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from the scope of Excess Profits Tax? — Very largely it 
did. As we say, the rates of hire were controlled, the 
rates of freight were controlled and, as a general rule 
■there was not a lot of excess profits tax paid by the 
shipping industry. 

4077. No . — Lord Runciman: To go back to your 
original question I am told by Mr. Martin Hill that an 
estimate of the figure is probably £80 millions, but that 
can probably be no more than an expression of the order 
of figure. 

4078. That is all I wanted really. The other thing in 
that Section was, I would like to be quite clear what you 
mean in paragraph 5 when, referring to the years imme- 
diately before the recent war, you say that the great 
majority of shipping companies failed during the decade 
preceding the second World War to provide for statutory 
depreciation. Does that mean that they did not in those 
years earn enough taxable profits to cover the allowances 
that they were entitled to under the income tax system? 

— Yes. Mr. Aston: Yes, that is so. 

4079. Those were the two questions on the history I 
was anxious to clear up. Have you any general state- 
ment you would like to make in amplification of the 
general position ? — Lord Runciman: Perhaps it might be 
of assistance to the Commission and not take up too 
■much time if I did refer to one or two general points. 

I do not think 'I need weary the Commission by telling 
them who we are? They have accepted that we do repre- 
sent British Shipping as a whole, I think we could make 
good the claim if it were challenged. We are, as you 
rightly said, perhaps mainly concerned with the problem 
of replacement which does, when you look at our figures, 
become a very serious one for the shipping industry. We 
represent at the moment about 16 million gross tons of 
shipping which is about one-fifth of the total world ton- 
nage. Fifty years ago the United Kingdom owned over 
one-half of the total world tonnage. World tonnage 
to-day is over three times what it was fifty years ago 
and this country’s tonnage has only gone up by two-fifths 
—to one and two-fifths of what it was then. Of course 
this is a striking change due to a variety of causes. You 
dearly cannot omit the effect of two major wars but it 
leaves us in a position where we naturally attach the very 
highest importance to seeing that our position does not 
go worse in relation to our foreign competitors. The one 
essential for that is that we should have a steady pro- 
gramme of tonnage replacement, and that is really why 
we concentrated on that perhaps more than on anything 
else ; and why, to some extent, we may be tempted to feel, 
as every industry feels no doubt, that our case is even 
more notable than that perhaps of some other people. 
We naturally would not wish the Commission to infer that 

. because we do not talk about the level of taxation we 
are not concerned with it. 

4080. No. — It is quite obvious that if the level of taxa- 
tion were negligible these problems would be negligible 
too, but we have, after all the level is everybody’s busi- 
ness, concentrated on the matter which we think is more 
our own immediate concern. It is fairly obvious that of 
the shipping industry’s total assets, the vast portion con- 
sists of ships, and that it is adequate allowance for the 
replacement of ships we are really concerned with. And 
the other point which strikes us very much practically 
about ships is that each ship is a single unit of plant, a 
very expensive unit, and you cannot replace bits of it at 
a time. When the ship is gone, it is gone completely ; 
there is nothing where it was before. It is not like a 
factory where you may have the building left or you 
may have the land left; you have nothing at all. Your 
replacement therefore is a total replacement, and you 
have these extremely expensive large items of plant which 
wear out in a little over 20 years completely and have to 
be completely replaced. It was with those considerations 
in mind that we particularly asked first that the calculation 
of depreciation allowances shall be allied to the current 
cost of annual wastage, and second that the rules for 
granting the allowances shall be so revised that a shipping 
company, at any rate can make the most effective use 
of the allowances to which it is entitled. I might perhaps 
add that what is at the back of one’s mind is that shipping 
perhaps more than many trades is subject to really violent 
fluctuations of prosperity and the opposite,- and it is said, 
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I do not quote it as anything more than being said, that 
in every ten years three good ones have to pay for seven 
bad ones. I think it is not very far out as a really 
rough estimate, and therefore there would be considerable 
advantage clearly in being able to make a proper pro- 
vision during the good years which you may not be able 
to make during the bad ones. 

In paragraph 55 of the main memorandum we submit 
that a revision of the basis for calculating depreciation 
allowances is so urgently necessary that the Commission 
might well think dt proper to deal with it in an interim 
report, and we would like to go on record as saying that 
iwe very much hope this may be possible. In fact a 
number of bodies representing industry have drawn atten- 
tion to the need for such a revision and that led us to 
think even before you had said so that it is one of the 
problems that has been particularly engaging your atten- 
tion. Those really as the chief points that we want to 
make. There is a further allied submission in the memo- 
randum about balancing charges, and here again I think 
it is fair to say that it is a fact that each ship is so 
expensive a single unit of plant that it makes these charges 
bear particularly heavily on a shipping company as com- 
pared perhaps with other industrial concerns. We have 
submitted a supplementary memorandum*, which invites 
particular attention to some of the industry’s submissions 
to Mr. Tucker’s Committee. This is because we are given 
to understand that we are not to assume the Royal Com- 
mission is fully conversant with all matters which were 
placed before that Committee. The supplementary memo- 
randum is mainly concerned with alternative suggestions 
for dealing with our depreciation allowances, to make these 
allowances more effective, so there is clearly a certain 
amount of over-lapping with the main memorandum which 
we hope you will forgive, but the two documents together 
do cover the taxation matters of particular concern to 
the shipping industry. Then I ought perhaps just to make 
some reference to an Annex* which accompanied our 
main memorandum to the Commission. In that annex are 
the results of an enquiry, of what we believe to be a repre- 
sentative cross-section of British shipowners. Our object 
in it is to give the Commission factual information about 
the size and importance of the industry’s replacement 
problem, and it is because much of the financial infor- 
mation collected from shipowners for the purposes of that 
annex is of a confidential nature that we have asked the 
Commission to be good enough if they would, to treat it 
and receive it in confidence. 

4081. Yes indeed. If there are any questions that any 
member of the Commission wants to put with regard 
to those figures we will put them in private. — Thank you 
very much. 

4082. I think I followed very clearly what you were 
putting to us. As regards this question of the problem 
of replacement costs as a conception for taxation, I think ' 
you put your industry forward as one where, owing to 
its peculiar circumstances, the large size of individual 
items of plant, and the fact that you must throw it away 
completely (it is one of the extreme cases, perhaps the 
most extreme case), where the problem of using historical 
cost in time of steeply rising prices is thrown into a very 
high light. 1 follow that entirely, but apart from that 
dt really is a question of the right theory to apply, is it 
not, in estimating depreciation on fixed assets? — Yes, I 
think that is so. 

4083. One sees it naturally very much more vividly in 
some industries than in others. There is a phrase yon 
use in your memorandum that I think, if I follow your 
point, really brings it to a head. At paragraph 24 you 
.are arguing as to what exactly is involved in your pro- 
posal. I think in regard to some comments made in the 
Tucker Committee Reportf you say the proposal is: — 

“that the wastage of fixed assets which takes place 

during the year of account should be ascertained in 

terms of the replacement value ruling during the year 

and allowed as a charge before arriving at the year’s 

taxable profits.” 

That is really what the theory comes to? — Yes. — Mr. 
Aston That is so, 



* Not reproduced in these Minutes of Evidence, 
f Crad. 8189. 



4084. Is that a conception of profits that could be said 
to be used in other circumstances with regard to business 
profits? Would one ever find in a managerial agreement 
for instance, where sometimes reward is based upon the 
profits of the year, such a conception applied? — I would 
say not in a managerial agreement ; that would have to be 
interpreted, I imagine, according to the law, and of course 
the law of the land does not recognise more than historical 
cost. But I imagine that it would always be open 
to anyone drafting a managerial agreement to provide how 
the depreciation should be provided, in fact that is very 
often referred to. They say the profit according to the 
accounts, it may say the profit after providing for 
depreciation. 

4805. Yes, I follow that. I really was wondering 
whether such a way of defining your profits had in fact 
yet taken its place, as it were, in any managerial agree- 
ments you know of? — No, I would not say so, but I 
would say that this conception of profit is given effect 
to by shipping companies very largely in their transfers 
to additional depreciation. And of course this is where 
we cross swords with our auditors when we want to put 
additional depreciation aside ; they say “ Yes, but you 
must call that a reserve”, and we do not like that. We 
say that we are making a provision for what we think 
is the depreciation for the year, and if you have seen a 
shipping company’s accounts you will know that they put 
to tonnage replacement reserve or fleet replacement reserve 
additional sums over and above the depreciation. That 
is their recognition of the fact that the depreciation based 
on cost is not sufficient. 

4086. At least it means they arc saying to thieir share- 
holders “You cannot have this amount of profit, although 
it is still called profit, distributed to you ”? — Exactly.— 
Lord Runciman : What you are really saying is that this 
is not a profit. 

4087. I agree. It becomes a question of words really. 
Are those appropriations, those additional appropriations, 
usually made by some definite calculation, or are they 
such amounts as available profits make possible to appro- 
priate in that way plus some provision as to what the 
future may involve? — Mr. Aston : I would not be able 
to answer for companies in general ; 1 can only say that 
in my own company we do review what is necessary in 
the light of what we have put aside.— Mr. Hull : It varies, 
Sir, of course from year to year according to the level of 
building costs. 

4088. I appreciate that. — Something considered adequate 
last year would probably be inadequate this year. 

4089. That means that you would apply some sort of 
calculation or index in order to show what greater sum 
you require? — Indeed yes, within the limit of profit avail- 
able. — Lord Runciman : That, 1 think it is fair to say, is 
particularly true of a liner company rather than a tramp 
company. I speak primarily as a tramp owner and there- 
fore with great deference in front of Mr. Hull and Mr. 
Aston. They have programmes of replacement they must 
maintain if they are to keep going at all. The tramp 
owner’s system is to build as many as he can for the 
purposes of trade. His basis of allocation therefore may 
be slightly different. 

4090. Now, I wanted to ask you a question about your 
proposal that in effect once the cost of a new ship has 
been incurred by a business, they should have, so far as 
profits are available, an unlimited discretion as to how 
soon they write it off. That is what it comes to, is it?— 
Mr. Aston : Yes. 

4091. So far as the relationship between themselves and 
the tax gatherer goes? — Yes. 

4092. It is a wide claim in a sense when you are dealing 
with such very large items of expenditure as the individual 
ship may be ; but if you had the initial allowance scheme 
restored again in its full force that would go a long way 
towards meeting the conception which you have put 
forward in this proposition, would it not? — Yes, I agree 
it would in some ways. I would like to say this though. 
We do want to be able to spread backwards. 

4093. Yes?— If you reintroduce initial allowances, that 
is the first thing. As you will see from the figures we 
have supplied, shipping companies have very large sums 
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of unabsorbed initial allowances ; well, you cannot build 
ships with that. We do want to be able to spread the 
•allowances backwards. 

4094. I quite appreciate the point about spreading back- 
wards ; there are, of course, practical difficulties. — And 
secondly we do want them to work to the full and to be 
available against all the income tax we pay and not 
merely against our Case I assessments. The figures in our 
second memorandum show that large amounts of tax on 
investment incomes are being paid despite the fact that 
you have initial allowances. There is no way of getting 
that back. And thirdly we do feel very strongly that 
having once been given the initial allowances they should 
not be withdrawn. 

4095. Yes. You would say, would you, especially with 
a concern which has to make a constructional programme 
to operate over a period of years, that the true value of 
the initial allowances system is lost if it is capable of being 
withdrawn? — Yes. One visualises perhaps that the price 
level will remain where it is for the next twenty years, 
and perhaps in five years’ time we will have got so used 
to the current price level that the then Chancellor will 
come along and say initial allowances are no longer 
necessary, prices are not going up, therefore you can 
withdraw them. If you do that it means that over the 
years all the initial allowances put into industry have got 
to be found by industry. I submit it is a quite impossible 
task. If the price level goes down again, all well and 
good, then in theory the initial allowances can be given up, 
but not if they remain stable. 

4096. Yes. Rut eliminating the question of possible use 
of back profits for allowance, what you refer to, under 
the initial allowances scheme when it operated, you got 
40 per cent, of your expenditure to write off in your first 
year plus 5 per cent, for the ordinary allowance, so you 
had 45 per cent, in the first year? — Quite. 

4097. Then you had 55 per cent, left to spread over 
normally at 5 per cent, was it not? — That is right. 

4098. So you really had twelve years in which to exhaust 
your expenditure. As you say half of them might be 
bad years from the point of view of profit, but you had 
the right to carry forward into any good year that came 
along the accumulation of the allowances? — Certainly. 

4099. So to that extent it became rather like the right 
you claim to write off the oost as soon as you can against 
the profits of a good year? — Not quite, Sir, no, because 
the amount that we can use at present we do not get 
until we build a new ship. If I may take as an example 
a company with five ships that is making fairly sub- 
stantial profits out of those five ships. It is going to 
build another ship next year but this year it is making 
good profits. If it can be allowed to write down the cost 
of one of those existing ships out of this year’s good profits, 
it is enabled to retain some of the tax which it would 
otherwise have paid, and the period over which that ship 
will be written off in future is then reduced. 

4100. Yes. — The initial allowance next year may be no 
good to that company because there may be no profits. 
—Lord Runciman : It is really the difference between 
building your ship out of (the profit you know you have 
made and one which you hope you might make one day. 

4101. Yes, I see. Once you have more than one unit 
of ship in your fleet you get greater flexibility? — Mr. 
Aston'. Yes. 

4102. And then you raise a separate point with regard 
to the fact that at present you can only carry forward 
your allowances against your Schedule D profit, whereas 
you may 'have a large investment income out of reserves 
which at the moment you cannot recognise for the purpose 
of writing off?— That is so. 

4103. Now, may I just ask you to clear up a little for 
me your objection to the balancing charge? I do not 
mean you have not argued it here, I follow that, but 
take me as somebody who is not absolutely persuaded 
as to the injustice of the thing. The depreciation that 
you are allowed, not in the permissive sense, but the 
depreciation which comes properly in as a charge year by 
year against profits, is itself only a computed assumption 
as to the amount by which the capital value of your asset 
has gone down? Would that be right? — I would not 



quite accept that. Sir, with respeot. I would like to go 
back to the wording in the Act .prior to 1949 which I 
think has probably been .there for a very large number of 
years. Businesses then were entitled to an allowance for 
the depreciation in value by reason of wear and tear. 

4104. The wear and tear allowance? — Yes, but it was 
expressed as the depreciated value by reason of wear and 
tear, and I submit that even though a ship may increase 
in value through ohanging currency it must have suffered 
depreciation in value through wear and tear. 

4105. You mean that you isolate the two events com- 
pletely in your mind ; one you treat as an effective charge 
against revenue, that is the wear and tear, the other one 
you say is an isolated thing which happens as regards the 
capital value of the asset? — Yes. 

4106. Unless you can treat the two things as wholly 
isolated in that way you do meet the argument that you 
realise more at the end than your written-down value 
shows you have taken, more than was allowed against 
profits in the past? — I agree, but I do submit that the 
profit which was realised over and above its depreciated 
value is a capital profit. 

4107. Yes, I follow now. — And if the capital profits are 
going to be taxed, then I do submit we should have 
capital losses ; the losses that we suffer on our Government 
paper which we are holding until we can build ships ; the 
loss on all our cash, all our money capital which we have 
been holding pending building new ships. 

4108. You do get, of course, the balancing allowance 
which is the immediate opposite of the balancing charge. 
— True. 

4109. But is there any difference in your argument then 
in the question whether the ship is sold for scrap in the 
United Kingdom or the immediately surrounding countries 
or in the Far East, because you dwell upon the fact that 
the market in Japan might be quite different from the 
scrap market in this country? — It is not so much the scrap 
market in Japan, it is the ship as a ship in Japan. 

4110. Yes? — I suppose in theory one could say perhaps 
that any difference between the original scrap value of 
the ship and the scrap value in depreciated pounds should 
be adjusted. I think if we could get out of this enquiry 
relief from the main part of the balancing charge we 
should be very pleased. But I think that even on the 
scrap value the argument is still tenable that the profit 
in depreciated pounds should have been set off against any 
losses that one has incurred in one’s money capital. 

4111. When you come to your proposition in para- 
graph 45, you say: — 

. “ The continued rise in building costs and the high 
price of ships, both new and secondhand, has forced 
the General Council to the view that balancing oharges 
on the sale of ships are harmful to the industry. They 
should be limited in the case of any particular sale to 
an amount ascertained by deducting from the initial 
and wear and tear allowances a sum equal to the wear 
and tear that would have been allowed had there been 
no initial allowance.” 

The effect of that formula would 'be to make a balancing 
charge only on the benefit you had obtained by the 
initial allowance? — That is so. For the first twelve years 
it would be the initial allowance, after the twelve years 
it would be a proportion. 

4112. Chairman : Yes. I think that is all. Mr. Millard 
Tucker? 

4113. Mr. Millard Tucker : The Chairman has really put 
the gist of the questions I wanted to put, but there is 
just one I would like to ask you just to emphasise the 
matter and to clear up a point in my own mind. I follow 
what you say about balancing charges, that the ship with 
which you started as a new ship has suffered wear and 
tear throughout its life or until you sell it, and that that 
is measured by some conventional percentage. You object 
to the imposition of the balancing charge if you sell that 
ship at more than its written down value because you say 
that the whole of the price you receive over and above the 
written down value is not profit? That is the basis of 
your objection? — Yes. 
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4114. That is partially recognised by the Revenue in the 
sense that they do not make the balancing charge exceed 
the amount of allowance you have already had? — Quite. 

4115. And you say that is only a partial and not a full 
recognition? — Yes. 

4116. Now, come back, if you would, to the suggestion 
as to the annual amount of the depreciation allowance. 
You take up in the course of your memorandum a prin- 
ciple which was laid down in the Tucker Committee with 
which you do not disagree I gather. It is the first quota- 
tion in paragraph 40 of your memorandum. Without read- 
ing it in full the effect is this, that this Committee said that 
in ascertaining, the profits of a business it is not enough 
merely to take trading receipts and set against them trad- 
ing expenses. You must also set against that balance the 
amount of any capital expenditure which is used up in the 
course of that year. Now I suppose you are whole- 
heartedly in agreement with that principle? — I think so, 
yes. 

4117. And it is repeated at paragraph 194 of the Report. 
Now come back again to the question of the depreciation 
allowance. The whole of your case is this, is it not, 
that in allowing for the annual usage of the capital value 
of the ship you calculate it on the then value of the ship 
irrespective of what the cost was to you, is that it? — 
Yes, that is right. 

4118. So that if the ship cost you £100,000 and imme- 
diately after it was delivered the market had gone up for 
ships so that it was worth £200,000, and assuming your 
percentage rate of depreciation is 5, you would want 
£10,000 a year depreciation, not £5,000? — Yes, for that 
year, yes. 

4119. And so on throughout the years according to how 
the value of the ship goes up or down? — Yes. 

4120. So that in effect you are asking, are you, for a 
depreciation allowance on your unrealised capital profit? 
If the ship cost you £100,000 and then went up to a Value 
of £200,000, you have an unrealised capital profit? — Let 
me make this point clear. When we speak of value I am 
not thinking in terms of the value for which you could 
sell that ship in secondhand markets hut in terms of what 
it would cost to replace the ship. If, as you say, the ship 
cost £100,000 and if the following year owing to enor- 
mous depreciation of currency it would cost £200,000 to 
build a ship in that year, then I agree, but I am not 
applying that to the extent of saying if some Jap will 
pay £200,000 for the ship. . . I am not carrying it to 
that extent. All we want to do is to be able to replace our 
ships in the normal course by building. 

4121. So that your suggestion is that the capital wastage 
each year is the percentage figure?— Yes. 

4122. Not what the ship aotually cost you, not the value 
at which you could sell it, but the amount you would have 
to spend to replace it? — That is right, yes. 

4123. Is that your true capital loss? — I think it is the 
measure of the value of the depreciation in that year. 

4124. But is it in fact the true amount of the capital 
used up? — Expressed in pounds of the second year’s 
currency I should have thought it was, because the increase 
in the oost of the ship can only arise because money is 
worth less. 

4125. Yes. — Mr. Hull: Is it not a fact? You have a 
ship built in one year costing £100,000, you get deprecia- 
tion on that figure. If you take delivery of a sister ship 
costing £200,000 in .the next year you get wear and tear 
on that , figure. There is nothing revolutionary in the 
thought. 

4126. No, I just want to make sure that what you are 
asking for falls within that general principle, with which 
we all seem to be in agreement. — Mr. Aston: It is not 
going beyond that. It is the same case as has been put 
forward by several other bodies. 

4127. Mr. Millard Tucker: It really comes to this, that 
when we are speaking of pounds we may or may not 
be talking about the same thing depending upon the year 
which we are talking about? 

4128. Mr. Carrington : What do you visualise as being 
the position if building costs go up and then come down 
again before the ship is replaced? — Would you kindly 
turn to Appendix B of our first memorandum? May I 



say frankly that we did not know the answer to this one 
ourselves when we printed our bound booklet and we have 
since issued an amendment which we hope you have 
placed at the bottom of that example. I admit frankly 
we deliberately avoided this issue in the printed booklet. 
The solution which I suggest is this, Sir: taking that 
example as it is now amended, the additional allowances 
total to £100,000, £5,000 being in year 2, £5,000 in year 3 
£10,000 in year 4. . . . 

4129. I can perhaps shorten your answer in this way. 
Your total allowance would come to £500,000?— Yes. 

4130. Your ship cost you £400,000, your building cost 
comes down by £100,000, so you can rebuild for £400,000. 
What about the odd £100,000, that is what I want to know? 
— We are not concerned with the replacement of 
individual ships. We are concerned with replacement year 
by year and I think that that is one of the confusions which 
arises in this thing. It is one of the objections I have 
to balancing charges. It assumes you have depreciation 
in your pocket whereas you have not. These extra allow- 
ances which have been given in years 2, 3 and 4 and 
so on, have been used in those years in replacing ships. 
One has got to look at the depreciation allowance for the 
business as a whole, not for individual ships. 

4131. If you have one ship, it might be one, two or 
three, but a single ship would give the closest example, 
with a small number of ships you would not be replacing 
one every year over this period? — 1 quite agree with 
that, but you will be replacing them periodically, and 1 
think with a system. . . . Supposing this revalorisation 
scheme were introduced today, you would never have 
in hand sufficient allowances to replace any particular ship 
now because there is so much loss in the past. 

4132. That is not solely due to taxation, is it? — 1 agree. 

4133. Not even the biggest factor? — Possibly not, but 
we do ask that taxation should not make it more difficult. 
It is difficult enough as it is ; we ask that taxation should 
not make it worse. 

4134. On your example. Appendix B, as I say your 
ship cost £400,000, you get income tax allowance of 
£500,000, you are postulating being able to replace it for 
£400,000. The same sort of point can also be drawn from 
C and D, in both examples the very same point arises. — 
If you were dealing with a single ship company that would 
be so. 

4135. Could it not be put another way, that your theory 
would only apply if you were dealing with a company 
that was replacing a ship every year? — No, I do not think 
it should be limited to that. After all there is no guarantee, 
for example, that the building cost index will ever come 
down to one. 

4136. No, but your example is founded on the sup- 
position that it does go down to one. Then I wanted to 
develop the next point arising out of the discussion you 
have had with Mr. Millard Tucker, whether the true 
measure is the depreciation amended by the index figure 
of the year at which you are looking for the depreciation 
charge, or are you setting out to provide a tax free fund 
sufficient to replace your ship? The two are not the same. 
— No, I agree. No, I do not attempt to argue that you 
should have the full replacement cost of a ship, because 
that would involve making good to industry all the past 
losses, and it would further involve making good to 
industry the further depreciation in value of the deprecia- 
tion for year 2 when the price level goes down further in 
year 3. 

4137. Yes. It would involve bringing your depreciation 
reserve up to date? — Yes. But, I do not go that far. 

4138. I see. Some witnesses have gone that far.— Yes, 
I know. 

4139. But you do not? — No. 

4140. But on the other hand you do not do what some 
witnesses do, bring back the over-provision if the price 
level falls? — Except this, I do want to make clear we 
have not taken this example as far as we might have done 
if the price level goes down below one. Suppose it goes 
down below one we would agree that the annual allow- 
ances should be less than cost with this proviso, that we 
should always get at least the original cost of the assets, 
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The way I suggest it might be done would be by accumu- 
lating by way of a memorandum the amounts that you 
have had in excess of cost and deducting the amounts that 
you have below cost, and you would never allow that 
memorandum figure to go into the red. If it went into 
the red you would then get cost until it again rose above 
the red. 

4141. I see. One last point on this. Do you claim that 
you ought to have both initial allowances and this addi- 
tional allowance calculated by reference to your index? — 
No. I am regarding the calculation by reference to the 
index as an alternative to initial allowances, because 
initial allowances have gone for a political reason. 

4142. You do not claim that there should be both, 
some assistance given for the replacement of current ships 
and then an index allowance on those new ships? — 
Assistance? I did not quite follow. What is your first 
allowance? 

4143. The initial allowance. — You mean the 40 per 
cent, which has gone? 

4144. Yes. — No, I do not visualise 40 per cent, initial 
allowance and revalorisation. 

4145. Thank you.— At the same time we would like 
permission to write off our ships as quickly as we can. 

4146. Which is of course really the same thing as a 
variable initial allowance? — In a sense it is, I agree. 

4147. Mr. Crick-. I would like to apologise to you for 
coming in late ; it could not be helped, but if any of my 
questions touch on matters that have already been dealt 
with I hope you will tell me so and avoid wasting your 
time. Would you please confine your answers for the 
moment to the record of the past. We will come to the 
future later on. You have, since the war, done a very 
large amount of replacement and reconstruction, but I 
gather that that process has been very largely concentrated 
on tanker tonnage and that the process has not been so 
marked and rapid in respect of dry cargo tonnage? That 
is correct, is it?— Yes. The dry cargo fleet has not 
been restored to its full pre-war capacity, but certain 
sections of it of course have done very well. The liner 
section is pretty well back where it was before the war. 
The main deficiency is in dry cargo tramps. 

4148. To what factors do you attribute those differ- 
ences?— The liner companies of course have got to keep 
their trades going; the tramps, they have no particular 
trade, and they will build according to their capacity. 

4149. You would not attribute those differences in any 
way to financial embarrassments or problems that arc 
confronting some sections but not others in the same 
degree?— I think I would, because the liners have got their 
trades to keep up and they will endeavour to build to the 
full even if they have to risk financial embarrassment, and 
we do know, for example, that some liner companies are 
having to borrow today in order to build, whereas the 
tramp who has no particular trades to safeguard, will be 
more inclined to limit his building to his financial capacity 
and other considerations. 

4150. It is correct, is it not, that a shipbuilder will 
prefer to have a variety of ships on his stocks rather 
than to concentrate his activities on a particular class 
of ship?— That will depend upon the nature of the ship- 
yard. Some shipyards, of course, are not fitted out 
for dealing with liners at all. They will not have a joinery 
shop for example. They will be purely and simply yards 
designed to deal with plain cargo vessels or even tankers. 
The big yards, like John Browns, like to have a general 
mixture of ships. If they have all tankers then of course 
there is no work for their joinery shops. 

4151. It is true that since .the war the shipbuilding 
industry has been fully employed? — Yes. 

4152. That brings me to my major question, which is 
this. Supposing you had had on the financial aspect 
of the matter nothing to worry about, would the process 
of rebuilding and reconstruction have gone any further 
in the past seveq. years than in fact it has, or would it 
have been better proportioned or preferable in any way? 

I think it is possible there might have been more British 
orders and fewer foreign orders. You see a large number 
of orders in the British yards are from foreigners, but 
.1 would say it is well-nigh impossible to give a firm 



answer to that question. It must depend upon the inclina- 
tion of particular owners. Certainly some companies 
would not have built any faster than they have. 

4153. You would not agree that the process is being 
impeded by the physical limitations on production? — I 
think it has to some extent, perhaps the President would 
like to deal with this question. — Lord Runciman : I think 
it would be true to say, it is awfully difficult to speak for 
the minds of other people in one’s own trade, I think 
it would probably be true to say that more tramps would 
have been ordered if there had been prospects of getting 
them quicker, because after all the interval now between 
placing .the order and getting the ship can be as much as 
four or five years. A lot of things may have happened 
during that time. It is more satisfactory if you are going 
to get your physical assets soon than if you are going .to 
commit yourself to having them and .then wait a long 
time for them. Where, as has been said, you are not so 
immediately compelled to build to maintain a trade, I think 
that argument has greater force. You are more able 
to look ahead from the financial aspect as distinct from 
looking ahead for the purpose of maintaining your busi- 
ness. You are therefore perhaps less inclined ,to place 
an order if you have to wait so long that it is more 
speculative than you would normally expect it to be in 
the purposes of your trade. 

4154. I will put it in 'a more direct form if I may. 
Would it be true to say that the rebuilding programme 
has not thus far been impeded either by positive lack 
of finance or inability to obtain finance or because 
of the implications that it would carry as to 
the financial structure of the companies concerned? 
— There are so many things that enter into it, I think 
it is frightfully difficult to give a straight “ yes ” or “ no ” 
answer to that question. If you imagine no foreign 
orders in the yards at all you would obviously get a com- 
pletely different answer because in the ordering of a ship 
you are making a bargain with the shipbuilder. It does 
depend what else he has got on his plate. I think it is 
frightfully difficult to disentangle and put it in a glass 
case and look at it like that. 

4155. Can we look at it in a slightly different way? 
You say in one of your papers .that to find money for the 
purpose of rebuilding, that is after the second world war, 
a substantial recourse to reserves has been required. Now 
I take it that means recourse to depreciation reserves 
which are mentioned in a different context in your other 
paper ; or are there some other reserves? I am not 
familiar with the accounting system, but are you referring 
in that passage to your depreciation reserves or some 
other? — Both, everything, yes. 

4156. Well now, that of course is exactly what the 
depreciation reserves are there for, is it not? — Mr. Aston : 
Yes. 

4157. And you would not regard that necessity by itself 
as being anything out of the ordinary? It would be in the 
course of business as you foresee it over the years, would 
it not? — Yes, with this proviso of course, that the war 
losses would accelerate the need to draw on those depre- 
ciation reserves, with the result that we have not now 
as an industry as much in hand as we would like to meet 
the tonnage which is ageing in the ordinary course of 
events. 

4158. I see that point. Now, if I may just repeat that 
passage “ substantial recourse to reserves has been 
required ”, that suggests to my mind, I do not know 
whether it was intentional, that shipping concerns have 
had to have recourse to other ways of finding money than 
■by drawing upon their own internal resources. Would 
that be correct? — I know for a fact it is correct with one 
or two companies, yes. 

4159. From what source would they draw those addi- 
tional funds? There is no question I suppose of having 
augmented those reserves of yours by insurance recoveries. 
That is all, I take it, within the broad compass of the 
word “reserves", is it not? — Yes, I think in the passage 
you are looking at that is what is intended. 

4160. So that it follows that so far as you were not 
able to have recourse to reserves you were in fact having 
to raise your money from outside? — Yes. 
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4161. Has that been on a large scale? — Probably not, 
over .the industry as a whole. For particular companies 
it has been on a fairly substantial scale I would say. 

4162. Has it been in the form of debt or capital, 
properly speaking? — No, it has been in the form of 
borrowing, not new share capital. 

4163. So that within the limits of its scope it has 
perhaps created some distortion of the financial structure 
of the companies concerned? — Yes, for the time being. 

4164. But 1 gather from the moderation of your answers 
that you would not claim that up to the present any serious 
financial difficulties have been created by this problem of 
rebuilding? — No, I think that is probably true. What we 
are looking at is the future now. — Lord Runciman : I 
think it would be true to say certainly of one or two 
companies and perhaps more particularly tramp com- 
panies, that they have used up all their resources and still 
have not got the tonnage they started the war with. The 
tramp, as we have said once or twice, is not under the 
same compulsion to have a ship on the berth as the liner, 
so he tends to go on until he has to stop because he has 
run out of cash, then he stops and is left with fewer ships 
than he started with. The liner if he runs out of cash 
may still feel impelled to build and have to borrow. It 
is the same thing in a sense.' What it means is that 
the money has not been available to replace the physical 
assets that have gone. 

4165. And that you would ascribe primarily to the rise 
in the cost of building? — Yes I think so, certainly. 

4166. With the tax system added to it? — Mr. Aston: 
That is so. — Lord Runciman : Yes, you have a more ex- 
pensive thing to buy and it is even harder to pay for it 
than it would be otherwise. — Mr. Aston : I think it goes 
a little further than that because with the present tax 
structure there is a disinclination to put more capital 
into the smaller businesses. I have been discussing this 
recently with one or two of the smaller concerns, what 
we call the coasting people, and I have been told in several 
directions that there is a very definite disinclination to put 
more capital in because of the uncertainty under the present 
tax system of ever being able to recover it, owing to the 
fact that you do not know what your future profits are 
going to be. Present profits are fairly good but you can- 
not be sure of recovering the cost of your ships out of 
your present profits. 

4167. That is nothing unusual for shipping, is it? — No, 
it is not, but that is what we want to alter. 

4168. What I am getting at in that question is just 
this, that by the very nature of the trade your earnings 
must fluctuate violently, must they not? — Shipping profits 
must, yes. 

4169. If you start to build a fleet at the current level 
of costs, accepting the present tax system, why should 
fluctuations in earnings affect your prospects ; that is 
nothing new? — I agree, but it is something which we hope 
this Royal Commission, the first one for thirty years, will 
do something to alter. 

4170. But that irregularity or susceptibility to fluctuation 
of gross earnings has nothing to do with taxation, has 
it? — No, but we do suggest that the taxation system should 
take more account of it. Instead of having to carry for- 
ward our losses and wear and tear to the future we should 
be allowed to recover them out of the past. We argue 
that a shipping enterprise can only look at its profits over 
long periods. A year is much too short a time to com- 
pute shipping profits, and it is quite unfair to say that 
because we made a profit in the year 1 and then a loss 
for the next 19 years that we have made a taxable profit. 

4171. So far as the past is concerned, we have been 
dealing with that at some length, but would it be true 
to say this: that the anxieties of industry so far as 
finance is concerned are concentrated upon the outlook 
for the immediate future rather than upon the direct con- 
sequences of the past? — We are certainly concerned for 
the future. 



4172. That is because you feel that the resources are 
being so severely entrenched upon that you will have diffi. 
culty in maintaining the quality and size of your fleets 
Would that be correct? — Yes, that is so. 

4173. And also I take it because you feel that the finan- 
cial structure of the shipping companies is not as good 
having regard to the needs of .the future, as you would’ 
like it to be from the point of view of the general health 
of the industry? — I would not necessarily say that their 
financial structure is not as good. They are not so badly 
off, taken as a whole, but what they are concerned about 
is that while they are making these good profits they 
should be allowed to provide for the future. 



4174. Professor Hicks: Mr. Chairman, I would like 
to ask a question which might in the process of its 
being answered get on to the confidential figures. 
Should I ask the question in general and then see what 
happens? 

4175. Chairman: Yes. 

4176. Professor Hicks: The question I wanted to ask 
was whether you could enlighten me at all about the 
quantitative importance, from your point of view, of the 
various proposals which you put forward. That is to 
say, which you regard as important and which you regard 
as relatively minor. Would I 'be right, just putting it in 
perfectly general terms, in saying that if this Commis- 
sion could make some proposal about replacement costs 
or something drastic about initial allowances, those would 
be rather big things, but that the points about balancing 
charges and about carrying forward or back or taking the 
depreciation allowances at the time suitable to you are 
relatively minor?— Might I put it this way. Sir? The 
industry at the present time and for the past few years 
has been making very good profits, admittedly. Those 
profits are rapidly coming to an end. We have put for- 
ward a variety of proposals designed to ensure that we 
do not have to pay tax on these good profits and then 
find ourselves with perhaps ten years of losses or very 
little profit, as a result of which we cannot recover the 
benefits of all these unabsorbed initial allowances that 
we have got, and anything more that may be given in the 
way of initial allowances in the near future. If one goes 
back to the thirties there was a period then from about 
1930 to 1940 when I do not suppose any shipping com- 
pany was paying income tax. Now that arose because 
during the previous decade they were entitled to deprecia- 
tion allowances on their ships, and their low profits of 
the twenties, their comparatively low profits, were not 
sufficient to meet the whole of those wear and tear allow- 
ances and they started the 1930 period with unabsorbed 
allowances. During the 1930 decade they actually made 
losses and it is on record in one of the reports that over 
six years the tramps had £10 million of unabsorbed wear 
and tear in that six year* alone without their previous 
allowances brought forward, and it was not until about 
half-way through the war that these arrears were wiped 
off. We do want to see that that does not happen 
again and, while the industry is making these fairly sub- 
stantial profits, we do want to see that we can set those 
off against the bad times we know will arrive one day. 
Of the various proposals we have put forward to achieve 
that end we really do not mind which one the Commission 
selects. 



4177. You are thinking very much of unabsorbed allow- 
ances which are not now outstanding but which may arise 
as the result of what may happen in the future?— Both 
really. There are at present, as we show, very large un- 
absorbed initial allowances which for some companies are 
very substantial. 

4178. Yes, but spread over the industry as a whole, I 
can I think quote from the table at the end of Appendix 
II to your second memorandum, that table shows some- 
thing of the order of £20 million?— Yes, it is not the 
whole industry you understand. 

4179. No, quite, but that table applies to companies with 
unabsonbed capital allowances, so I take it the total of 
the unabsorbed allowances shown in that table is approxi- 
mately £20 million? — No, not quite. If you will go to our 
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confidential Annex and the note at the back of it, you 
will see that we set down there the proportion of the in- 
dustry which we have covered, and our total figures cover 
89 per cent, of the liners, but only 32 per cent, of the 
tramps. If you now turn to the second memorandum, the 
figures which we have there of £10 million unabsorbed 
allowances for the liners is applicable to 89 per cent, of 
that section of the industry, and the figure of £867,000 for 
the tramps is applicable to 32 per cent, of that section. 

4180. I see, yes. The total figure for tramps might be 
very much larger? — We would assume, in the same pro- 
portion, it would be roughly three times. 

4181. Actually the tramp figure is really pretty small? 
— It is not nearly so large because there has not been the 
building, up to the present, in the tramps. 

4182. But that total figure, it may be £25 million for 
the whole thing, would I suppose be very much in the 
same order of magnitude as the total amount of taxation 
the industry paid in a year, would it not? — It is hard to 
say. I am afraid I have no information at all about 
this. — Lord Runciman : One point which I think it per- 
haps may be helpful to make is that to a certain extent 
what would have been replacement of tramps has turned 
into building of tankers. Coal cargoes fell off and oil 
cargoes came on and there was a tendency for shipping 
which used to carry coal to carry oil. You do get a 
certain amount of inevitable confusion between tramp and 
tanker figures because to some extent, which I would not 
like to make an estimate of, tramp owners have been 
replacing what were tramps with tankers. 

4183. Would it be right to conclude from what you 
were just saying that it is not so much a present lack of 
funds which is the trouble as a feeling that any new 
money which is invested now is likely to have its profit- 
ability extremely drastically cut down by the particular 
way in which taxation operates in this industry? — Mr. 
Aston: That I think fairly summarises our feeling on 
this point. — Lord Runciman: 1 might go perhaps a little 
bit further than that just to qualify lack of funds. There 
are funds up to the moment, but as things are now we do 
not see how we can set aside in what has been regarded 
as the ordinary processes enough to go on having enough. 
One may want to go on the market for future new capital 
for financing expansion and one says “ Nobody would look 
at it under present circumstances ”. But we do not really 
see having enough to keep ourselves at our present level. 
—Mr. Hull: The question of profitability is purely 
secondary. 

4184. Mr. Kaldor : I suppose the major problems in the 
industry arise because you are replacing, or a typical 
company replaces, ships at very infrequent intervals? — 
Mr. Aston : That depends of course entirely upon the size 
of the company. If the company is large enough it likes 
to build a ship a year. 

4185. But then this problem that you mentioned earlier, 
of the industry having suffered owing to the fact that its 
depreciation provisions, which had accumulated in terms 
of cash and gilt-edged investments, had depreciated in 
value, that would have applied to the companies which 
do not build a ship a year? — Yes, but it affects everybody 
because one must always have a substantial fund in hand. 
It is not the slightest good ordering a liner which is. going 
to cost £2 million if you have not a very reasonable 
prospect of having that money to pay for the ship. 

4186. If you ordered a ship a year you would need to 
have it in hand every year, so to speak? — A little more 
than that, because a ship will take perhaps two years to 
build even in the best of times and if you have to wait 
for materials it will be even longer, and you must keep a 
substantial fund in hand because there is no guarantee 
that over the period the ship is being built you will go on 
earning substantial profits. 

4187. Is there a sort of rule of thumb or anything like 
that in the industry as to what is the proportion of the 
total resources which it is prudent to keep in liquid form? 
— No, none at all. — Lord Runciman : If I might go back 
to the ship a year, it is really much more a fashion of 
speech than a strict rule. In fact you do not and you 



cannot for a number of good practical reasons have a 
completely regular ship a year replacement programme. 

It would average out a ship a year no doubt with a 20-ship 
company, but you would probably build your ships in 
classes, two or three together, because you want to run 
them in with each other on a schedule, or it may be that 
you can get two or three berths at a time and another 
time the shipyard will be full and you cannot. It is not 
so simple as a musical box that you wind up and it plays 
to the tune of one ship a year until it runs down. It is 
very much a fashion of talking and cannot in practice 
be taken as a literal guide to one’s conduct, and indeed, 
as Mr. Hull has just remarked, it would be more than 
one ship a year sometimes, and you would probably build 
twice as many ships in one year as in another. 

4188. By and large the shipping companies you mention 
will now have fewer ships than they had before the war, 
and nothing to set off against this. They suffered largely 
because they kept a large part of their resources in mone- 
tary form?— -Yes, I think that is true. What they have 
been saving up to buy ships with is not worth as much 
as it was at either end, or perhaps the same end. 

4189. Is there any opposite gain in the shipping industry 
arising out of the inflation as far as borrowed capital is 
concerned? — Mr. Aston: There is very little borrowed 
capital in the shipping industry, it is a thing we do not 
like, times are too uncertain. We do not like mortgaging 
our ships, but it has to be done sometimes. There is one 
well-known case of a company which paid off a loan dur- 
ing the war, that is the only one I can recall. 

4190. It is not usual to have debentures outstanding? — 
There are a certain number of companies which have 
debenture stock. 

4191. It is not large? — No. 

4192. 1 gather from what you said in answer to Professor 
Hicks, your point is that the profits earned after the war 
have been adequate to meet such capital expenditure com- 
mitments as you have had? — By and large I would say 
that is largely true, yes. — Lord Runciman : It is the profits 
earned after the war plus what one had at the end of the 
war. That would be a fairer way of putting it. One 
has to dip into the past. 

4193. Yes, but I assume you did after the war have a 
concentrated period of rebuilding because during the war 
there was no normal replacement at all, so that it would 
be right for such a period to use reserves for the purposes 
of replacement? — Yes, that would be true. 

4194. But your main concern is that if in future profits 
were to fall, due to changes in the general business situa- 
tion, then the present regulations do not allow you to 
make use of your unabsorbed initial allowances until such 
times that you make profits again, so to speak, in the still 
further future? — Mr. Aston: Yes, but it is a little more 
than the general situation because shipping may experience 
very big slumps at a time when business in general is 
running along on a fairly even keel, because we are so 
open to foreign competition. 

4195. You have now commitments already made for 
new ships which will not be delivered before five years 
ahead? — Yes. 

4196. Would any cash problem arise in respect of those, 
or are you thinking of die further future? — I would say 
with what has happened in the last she months there are a 
lot of companies which are even concerned about the 
orders they have already placed. In fact I think it is 
right to say we have heard of orders being cancelled. 

4197. So that I suppose from your point of view the 
most important suggestion appears to be this particular 
suggestion you made in the supplementary memorandum 
that unabsorbed initial allowances should be carried back- 
ward, rather than carried forward? — Yes, provided initial 
allowances are re-introduced. 

4198. Yes, but there is still a very large amount of un- 
absorbed initial allowances. — Yes, but unless the initial 
allowances are re-introduced or something put in their 
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place the price level is still up where it is, and we are 
only getting annual depreciation on the cost of ships built 
ten years ago. 

4199. On ships which were built ten years ago, but you 
are getting more like the present costs on that part of the 
tonnage which is replaced after the war. — Yes, blit even 
that of course cost very much less than ships cost to-day. 
You see, I think it is true to say that the cost of ships, 1 
think we say it in our memorandum, has risen very much 
more than the average run of plants. For instance, be- 
tween 1946 and 1952 the building index for a plain ship 
has doubled from £30 ;a ton to £60 a ton. The 
“ Economist ” tells us that the average price index for 
plant and machinery has risen from 167 to 285 between 
1946 and 1952 ; that is not double. 

4200. To what would you attribute this specially steep 
rise in shipping costs? Is it just full employment or full 
capaoity working in the shipbuilding industry?— I think 
it is probably the complicated nature of the ship, there 
is so much labour in it I imagine, and of course the price 
of steel has risen probably more than a great many other 
commodities. 

4201. I suppose it has risen more than some commodities 
but not as much as some other commodities? — Not every- 
thing, I agree. 

4202. Would I be correct in saying that if you look into 
the future with some apprehension, the restoration of 
initial allowances coupled with this suggestion that you 
made, that it could be set off against past profits when 
ourrent profits are not sufficient and not on the future 
profits, would go a long way to assure to your industry 
the possibility of continuing replacements? — Yes, it would 
certainly go some way. Mind you, we do think that at 
the present building cost the initial allowances are not 
sufficient. In fact, just about the time when .the allow- 
ances were withdrawn, we were seriously thinking of 
applying to the Board of Inland Revenue for an increase 
above 40 per cent. 

4203. You mean the rate of 40 per cent, was not suffi- 
cient? — Yes, and of course there is the important proviso 
that we do feel that, in the present state of the law, we 
are at the mercy of the politicians. The allowances are 
liable to be withdrawn. 

4204. Would it not be right to say that the politicians 
or rather the Government disposes of them or introduces 
them according to whether it wishes to stimulate new 
building?— Yes, that may be, but it is an unfortunate fact 
then that we have to pay tax on profits which we are 
putting aside for next year’s building. 

4205. Yes, but when you do build, assuming it is a 
desirable time to. build, you can get the allowance again. 
— If we can spread the initial allowance backwards and 
recover the tax we paid this year, all well and good. 

4206. Chairman: Before you and your colleagues go 
there is one question I would like to see if you can answer 
arising out of several questions which were put to you. 
Am 1. right in assuming that with a very considerable rise 
in the cost of replacing ships and- with a heavy annual 
claim from the Revenue to pay tax when you make profits, 
that, as I think you anticipate in the future, some com- 
panies, perhaps all, will find it impossible to replace their 
ships out of their retained resources? That I think is the 
theme of what you have been telling us really. Of course 
your retained resources are one way of finding the further 
capital for maintaining your business which is needed when 
prices rise very much. You need more money to keep the 
same volume of business going, but supposing you cannot 
get what you need in the future from your own resources? 
First of all where will you get it from? I think one of 
you said that borrowing was not the usual thing in the 
industry because there was a reluctance to make specific 
charges on the ships themselves. What do you look to 
as the source of what further capital you need ? — Lord 
Runciman: I think one is almost compelled to say that 
what we look to is not getting it and having to put up with 
fewer ships. 



4207. That is a very serious thing. — It is. I think it is 
almost certainly true with the tramp trade, of which I can 
speak with some knowledge. You see, in the first place 
even if you accept theoretically that it is a good thing 
to borrow more money merely to keep the same assets in 
being, which is an argument perhaps it is unnecessary to 
develop one way or the other at the moment, I think it 
is extremely doubtful under conditions as they look like 
being in the future that you will find it very easy to borrow 
money for the purposes of building ships under the condi- 
tions we are labouring under with the present system of 
taxation and other matters we are complaining of. In 
other words, can I go back to the point really of our 
main submission? If in fact in the few years when we 
make a good profit we are in a position to set aside 
enough to keep our replacement programme going against 
the years when we do not make a profit, it would go an 
enormously long way to solving our difficulties, even if 
the price of ships does not fall and even conceivably if 
it went a little, though not much, higher. How that is 
done is machinery as opposed to principle, if I may be 
allowed to put it so. 

4208. But supposing the tramp profits as you say are 
not sufficient and borrowing does not offer to the lender 
the kind of security which it is reasonable for him to 
look to, is there no other source of capital which you think 
would be available to you? — I cannot think of one myself. 
If you are going to raise a loan it is of course a question 
of how you can pay it off. As has already been said, in 
an industry which does fluctuate as much as shipping, it 
is extremely difficult to raise loans on terms that are 
satisfactory to the lender. 

4209. If you do not look to loans, what about the capital 
market in general? — That I did mean to touch on a 
moment ago. That after all is a question of how attrac- 
tive the industry is to the investor. 

4210. You were applying that to the investor too?— 
Yes, and what I am saying is that it is not very attractive 
to the investor as we see it in the near future. 

4211. The grave element is what lies behind this. In 
a time of rising prices you must have more money to keep 
the same volume of business going. — You are, of course, 
by the same token, earning more money currently, and 
if you are allowed to put aside an extra number of pounds 
because those pounds are depreciated, it comes out the 
same in the end more or less. If you are making a larger 
money profit and you can keep the same proportion of 
that money profit as you did before, then you have more 
money to pay for -an asset that is going to cost more to 
replace. 

4212. Which in turn will make more monetary profit 
•than the asset which it replaces. — If it is continuous 
depreciation it would. 

4213. You are thinking of depreciation of the currency? 
—It would be the same thing if you are thinking of depre- 
ciation of the currency or of a continuous rise in prices. 
The difficulty again is the long life of the ship and the 
number of things which can happen in the 20 years she is 
trading. If I may just repeat the theme I started with, 
ships are very large units which have a long life, and 
they have got to be replaced in toto, and I think that is 
a very good deal of the difficulty and it does lend, we 
think, immense force to the argument that whenever you 
can put something aside you should be free to do so. 

4214. Mr. Kaldor: May I just ask one more question. 
Supposing we wanted some evidence on the fact that 
following on the withdrawal of the initial allowances 
there may be a serious falling-off in the rate at which new 
ships are ordered by British shipping companies, could we 
get some evidence from you on that? You mentioned 
something to me just now, in the last six months that there 
was a very serious falling-off in orders. — Mr. Aston : We 
expected that you might ask us that question and we have 
looked at it particularly, but the figures are too indefinite. 
They are available, but last year for some reason which 
we do not really understand it was quite exceptional. 
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Perhaps I might just read them out. The total tonnage 
ordered by British owners in the first quarter of 1951 was 
1,100,000 tons, and then roughly 500,000 tons in each of 
the three following quarters. This year it has been 300,000 
tons and 275,000 tons, but we would not suggest that that 
reduction is necessarily at this stage an indication of a 
permanent falling-off, because the previous year was so 
exceptionally high. One cannot really tell over a short 
period . — Lord Runciman : There are very many different 
things that make you order a ship at a particular time. 
I think that is what it comes to in practice when you 
are thinking about it. 



4215. If there was such a very serious falling-off I 
suppose something ought to be done about it before there 
is an actual falling-off in the rate of building of new 
ships. — Mr. Aston : That is why we feel that this ques- 
tion is of some urgency, because the years go on and we 
all realise that it is three years since Mr. Millard Tucker 
started his labours, we have paid three years more tax. 

Mr. Millard Tucker: It seems like a century! 

Chairman : Thank you very much Gentlemen, we are 
very much obliged to you. 



The. witnesses withdrew. 



(16736) Wt. 3758— K6 9/52 D.L. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND 
INCOME 



MINUTES OF EVIDENCE 

TAKEN BEFORE THE 




ROYAL COMMISSION ON 
THE TAXATION OF 
PROFITS AND INCOME 





SIXTEENTH DAY 

Friday, 25th July, 1952 


3 OC 2| w 




WITNESSES 




Mr. F. Bower, C.B.E.'| 
Mr. W. J. Luxton J 


i The Association of British Chambers of 
[ Commerce 


Questions 4216-4385 


Mr. Bertram Nelson"] 
Mr. James S. Heaton., 


[The Society of Incorporated Accountants 
[ and Auditors 


Questions 4386-4493 




LONDON: HER MAJESTY’S STATIONERY OFFICE 
1952 

THREE SHILLINGS NET 

Printed image digitised by the University of Southampton Library Digitisation Unit 



TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer: to consider the present system of 
persdnal allowances, reliefs and rates of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration.” 

NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
Within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could- it be improved, in relation. to: — 

(a) incentives, 

(b) risk bearing, 

(c) encouraging savings, 

(d) the control of inflationary or deflationary tendencies, 

(<?) the balance of payments, including the inflow and outflow to and from this country of 
capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation* to the taxation of: — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(iii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for 'taxation purposes satisfactory or should it be 

altered? 

B. Particular matters 

4. Is the taxation net drawn too widely or too narrowly in relation to : — 

( a ) the taxation of United Kingdom residents (companies or individuals) on overseas. profits, 

( b ) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc. ? 

5. (a) Are there any -kinds of profits or income which- are not charged, but -should be; or which 

are charged but should not be? In particular — 

( b ) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

6. Is the basis of computing income from property under Schedules A and B satisfactory? 

7. Should the present rules about deductions for outgoings and expenses be altered? 

8. Are the provisions for relief in respect of double taxation satisfactory? 

9. Should the present system of graduatiomby means of the exemption limit, personal allow- 

ances, reduced rate relief and Surtax be altered? 

10. Should the existing differentiation between earned and unearned income be extended or 

reduced? 

11. Are alterations necessary in the rules governing personal and other allowances? 

12. Should the rules about the taxation of husband and wife be altered (a) as regards aggrega- 

tion; ( b ) in any other respect? 

13. Should P.A.Y.E. be altered or abolished? 

14. Should the principle of deduction at source be extended or restricted? 

15. Should the method of assessment to Surtax be altered, and in particular should it be deducted 

from salaries? 

16. Are any alterations desirable in the system of administration and the functions of the various 

statutory bodies or persons connected with taxation? 

'17. "Are any changes in the provisions against avoidance and evasion - desirable? 

18. Is any alteration necessary in the rules -governing the taxation treatment of special classes of 
taxpayers (e.g., public, corporations, cooperative societies, charities)? 
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EXTRACT FROM MEMORANDUM SUBMITTED BY 
THE ASSOCIATION OF BRITISH CHAMBERS OF COMMERCE 



14, Queen Anne’s Gate, 
London, S.W.l. 
3rd January, 1952. 



Dear Sir, 

We beg to submit a note on those subjects in the 
report of the Committee on the Definition of Taxable 
Business Profits (Millard Tucker No. ,1 Committee) with 
which we are unable to agree. We hope that the expres- 
sion of these views will be of assistance to the Commission 
in its consideration of the Report. 

The note now submitted has been adapted by the 
Executive Council of the Association. The Association, 
however, is a federation of independent Chambers of 
Commerce and it is to be expected that there is not com- 
plete unanimity on all and every point included in the 
note. Forty-six Chambers submitted their views. With- 
out counting heads on every item in the Report it is fair 
to say that there was almost complete unanimity on all 
the points which are material to the Chambers except 
on the two points of the basis year and inflation. 

On the basis year, while some Chambers would press 
for a change to the actual year basis as an urgent reform, 
the majority favour the view expressed in thus note. 

On inflation thirty-nine Chambers endorse the approach 
set out in this note ; three Chambers, Bristol, Coventry 
and Slough do not disagree the proposals for stock but 
differ on fixed assets. The first proposes a reduced rate 
of tax on the extra depreciation, the second prefers a more 
practical solution and mentions flexible initial allowances, 
the third makes no alternative proposals on fixed assets. 
Three Chambers, Glasgow, Wakefield and Walsall, do not 
accept the proposals for stock or fixed assets but have no 
alternative proposal save a general reduction in taxation, 
whilst the first prefers relief of tax on profits reserved and 
used in the business. One Chamber, London, does not 
disagree in principle, but prefers a broader solution which 
is set out in para. 24 ( a ).* 



Yours faithfully, 

Arthur R. Knowles, 
Secretary-General. 



Secretary, 

The Royal Commission on Taxation of Profits and 
Income, 

Somerset House, W.C.2. 



Comment on the Report of the Committee on the 
Taxation of Trading Profits 

1. The Association submits for the consideration of the 
Royal Commission additional reasons in support of its 
evidence to the Committee on matters which .the Com- 
mittee has rejected or referred to the Commission. The 
order of the comments follows the order of the report 
itself although some of the points also fall under specific 
headings suggested by the Commission as “B. Particular 
Matters ”. For brevity no reference is made to recom- 
mendations by the Committee which the Association 

* Not reproduced in these Minutes of Evidence. 



welcomes, or accepts with regret, or on which it feels 
other witnesses are more closely affected. References are 
to the paragraphs of the report and not to the summary 
of recommendations. 

9. Inflation (Paras. 94-132) — We regret to disagree with 
the reasoning and the recommendations of the Committee. 
The witnesses may possibly be at fault in not having 
presented their case more clearly. Therefore it may be 
better to say what that case is before trying to answer 
the detailed objections of the Committee. 

10. Unlike other taxpayers who are taxed on their gross 
income, taxpayers who carry on a trade, business or pro- 
fession are taxed “on the full amount of the profits or 
gains (Repairs allowances for Schedule A and expenses 
for Schedule E assessments do not invalidate this general 
statement.) 

In order to ascertain the amount of profits or gains 
it is necessary to have a properly constructed account of 
income and expenditure. In a period when the value of 
money is seriously diminishing, the pounds of to-day axe 
different from the pounds of yesterday, and the pound of 
tomorrow will be different from both. An income and 
expenditure account in which the income receipts are 
expressed in pounds of to-day and the expenses are in 
pounds of to-day is likely to be right, other things being 
equal. An income and expenditure account in which 
income receipts are expressed in pounds of to-day and 
some expenses are in pounds of to-day and some ex- 
penses are in pounds of yesterday, is certain to be wrong. 
A correction is required to convert the debit for expenses 
expressed in pounds of yesterday into pounds of to-day 
so as to be in the same currenoy as the receipts on the 
income side. The precise nature of the correction is 
examined below. 



11. It is submitted that the alteration in the value of 
money since 1938 is sufficiently serious to necessitate a 
correction. The index of wholesale prices is as follows : 



1938 Annual average 

1939 

1940 

1941 





1944 

1945 

1946 

1947 ... 

1948 

1949 

1949 December 

1950 Annual average 

1950 December 

1951 January 
February 

March 

April 

May ... ... 
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July 

August 

September 
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There is no credible sign as yet that the trend disclosed 
by the table will cease or be reversed. Some imported 
materials have dropped below their peak prices but there 
are internal wage increases in many industries and public 
utilities which are still to come. 

12. Businesses are different from other taxpayers in that 
by the nature of their activity they are bound .to turn over 
their property, to sell existing goods and services, and to 
create new ; to use up their fixed capital in the form of 
buildings, machinery, and transport equipment, and to 
acquire fresh. 

When 'the value of money is relatively stable it is 
sufficient to charge the consumption of stock to the 
trading account at its actual or average cost, and to 
charge a proportion of the capital expenditure actually 
spent as a measure of the exhaustion of it during the year. 
Conventional accounting on these principles assures to 
business the recovery of its past costs of stocks and fixed 
assets. 

13. When the value of money depreciates seriously it is 
not sufficient to debit past expenditure in past pounds 
against receipts in current pounds. To do so penalises 
business to the extent of the difference between the value 
of the past pound and the current pound during the time 
that it takes to turn the asset over. Stock is turned over 
frequently ; fixed assets more slowly. The amount of the 
prejudice inflicted by not recognising changes in money 
values is, however, the same for each £100 of capital 
whether it was originally invested in stocks or in fixed 
assets. The £100 of stock changes its identity many times 
during a period of fall in money values and each time 
it purchases less new stock at higher prices. These succes- 
sive shrinkings in volume together add up to the same 
total as the shrinkage in value of £100 originally invested 
in fixed assets whioh turn over buit once during that period. 
There is no difference in principle between stock and fixed 
assets ; there is only a difference in timing and frequency 
in the shrinkage in value. There may be a distinction to 
be drawn between stock and fixed assets on practical 
grounds when methods are considered of making the 
correction of past .pounds to current 'pounds. 

14. The widespread shortage of finance whioh business 
is experiencing is due to the faot that selling prices have 
not recovered current costs of maintaining an equal 
volume of stocks at higher prices or the ourrent measure 
of wastage at to-day’s prices of fixed equipment. Taxa- 
tion has assisted this shortage by withdrawing a high 
proportion of the nominal profits computed in disregard of 
inflation. But taxation is not responsible for the whole 
of the shortage. Price controls and defective voluntary 
price-fixing have contributed. We are only concerned 
here with the ascertainment of profit for tax purposes. 

15. The necessary correction to the income and expendi- 
ture is to charge ourrent income with the current costs of 
consumption of saleable stock and with the current cost 
of the amortisation of the fixed assets. 

16. As regards stocks, practical considerations may 
compel a deviation from principle in many cases. The 
logical application of the principle would require that the 
debit against sales for stock consumption should be the 
replacement cost of the stock so sold. The difference 
between the replacement cost and the actual cost, should 
be carried to a capital reserve, and the actual cost credited 
to the stock account. With some businesses, where the 
types of product are few and there is a known market 
price to adopt as replacement value, the principle oan be 
followed. 

17. With the great majority of manufacturing concerns 
and merchant businesses the stocks are too varied, too 
voluminous, and too detailed to permit of individual 
treatment. They must be dealt with in the mass. There 
are two methods in use which broadly have the effect of 
charging current. costs of stock consumption against sales. 
The first is the practice of valuing stock at a constant or 
“ Base ” price and writing down purchases to that figure 
as soon as bought. The Commission, will be familiar 
with the advantages as well as the limitations of that 
method and it is not necessary to explain it. The second 
is the procedure adopted in the United States at the 
option of the taxpayer which values stock on the assump- 
tion that it consists of the earliest purchases since the 
date of election to adopt that method. Stock consumption 
is charged to the operating account on the assumption 



that the latest purchases are sold first. (Last-in-first-out) 
This method is not perfect because it does not deal fairly 
with temporary reductions in volume of stock but it is 
nearer to the principle of current costs than the assumption 
that the earliest .purchases are sold first (First-dn-first-out) 

It is not necessary to copy the American L.I.F.0 
method in all respects. Some of its complications can be 
avoided. A suggested adaptation is outlined in a technical 
annexe to these notes. (Annexe A, Part II.) 

18. The correction for the fall in the value of money so 
far as stocks are concerned should be made in the books 
of account of the business, so as to avoid duplicate records 
for tax purposes. Taxpayers should have the liberty to 
choose one of the three methods mentioned, or a variation 
of them, namely : (1) to create a capital reserve by charging 
current replacement costs of stock consumption, (2) to 
create a L.I.F.O. stock reserve, and (3) to value a normal 
or “ base ” stock at a fixed price so long as the business 
continues. The expression “ stocks ” which has been used 
above for brevity includes packing materials, works stores 
of fuel, engineers maintenance supplies and small tools, 
and -work in progress which is destined for sale. 

19. So far as fixed assets are concerned there are various 
methods which are available for expressing the change in 
the value of money. The choice of method would be 
determined by the efficiency with which the chosen method 
achieves the purpose of expressing the annual wastage of 
capital in terms of current pounds. Moreover since a 
separate record is now kept for tax purposes outside the 
books of account, the method should fit in with the tax 
records, unless they are to be completely abandoned in 
favour of the accounting records. So long as these two 
objectives are achieved it is not essential to alter the 
capital values of the fixed assets either in the books or in 
the tax records. 

20. It is in this respect that the United Kingdom system 
differs from the French, Belgian, and Italian methods. 
In those countries the charge for depreciation for tax 
purposes follows the books of account and it was neces- 
sary first to “ revalorise ” the gross value of the asset and 
the depreciation previously provided in the accounts and 
to fix a rate to amortise t'he new net book value over the 
remaining life of the asset before the figures could be 
ascertained for tax purposes. Moreover the work of re- 
calculating the new capital values has to be done each year 
with each new fall in the value of the currency. 

21. The revaluation technique adopted in countries 
which 'had to deal with run-away inflation is also un- 
suitable. In such cases the law for restoration of the 
currency gave directions for the revaluation of the fixed 
assets, stocks, debtors and creditors, in terms of the new 
currency as a once time adjustment, and assumed that 
thereafter the currency would be stable. This method is 
unsuitable for a steadily and continuously depreciating 
currency. 

22. The desired correction can be made in conformity 

with the present system of depreciation allowances by 
varying the annual allowances to correspond with the 
degree of inflation which has developed during the year. 
The annual allowances are the wear and tear allowances 
provided by Rule 6 of Schedule D and the annual allow- 
ances provided by the Income Tax Act, 1945, for indus- 
trial buildings, agricultural development, mines and oil 
wells etc., and scientific research capital expenditure under 
the Finance Act, 1944. There would also be included 

such further annual allowances as may be provided in 

conformity with recommendations of the Committee for 
non-industrial business premises. The system of balancing 
charges and allowances on the disposal of depreciable 

assets which is provided by the Income Tax Act, 1945. 

can be adapted to re-state the figures in terms of the 
value of the pound in the year of disposal. A note 
developing this statement is included in Annexe A, Part HI. 

23. Since the witnesses failed to make their case under- 
stood to the Committee and possibly over-stated the extent 
of the correction required to taxable profits, it may be 
unnecessary to reply to the objections made by the Com- 
mittee to the case as presented. But it is useful to examine 
if any of the objections are still applicable to the modified 
case now presented. The objections stated in summary 
form are as follows : 

(a) “Common to all schemes (para. 100). The 

schemes involve giving preferential treatment to the 

owners of a business as against other classes of tax- 
payers, e.g. a bond holder or a pensioner 
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This rather begs the question by assuming that profits 
are correctly computed by conventional accounting. If 
that assumption is rebutted the question has to be ex- 
amined. The present contention is that one can only 
arrive at a true profit By setting current expenses against 
current receipts in the same currency. Then to com- 
plete the matter, if profits were assessed on the actual 
year basis as requested the tax also would be payable 
in the same currency. 

Admitting that the realisable value of stock and fixed 
assets increases in terms of depreciated pounds as in- 
flation progresses, this increase is not available as profit 
so long as the business continues as a going concern 
because it must be re-invested to hold the same volume 
of assets at higher prices. Business, unlike other tax- 
payers, is obliged to turn its capital over. Nominal 
surpluses in depreciated pounds which are locked up in 
maintaining the productive capacity of the business are 
not disposable profits. This argument does not neces- 
sarily hold good on the cessation or contraction of a 
business, but any nominal surpluses then arising, so far 
as they are not already taxed by the existing provisions 
for including the realisation of stocks in income on 
liquidation and by the existing provisions for balancing 
charges on depreciable fixed assets, really come into the 
discussion in connection with the desirability or other- 
wise of a general tax on capital profits. 

The claim for business is not to maintain the real 
value of the original capital invested, because the present 
claim does not immunise the value of stocks and fixed 
assets from inflation by providing a fund sufficient to 
ensure their complete replacement. It is a claim to 
correct the profit and loss account. 

As regards the bond holder and the pensioner, and 
indeed all owners of claims for money, there is no 
remedy but the cessation of inflation and a restoration 
of the value of money. Whether some recognition of 
their loss should be given in taxing their income is a 
separate question on which no views are expressed 
beyond the fact that it is irrelevant to the question of 
computing taxable business profit. The taxable profit 
after it has emerged is open to the same loss as the 
bond holder unless it is promptly re-invested in real 
assets, which course is also open to the bond holder, but 
not to the pensioner. 

ib) “ A feature of all revalorisation schemes is that 
they benefit an established and stationary business but 
not a new one or any expansion of an existing one.” 
(Para. 104.) 

It is assumed that the meaning of the comment is 
that new businesses or businesses raising new capital 
from external sources will receive that capital out of 
■taxed sources, and, if they use it for purchase of fixed 
assets, will use taxed moneys for that purchase. Existing 
and stationary businesses on the other hand will be 
able to use tax-free money for such purchases if they 
are permitted to accumulate reserves for replacement 
free of tax. 

The comment is misleading. New capital does not 
necessarily come out of taxed income ; it may be a 
transfer of capital from one investment to another. 
Even to the extent that it comes out of taxed income 
that income may have been taxed at various rates of 
tax. 

If the comparison were valid, it would be an argu- 
ment for giving no depreciation allowance at all — not 
even the historical cost. At the best it can only be 
applied to the increased cost of replacement over 
historical cost because even the historical costs advocates 
concede that the writing off of the first cost of the 
asset is a trading loss. 

An existing business during a fall in the value of 
■money has been over-taxed if that fall has been ignored 
and its depreciation reserves have been reduced in value 
below the value they had when they were created. New 
capital, on the other hand, may or may not have been 
reduced in value by inflation before .it was paid in, 
according to the source from which it was derived ; no 
one can tell. The comparison proves nothing and 
should not have been raised because it leads to confused 
thinking. 

16739 



It is clearer to consider which basis treats old and 
new businesses alike in computing the profits of the 
year, because it is the profits of the year which are the 
subject of taxation. 

A simple example will illustrate this point. An exist- 
ing business bought a machine in year 1 for £100 (old). 
The annual depreciation on a ten year life is £10 (old). 
By the year 10, prices had so risen that the cost of a 
similar machine in new condition was £300 (new). Ad- 
mitting the effect of inflation the annual loss by depre- 
ciation in the tenth year is £30 (new). 

A new business commencing in the tenth year would 
need to pay £300 (new) for such a machine. Its loss 
by depreciation in that year is £30 (new). 

The new and the old business would be treated alike 
in writing off £30 (new) as the annual 'instalment of 
depreciation. 

Where the old business has lost is that in the previous 
nine years it had only been allowed £10 (old) a year 
Which, together with £30 (new) for the tenth year, 
gives it a total allowance of £120 (old and new) against 
a replacement cost of £300 (new). 

(c) “ . . . they give relief to the business which has 
not replaced its plant since the war but nothing to the 
business which has. (It would be obviously out of 
question to make the relief retrospective.) ” (Para. 105.) 

The reasoning set out in the preceding paragraph 
above seems to be an equally relevant answer to this 
comment. As regards making the relief retrospective, 
it is admitted that, on the argument now submitted, 
relief for insufficient allowances for prior years is not 
strictly a correction to ascertain the profits of the year. 
One cannot, however, in fairness ignore the fact that 
business has been pressing for such a correction to the 
profits of the year for some time now and that refusal 
to recognise the justice of it has seriously overtaxed 
business profits. 

To go back to pre-war years would plainly over- 
burden the Exchequer seeing that prices have risen to 
three times the pre-war level. But there is equity in a 
suggestion that a correction should be admitted to re- 
cognise the rise in prices since April 1949, or the balance 
sheet closed next before that date. 

(d) “ Revalorisation schemes are open to strong objec- 
tions on practical grounds.” (Para. 106.) 

“ It is impossible to police the actual re-investment of 
replacement reserves.” (Para. 108.) 

The experience of France refutes the first statement. 
A much more complicated scheme has been operating 
for the last four years without serious embarrassment 
to taxpayers or to the tax officers. The objections 
depend on the nature of the correction suggested. The 
suggestions’ contained in Annexe A, Part III are not 
much more involved than the present calculations on 
historical cost. They have been worked out in detail 
just to prove that they are workable. If a simpler 
scheme can be agreed which produces substantially the 
same result, taxpayers will not object. 

The second statement is also a misunderstanding. 
There is no need to police the re-investment of addi- 
tional sums provided to augment the depreciation 
charges. The cash so set aside from receipts can be 
used for various purposes in the business. There is 
no need to follow it through. If it is used to repay 
creditors or to give credit to debtors or simply left 
as working cash, it is exposed to inflation loss. If it 
is used to acquire stocks or fixed assets it is automati- 
cally picked up in the next correction for stock values 
or for fixed assets depreciation. 

The comment ceases to be relevant when the claim 
is to correct the profit of the year and not to create 
reserves for specific replacements. 

(e) “ Revalorisation would give a substantial allow- 
ance for obsolete plant which was not in regular use.” 
(Para. 109.) 

This comment also is not relevant to a claim to calcu- 
late the profit of the year by reference to the true loss 
■by reason of depreciation. 

A 2 
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If the plant had passed its expected term of life before 
the commencement of the year no allowance would 
arise. If it was still within its term of life it is quite 
proper to give a depreciation allowance and therefore 
an augmented depreciation allowance. The reference to 
regular use has no bearing on the question of loss by 
depreciation except to fix the rate. It re-echoes a limi- 
tation in Rule 6 which is itself open to criticism as a 
separate matter. 

(f) “ The amount of the relief would bear no relation 
to the needs of the particular businesses. It would 
depend on 'the present written down value of the plant ; 
the older the plant and the more in need of replacement, 
the smaller its written down value would be.” (Para. 
110 .) 

This statement conflicts with the preceding one. The 
conversion of an annual allowance based on past pounds 
into an allowance in terms of current pounds does not 
involve a question of needs of particular businesses. On 
the contrary, it treats all businesses alike. The annual 
allowance does not depend on the written down value 
of the plant. On the prime cost basis it is a revalued 
equal proportion of first cost. On the reducing value 
basis it is a revalued proportion of the reducing value 
which goes on for a longer period of years. This 
Committee statement is more in the nature of a criticism 
of the reducing value basis than of the suggestion to 
convert the annual allowance into current pounds. 

(g) “ Replacement reserves are open to another al- 
most equally strong practical objection, that of deciding 
what is to be regarded as replacement.” (Para. 113.) 

This abjection ceases to have validity as soon as it is 
appreciated that the claim is not to create reserves for 
replacement but to correct the debit to trading account 
to ourrent costs instead of past costs. The consequence 
of this correction may .be to create capital reserves in 
the form of stock reserves or of reserves for supple- 
mentary depreciation of fixed assets. The funds repre- 
sented by those reserves are available for any purposes 
of the business, including the acquisition of stock or 
fixed assets, but they are not in any sense specific 
reserves for replacement of like with like. 

24. The suggestion made by the Committee to give 
initial allowances on the acquisition of plant is not a 
solution to the problem of rising prices, even if the 
initial allowances are geared up to correspond with the 
degree of inflation, and the objectionable feature of selec- 
tion between industries is deleted. The following are 
some of the reasons : 

(а) Initial allowances are not appropriate for buildings. 
(Para. 126.) 

(б) Initial allowances are not a basis for valuing stock 
in trade. 

(c) If the inflation grows worse the initial allowance 
would grow automatically until at an inflation of eight 
times the starting point the initial allowance requires to 
be 11 \ per cent, of the cost price and thereafter 
approaches 100 per cent, as the inflation grows. Logi- 
cally, to give the fallacious cash provision for replace- 
ment the initial allowance must always be a sum equal 
to the difference between the cost of the new asset 
and the cost of the very first machine (not of the 
machine last replaced). Its logical end is to write off 
in the first year the entire cost of the .plant which would 
so distort the annual profits as to require an equalisa- 
tion reserve to counter-balance it. 

id) To give an initial allowance on the second plant 
is not a substitute for an augmented depreciation allow- 
ance during the life of the first plant. Also there may 
not be a second plant. If there is no replacement the 
case collapses. An initial allowance on the second plant 
is an advance of the allowances which would otherwise 
be given over the life of the plant ; it has to be paid 
for by smaller allowances over the remainder life. 

( e ) To use initial allowances as a corrective of bad 
accounting pins them to that use for the future. This 
may be in direct confliot with the desire to influence 
the volume of investment through taxation. They 
cannot be used to stimulate investment at any time be- 
cause they would already exist. They cannot be taken 



away to discourage investment without leaving the bad 
accounting without the corrective that they are supposed 
to be. 

{f) Initial allowances are l»d in principle. As an 
interest-free loan they are a mild tax relief which might 
encourage capital expenditure, other things being equal, 
but they obscure and do not remedy the underlying 
cause of inadequate depreciation which lies in rising 
prices. 

ANNEXE A 

TECHNICAL ANALYSIS OF A METHOD OF 
COMPUTING TAXABLE PROFITS TO EXCLUDE 
INFLATION 

Part I — General 

Survey of business assets and liabilities 

1. The first step in formulating a method of recognising 

changes in money values is to determine which of the 

assets (and liabilities) of a business should be selected for 

adjustment and which left unchanged. 

Among .the assets no adjustment is suggested for : 

( a ) Goodwill, because it is not capable of measure- 
ment. The present method of booking is capricious. 
Normally it is only booked if it has been paid for on 
acquisition of a .going concern and very rarely if it has 
been created by reputation or advertising. 

ib) Freehold land or land with unlimited right of 
possession, because it does not disappear or become 
exhausted by use. Its value can rise or fall with the 
market demand but that is not relevant for purposes of 
depreciation. 

(a) Shares in other businesses, because if they are 
ordinary shares they represent a proportionate part in 
the equity of another business which would itself be 
adjusted, and if they are fixed preference shares or 
debentures they are equivalent to claims for money and 
not to underlying assets. 

Id) Debtors, because they are claims to money. 
Debtors, bonds and cash would cancel out with creditors 
taking the business world as a whole, and also in 
individual businesses they roughly balance. 

(e) Cash, because it is money and declines in value as 
prices rise. 

Among .the assets an adjustment is called for: 

(/) Buildings, which are used for trade purposes in- 
cluding premiums paid for a limited tenure of land. 

(g) Machinery of all kinds, including ships, vehicles, 
and other forms of transport. 

(h) Trading stocks of raw materials, semi-processed 
and fully processed goods. Stocks of engineering stores 
and spare parts which are held for use either for pur- 
poses of construction for sale or for repair and main- 
tenance of existing buildings and machinery, are similar 
to trading stock. 

On the liabilities side of the balance sheet, no adjustment 

is called for : 

(/) Trade creditors, because they correspond with 
debtors in another enterprise. No adjustment is needed 
even when creditors exceed debtors and cash in a par- 
ticular business, because they are money claims. 

• (;') Loan capital. The owners of loan capital are 
creditors with a title to money which can only become 
a title .to the underlying assets in the event of default 
and even then only to the extent of their money claims. 

( k ) Fixed Preference shares. The owners of fixed 
preference shares are members of the company. It lS 
open to argument that the debasement of the currency 
is a factor which was not in contemplation at the time 
of the contract of association and that the change in 
relative position compared with the holders of the 
Ordinary shares should be recognised by an adjustment 
of the Articles of Association. Against that it can be 
argued that the preference shareholder made his bargain 
with his eyes open. In return for greater security he 
made his choice not to participate in the marginal profit 
or loss attaching to the equity. Moreover, the shares 
have changed hands since they were issued and some are 
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recent issues where the facts were clear. The adjustment, 
if any, of rights between the members of the company 
who hold fixed .preference shares and members who hold 
ordinary shares should be left to the company itself to 
settle by methods which are open under the Companies 
Act in the light of its own situation. 

In summary, the object of calculating profits by deduct- 
ing expenses of current value from current receipts can 
be achieved by adjusting the costs of trading stock and 
the costs of the manufacturing and distributive equip- 
ment to current values. 

Whether the adoption of the principle should be optional 
or compulsory 

2. Although it is not strictly logical to the argument, 
it may overcome some doubts and practical difficulties 
if the taxpayer had the option to declare his profits 
on the basis of current costs. It would follow that the 
option was irrevocable, that it would bind the taxpayer 
for future years and embrace his stocks and his fixed 
assets. That is to say, he would choose the principle 
completely or not at all. 

For tax purposes there is no grouping of subsidiary 
companies except for Profits Tax where it is optional 
to aggregate the profits of United Kingdom subsidiaries in 
which the principal company owns 75 per cent, of the 
Ordinary Shares. It would be necessary to have the 
same basis of stating the profits in all the -members of 
the elected group. 

To leave the taxpayer free ,to elect or reject the principle 
of reporting his profits on the basis of current costs has 
the virtue of putting on the taxpayer the responsibility 
for his decision. He would need to consider his decision 
by reference to his view of future price levels, his pro- 
gramme of expansion or of alternative development, and 
the effect on the business. It would not be merely a 
desire to claim a present tax benefit. The consequences 
would be serious enough to assure that it was a responsible 
decision. Reserves created under this principle would be 
locked up in the business automatically, and available 
profits would be smaller during rising prices and larger 
during falling prices. 

Further, no taxpayer could claim the option unless he 
had the figures and records in complete enough detail to 
enable the principle to be applied with reasonable accuracy. 
This does not mean that the administration should reject 
the election for immaterial gaps in the information. Since 
the current cost basis has not been admitted in the past 
and there has been no financial inducement, but rather the 
contrary, to record cost and dates of purchase of fixed 
assets, some interval should be given to build up the 
method of book-keeping to produce the data necessary for 
the principle. 

This obligation to attain a necessary standard of book- 
keeping would cut out small businesses whose accounting 
is rough and ready. It would take much of the force 
out of the criticism .that administrative labour would be 
serious for taxpayers and Inspectors of Taxes to deviate 
from conventional cost calculations. The keeping of the 
stock records and the fixed asset records can be done by 
normal businesses in their stride when once the principles 
were defined to satisfy accounting and tax requirements. 

Part II 

Trading Stocks and Maintenance Stores 

3. The principle of accounting on the basis of current 
costs assumes that sales should be related to the current 
or most -recent purchases. In a free market that is the 
basis of price fixing. To calculate profit in this manner 
cuts out the distortion due to the time lag between making 
the purchase plus the processing costs and effecting the 
sale. It also cuts out the identification of the goods which 
are' purchased with the goods that are sold. Since the 
sales are deemed to be made out of latest purchases, 
it follows that the unsold stock consists of the earliest 
purchases starting with the stock on hand at the date of 
the election to adopt current costs accounting. 

The following is an adaptation, of the L.I.F.O. method 
of stock valuation which is the second of the three alterna- 
tives mentioned in para. 18 of this note. Starting with 
the year for which the taxpayer elects to use the L-I-F.O. 
method : 
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First, write up the opening stock from cost-or-market 
to cost ; 

Second, value the year end stock both at actual cost 
prices and at the prices ruling at the beginning of the 
year. This establishes the percentage rise in prices 
since the beginning of the year ; 

Third, measure the movement in volume of the stock 
during the year by comparing the opening and clbsing 
stock both valued at opening prices ; 

Fourth, if the volume at the end is smaller than at 
the beginning, the stock at the end is deemed to consist 
entirely of the stock which was on hand at the begin- 
ning. Debit profit and loss and credit stock reserve with 
a sum equal to the difference between the value of the 
closing stock valued at cost and valued at opening 
prices ; 

Fifth, if on the other hand the stock is greater in 
volume at the end than at the beginning, the closing 
stock is deemed to consist primarily of the opening stock 
plus additions taken in at cost. Debit profits and loss 
and credit stock reserve with a sum equal to the differ- 
ence between the opening stock valued at opening prices 
and a similar volume of closing stock valued at cost. 

The closing stock should be stated at cost in, the balance 
sheet and the reserve shown separately either on the 
liability side or as a deduction from stock valued at cost. 
During the year the stock consumption would be charged 
to operating at cost. The reserve would be revised annually 
and the differences charged or credited to profit and loss. 
The reserve could be treated as being applicable to the 
aggregate stock for the purpose of calculating yearly 
movements. This obviates keeping a date on the annual 
accretions to or reductions of the reserve. 

The above method is based on the system at present 
in operation in the United States with the following 
differences : 

(1) In the United States the amount of the difference 
in stock valuation on, the L.I.F.O. method and the 
valuation on full cost method is not disclosed. Since 
on the “ dollar value ” method, which is the latest 
development of the L.I.F.O. method, stock is valued 
both at cost and at the base L.I.F.O. values, there is 
no extra work to disclose that difference by stating 
the gross cost value of the stock and the reserve neces- 
sary to reduce it to the L.I.F.O. values. 

Moreover, the separate statement of the reserve is 
needed to provide a safeguard to the taxpayer. Since 
inflation has already advanced a long way without 
-recognition for tax purposes it would be fair to require 
that if the cumulative reserve .should become a minus 
quantity owing to a fall in prices the minus should 
not be added to taxable profits. 

(2) In the United States the taxpayer can elect to 
apply the L.I.F.O. method to some parts of his stock 
and not to others according as it benefits him. Additional 
parts can be brought in later, if elected, but no part 
once elected can be taken out and valued otherwise. This 
option to pick and choose seems to be inconsistent with 
the principle, and it seems better to have the election 
include all stocks or none. 

The method suggested does not necessitate the com- 
pilation of an official index of prices. In the U.S.A. 
there is an official index of retail prices for use by 
departmental stores and other retailers who adopt the 
L.I.F.O. method, but there is none for other businesses. 
The price movement ds derived from the taxpayer’s own 
costings and is therefore suited to his particular busi- 
ness which a national index could never be because of 
the arbitrary weighting which has to be adopted and 
the variation of prices in different parts of the country. 
Since stock values are now accepted on the taxpayer’s 
accounts it would not open, a door to abuse if the 
calculations, certified by the auditor, were based on the 
taxpayer’s stock list prices. All -the figures are cost 
figures at some date and can be verified by invoices. 

Illustrative examples are submitted. 
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EXAMPLES OF STOCK RESERVES 
Decrease followed by increase in volume of stock 



First year £ 

Closing stock valued at actual cost ... ... 4,500 

Closing stock valued at prices ruling at beginning 
of year 3,600 

Price movement during the year 900 

Expressed as percentage of opening prices 125 % 

Opening stock valued at actual cost 4,800 

Closing stock valued at opening prices 3,600 

Reduction in volume at opening prices 1,200 



Since the closing stock is smaller in volume than 
the opening stock the reserve is restricted to the 
difference in value between the closing stock at 
closing prices and the closing stock at opening 



prices, i.e. — 

Closing stock valued at actual cost 4,500 

Closing stock valued at opening prices 3,600 

Reserve to reduce closing stock to opening prices . . . 900 

In the balance sheet the stock would be entered as 
follows : — 

£ Dr. 

Stock at cost 4,500 

Less reserve 900 3,600 

Second year 

Closing stock valued at actual cost 7,200 

Closing stock valued at opening prices 6,000 

Price movement during the year 1,200 

Expressed as a percentage of opening prices ... 120% 

Opening stock valued at actual cost 4,500 

Closing stock valued at opening prices 6,000 

Increase in volume at opening prices 1,500 

Increase revalued at closing prices £1,500 x 120% 1,800 
Opening stock at cost less reserve (see above) . . . 3,600 

Net value of closing stock 5,400 

Gross value of closing stock ... 7,200 

Cumulative Reserve required for the two years . . . 1,800 



Second year £ 

Closing stock valued at actual cost 4 32Q 

Closing stock valued at opening prices 3*600 

720 



Expressed as a percentage of opening prices 

Opening stock valued at actual cost 
Closing stock valued at opening prices 



- 120 % 

••• 6,000 
- 3,600 



Decrease in volume at opening prices 



- 2,400 



The reduction in volume exceeds the increase of 
the previous year and absorbs part of the initial 
stock. 



Alternative 1. Assume that the decrease absorbs the 
increase of the purchases of the first year 
and therefore the stock at the end of the 
second year is the residue of the opening 
stock of the first year. On this basis the 
reserve would be £1,440 as follows 

End of second year stock at end of first year prices is £3,600. 

These prices are to the opening prices of the first year as 
125 is to 100. 

Therefore revalued at opening prices of the first year the 
value is: — 



The end of the second year stock at end of the 
year prices is 



£ 

2,880 

4,320 



Reserve needed £1 440 



Alternative 2. The cost of the first year stock can be 
averaged at the net value (less reserve) of 
£4,950 and the reduction of volume can be 
valued at the average price. This would 
give an end price of 

3,600 £ 

6,000 of “’ 950 - WO 

End of second year stock at end of second year 
prices is ... 4 320 

Reserve needed £1,350 



The difference between Alternative 1 and Alternative 2 is 
that part of the dearer purchases of the first year are assumed 
to be still in stock at the end of the second year. Alternative 2 
is to be preferred so as to avoid recording the years of the 
successive increases and decreases of volume. 



Increase followed by decrease in volume of stock 

First year £ 

Closing stock valued at actual cost 6,000 

Closing stock valued at opening prices ... ... 4 800 

Price movement during the year 1,200 

Expressed as a percentage of opening prices ... 125 % 

Opening stock valued at actual cost 4,200 

Closing stock valued at opening prices 4*800 

Increase in volume at opening prices 600 

Increase revalued at closing prices £600 X 125 % 750 

Opening stock at cost 4,200 

Net value of closing stock 4 950 

Gross value of closing stock 6,000 

Reserve required 1050 

In the balance sheet the stock would appear as: — ’ 

£ 

Stock at cost 6,000 

Less reserve l’o50 4,950 



Part III 

Fixed Assets Depreciation : 

1. General: 

(a) The term fixed assets covers machinery of all 
kinds which now ranks for wear and tear allowances, 
industrial buildings which now rank for allowances, 
commercial buildings for which no allowance is now 
made but for which a depreciation allowance is recom- 
mended, premiums paid for leases, and generally all 
capital assets which are to be depreciated over more 
years than one under the broad prinoiple recommended 
by the Committee in para. 259. 

(b) The objective is to adapt the existing scheme of 
allowances to a recognition of the difference in money 
values between the year of purchase and the year in 
which the allowance is given. 

The .practical difficulties arise from : 

(a) The disturbance to the annual rate of allowances 
caused by initial allowances given to fixed assets 
acquired between April, 1946, and April, 1952. 

(b) The co-existence of the prime cost basis of allow- 
ances with the reducing value basis. 

(*•) The grant of allowances part way through the 
life of the asset, e.g., industrial buildings for 1946-47 and 
future and commercial buildings from a future date! 
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(d) The adoption of the current cost principle for 
calculating annual allowances part way through the 
life of the asset. 

<e) The calculation of the balancing allowance or 
charge. This is more difficult than the calculation of 
the annual charge because it necessitates a review of 
the total life of the asset. 

(f) The absence of agreed price statistics for various 
types of assets over the past years. 

(g) The possible deficiency of accounting records. 

No ready formula presents itself for the simultaneous 
solution of these practical difficulties but if the problem 
is taken to pieces and considered in steps the lines of a 
scheme may emerge. 

2. Prime cost basis assets : 

(а) Annual allowance. For this type of asset there is 
known : 

(i) cost and date of purchase ; 

(ii) current cost of replacing it as new at the end 
of the year ; 

(iii) the ratio or percentage of current cost to first 
cost. This is the price percentage for the year. 

Therefore the annual instalment of depreciation on 
the first cost multiplied by the price percentage for the 
year is the current cost of depreciation for the year. 
This sum can differ each year with the rise or fall 
of the price level for the year in relation to first cost. 

(б) Final allowance or charge : 

If the asset is scrapped after the end of its expected 
life and there is no (or no material) disposal value, 
there is no final adjustment to make. If, however, 
it is scrapped before it has been fully amortised, there 
is a final adjustment to make in the year of scrapping 
which is similar to the calculation on a sale for value 
which is considered next. 

If the asset is sold for a price, a final allowance or 
charge is due to be calculated. 

Assuming the plant is purchased after the date of 
the election to use current costs, the annual allowances 
will have been given in various currencies depending 
on the price level for the year. These need to be 
converted to the currency of the year of disposal in 
order to be compared with the disposal proceeds. The 
residue is the first cost converted to the currency of 
the year of disposal reduced by the annual allowances 
similarly converted. The difference between the 
residue and the sale proceeds is the balancing allow- 
ance or charge. 

Assuming the plant was purchased before the year 
of election, the initial and annual allowances will have 
been given as percentages of first cost for years before 
the election year and as percentages of a moving con- 
verted current cost for the post-election years. 

If the plant is scrapped after the end of its expected 
life with no (or no material) disposal proceeds, no 
final adjustment is needed. 

If the plant is sold for value or scrapped before its 
time, a final adjustment is needed. As in the case of 
the .plant purchased in or after the election year, each 
of the annual allowances and the initial allowances 
need to be converted into the currency of the year of 
disposal. The pre-election allowances, both initial and 
annual, would be converted at the full rate of 
exchange between first cost and the currency of the 
disposal year regardless of the fact that they were 
not allowed in the appropriate currency which would 
have applied if election had been from the start. The 
sum of the converted allowances deducted from the 
converted first cost gives the residue in the currency 
of the year of disposal. The sale proceeds compared 
with that residue give the final adjustment. The 
balancing charge, however, should be limited to the 
allowances actually given without conversion because 
strictly it is a correction of the allowances given in 
those years. 

16739 



Scientific research assets and agricultural develop- 
ment are on a prime cost basis and do not need 

different treatment. 

3. Written down value assets : 

A more difficult problem is presented by the assets 
which are now recorded for tax purposes in a global 
sum for a group or "class of machinery and amortised 
on the reducing value basis. The absence of knowledge 
of cost and date of purchase is fatal to a calculation 
on the same lines as prime cost basis assets. The only 
. known facts are the global written down value based 
on firsf cost of acquisitions at unknown dates and there- 
fore of unknown currencies. 

Assuming it is quite impossible to estimate cost and 
date of purchase, the following procedure would give 
partial relief. 

Future movements of money values can be recog- 
nised by varying the future annual allowances and by 
varying the cash proceeds of sales which are deducted 
from the global figure. The annual allowances would 
be calculated by taking five-fourths of the agreed per- 
centage of the global sum and by writing that allowance 
up (or down) in the percentage which the price level 
at the end of the basis year bore to the price level at 
the beginning of the basis year for the year of assess- 
ment. Only the unadjusted allowance would be deducted 
from the global written down value because both are 
in the same currency. In following years the annual 
allowance would be calculated in the normal way and 
then adjusted 'for price changes by reference to the per- 
centage which the price level at the end of the basis 
year bore to the price level at the beginning of the 
basis year for the year in which the election was made 
(not the price level of the preceding year). If an asset 
was scrapped for no value, no sum is added to or 
deducted from the global sum of written down values. 
Any residue of value for that scrapped plant (being 
unknown but certainly not zero) remains in the global 
sum and forms part of future annual allowances. 

If an asset is sold for value the sale proceeds would 
be in the currency of the year of disposal. Therefore 
the sale proceeds which should be deducted from the 
global written down sum should be converted to the 
currency of the global sum by reference to the per- 
centage which the currency of the year of disposal bore 
to the currency of the beginning of the basis year of 
election. 

Since no regard has been paid to price rises before 
thie election year it would be only fair that the addition 
to the normal annual allowance should be separately 
recorded and that the cumulative sum of the adjust- 
ments should never be a minus quantity. 

4. It is not, however, inevitable to follow the above 
partial method. Certainly for all new plant cost and date 
of purchase can be recorded. As regards existing plant, 
the global figure can be analysed into years of purchase 
■by working out the residues of the most recent purchases 
for as many years back as will produce a total sum equal 
to the global residue. This only requires to be done once 
and the element of error is against the taxpayer and in 
favour of the Revenue because it' tends to eliminate the 
oldest plant with the greatest price differential. When the 
global residue has thus been broken up into years of 
purchase, first cost, and allowances given, the calculation 
can continue on the prime cost basis. 

The calculation of depreciation allowances by reference 
to a global sum on the reducing value basis is a device 
invented by the Revenue to save arithmetic. It is not a 
proper accounting method and it cannot be strained to 
do more than the rough and ready work for which it 
was devised. No normal business keeps its fixed assets 
records in that manner. It is a handicap when balancing 
allowances and charges have to be calculated because the 
disposals have to be grouped into years of purchase and 
the complete calculation of the residue has to be done 
again separately. ' The method can be made to work with 
variations in price changes but with some difficulty. It is 
questionable whether the effort is really necessary. 

If a taxpayer elects to adopt the current cost basis 
for fixed assets he can assume the task of keeping the 

A 4 
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fixed asset records. Every business of any size which is 
conducted with normal efficiency has its fixed asset records 
and depreciation reserves so laid out that they are routine 
work for the office. With initial allowances out of the 
way the records can be so laid out as to satisfy accounting 
and tax requirements. For instance, by the method sug- 
gested above the assets could be kept in terms of first cost 



• and amortised in the same terms. The price adjustments 
to the annual allowances would be an additional sum 
debited to profit and loss account and credited to a capital 
reserve, a record of which would be kept on the fixed 
asset cards or ledgers for each separate asset. This pro- 
cedure obviates revaluing the assets themselves to reflect 
price changes from time to time. 



EXTRACT FROM FURTHER MEMORANDUM SUBMITTED BY 
THE ASSOCIATION OF BRITISH CHAMBERS OF COMMERCE 

Heading B : PARTICULAR MATTERS 



Question 5 

“ (a) Are there any kinds of profits, or income, which are 
not charged but should be, or which are charged but 
should not be? 

In particular — 

“(b) Is the present distinction between profits liable to 
charge and those not liable to charge as being capital 
profits, satisfactory?’’ 

2. This item was further elaborated by question and 
answer in the House of Commons, 6th February, 1952, 
which made it clear that the terms of reference entitle 
the Commission to consider the question of charging to 
Income Tax or Profits Tax any profit ranking as a capital 
profit under the existing law which might reasonably be 
brought within the scope of those taxes. 

Extension or Contraction of the Meaning of Income 

3. The witnesses interpret the question to involve a 
consideration of the definition of income (or profits). It 
does not admit consideration of an annual tax on capital 
nor of a once-for-all levy on capital. It does not envisage 
a separate tax on advantages, benefits, or increases in 
wealth which may fall outside the definition of income 
(or profits) for the purpose of Income Tax or Profits 
Tax, but could admit a particular rate of tax for any such 
advantages, benefits, or increases in wealth. 

Contraction of the Definition of Income 

4. As regards income or profits which are now charged 
and which should not be charged, the witnesses have pre- 
viously referred to : 

(i) the exclusion of nominal or unreal profits which 
are due to the general rise in prices ; 

(ii) the exclusion of all or part of the income or profits 
which arise overseas. 

United States Definition of Income 

5. The discussion has been influenced by the suggestion 
by a political party of a tax on capital profits and by 
references to a tax on “ capital gains ” said to be levied 
in the United States. It may be relevant to note that 
there is. no separate tax on capital gains in the United 
States. The general definition of Gross Income includes 
“gains, profits, and income derived from salaries, wages, 

. or compensation for personal service of whatever kind 
and in whatever form paid, or from professions, vocations, 
trades, businesses, commerce or sales or dealings in 
property whether real or personal growing out of the 
ownership or use of or interest in such property ; also 
from interest, rent, dividends, securities or the transaction 
of any business carried on for gain or profit or gains or 
profits and income derived from any source whatever.” 
Then Section 117 of the Revenue Code picks out the 
profits or losses arising from the transfer of certain capital 
assets defined in the section and prescribes a special treat- 
ment for them and alternative rates of tax from the rates 
laid down for other forms of net income. The inclusion 
of exceptional profits or gains (and consequently of 
exceptional losses) in the- sweeping definition of income 
has caused considerable trouble and repeated amendments 
to the Revenue Code and a satisfactory solution has not 
yet been found. Also by tacit consent, transactions in 
personal property, such as motor cars, jewellery, furniture, 
clothing, are ignored unless they are required for “a 
gainful purpose.” The United States is to some extent 
embarrassed by the width of its definition of income and 
.provisions are necessary to exclude matters from it. The 
most recent exclusion i§ the difference between the market 



value at date of death and the value at the date of issue 
of shanes in a company given to an employee as part of 
his retirement pension. 

United Kingdom Definition of Income 

6. The United Kingdom situation is different inasmuch 
as income as such is not defined, but different types of 
income are described in five schedules and if a particular 
gain or advantage does not come within the description 
of any of the schedules the gain or advantage is not 
chargeable. In particular, the gain must be annual and, 
in the case of gains from exchanges or transfers of 
property, there is no charge unless the transaction is part 
of a trade or the transaction is for the purpose of gain. 
The residual section is Case VI, Schedule D, which picks 
up any income not charged under any other Schedule or 
Case. 

No Extension of Income Chargeable under Schedules A, 
B, and C 

7. The income definition for the types of income now 
charged under Schedules A, B, and C seem to be suffi- 
ciently comprehensive and the witnesses can think of 
nothing in those types of income which is omitted from 
charge which might be charged. Advantages derived from 
the ownership of land and natural resources other than 
the -rental value are considered under Schedule D, so as 
to relate the treatment of the payer with the recipient. 
Income Chargeable under Schedule E 

8. To take Schedule E next (and leave Schedule D to 
the last, because it is the most difficult), the definition of 
remuneration for services oilers scope for comment. 

There should be omitted the remuneration of a director 
of a United Kingdom company who is non-resident and 
whose services are performed abroad. This would reverse 
the principle of the decision in MacMillan v. Guest 
(24 T.C. 190) and put a director on the same footing as 
an overseas employee who is not a director. 

Per contra, the remuneration should be charged of a 
resident employee of a non-resident employer if the 
services are performed in the United Kingdom for more 
than six months in the tax year. 

Benefits in Kind 

9. Benefits in kind arising from an employment are not 
included in chargeable remuneration unless they can be 
turned into money or unless they are received by a director 
or by an employee whose remuneration exceeds £ 2 , 000 . 
All benefits in kind should, in principle, be included in 
chargable income at a valuation, but on practical grounds 
there should be a rule to exclude relatively unimportant 
benefits such as meals provided below cost price, tea money 
for overtime work, suggestion awards, prizes for examina- 
tions, participation in bulk buying schemes at preferentia 
rates, free issue of the products of the business for personal 
use of the employee, where the value is small. 

Free board and living accommodation should be valued 
by agreement with the employer under a discount for 
restriction -of liberty of choice. 

Leaving Payments 

10. There are included under this head various types of 
payment made at the end of the employment, the tax 
treatment of which is not completely logical. 

Wages in lieu of notice and compensation for loss of 
office, which are assured to -the employee by the terms 
of his employment, are presently taxable in the year m 
which they become due, In practice, wages in lieu of 
notice are not taxed. 
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Wages paid in excess of the amount which would be 
Legally due on notice, and compensation for loss of office 
which was not contracted for under the terms of the 
employment, are not now regarded as income. They are - 
regarded as damages paid for loss of the source of income. 
This is so, whether the sum paid is based on an estimate 
of what the court would award if the breach of contract 
were litigated or whether they are based on a calculated 
scale of a fraction of the remuneration for each year of 
service. 

Leaving gratuities are paid which may or may not be 
related to the salary and years of service. They are not 
now regarded as taxable income where the employee has 
not a right to them by his terms of service. 

It is difficult to draw a firm line inside which the 
receipts are income and outside which they are capital. 
The test of whether the receipt is provided for by the 
contract of service is not satisfactory. The terms of 
service are often not reduced to writing in which case 
a consistent practice followed by an employer, which was 
known to the employees, could be said to be a term of 
service, in spite of statements that the sums were in the 
discretion of the employer. 

Pure damages for breach of contract are capital. All 
other leaving payments are income in the sense that they 
arise from employment. This view sets on one side the 
consideration of whether the payment arises by virtue 
of carrying on the employment or by virtue of the 
cessation of it. Having said that, one cannot go on to 
say that such other payments must necessarily be taxable 
income. Leaving payments form part of the problem of 
retirement pensions, whether they are paid late or early 
in life. 

Retirement Benefits 

11. The tax-free benefits arising from retirement schemes 
are under consideration by the second Millard Tucker 
Committee. It is not necessary to repeat the representa- 
tions made to it. 

National Insurance Act Receipts 

12. Unemployment benefit, sickness benefit, and 
maternity benefit receivable by persons insured under the 
National Insurance Act are by nature income. Section 24, 
Finance Act, 1949 (section 525, Income Tax Act, 1952) 
was wrong in principle in exempting them. 

The witnesses have endeavoured, in their evidence to 
the Millard Tucker Committee on Retirement Benefits, 
to establish the principle that contributions to purchase a 
retirement pension should be deducted from taxable in- 
come and that the pension should be treated as ' taxable 
income when it is payable. They therefore .must depre- 
cate a provision which goes in the opposite direction, 
especially as it has the effect of increasing the tax charge 
on the contributors. It is recognised that there are admi- 
nistrative difficulties in tracing -and taxing the benefits, 
which may, to some extent, justify the deviation from 
principle, but those difficulties arise from the practice 
of making tax-deduction under P.A.Y.E. the final assess- 
ment. Elsewhere, under Question 13, the witnesses have 
suggested a modification of this practice which, if adopted, 
would obviate the administrative difficulty of taxing the 
benefits under the National Insurance Act, and enable the 
desired principle to be preserved. 

Income under Schedule D 

13. The main discussion of amendments to the definition 
of income centres round benefits or surpluses which, if 
they were income, would fall to be assessed under 
Schedule D. 

Casual or sporadic receipts for services rendered are 
already included in taxable income. 

Premiums and Discounts on Loans 

14. Premiums on the repayment of loans, including re- 
payment at par of loans issued at a discount, should be 
treated as additional interest on the loan, both for the 
payer and the recipient. That infers that the decision 
in Lomax v. Peter Dixon and Son Limited, 25 T.C. 353, 
is contrary to the commercial understanding of such 
arrangements. 

The witnesses have submitted to the Millard Tucker 
Committee on the Definition of Taxable Business Income 



that premiums on the repayment of loans and discounts on 
the issue of loans are business expenses because they are 
similar to the interest cost of borrowing money. It would 
logically follow that they should be regarded as income 
of the recipients, thus overriding the decision in Lomax v. 
Peter Dixon and Son Limited, 25 T.C. 353. 

The Millard Tucker report did not accept the submis- 
sion on behalf of business borrowers and if the Royal 
Commission agrees with the Committee on this point it 
would be logical to treat the recipient of premiums and 
discounts as having received an accretion of capital, tax 
on which had been paid by the borrower. 

Existing loans on these terms have been arranged with 
the present tax situation in mind, and to alter the tax 
treatment of discounts and premiums may involve some 
transitional arrangements. 

In a survey of the definition of taxable income, it is 
proper to recall that the main commercial purpose of 
discounts and premiums on loans is to shade the yield 
of interest more finely than is convenient to express it in 
the rate itself. If the Commission should decide to 
recommend an alteration of the present tax treatment, the 
alteration would be expected to affect both the borrower 
and the lender. 

Foreign Exchange Profits or Losses 

15. Realised profits and losses on foreign currency, 
balances and claims arising from trading should be in- 
cluded in computing business income. The decision in 
McKinlay v. H. T. Jenkins and Sons Limited, 10 T.C. 372, 
was based on a too narrow definition of business profits. 
Just as the witnesses object to a narrow definition of 
expenditure made for the purposes of the trade, they 
admit a wider conception of profits made in the course of 
trade. 

Transfers of Property 

16. The main topic of discussion arises from surpluses 
on transfers of property which now are excluded from the 
concept of income. They have been given the misleading 
description of “ capital gains ” which is ambiguous. It 
can mean gains arising from transactions with capital or, 
alternatively, gains of any description which are now 
treated as capital for Income Tax purposes. Both mean- 
ings beg the question by calling the surpluses “ gains 

17. Property is a very wide term. It is necessary to 
analyse it into types of transactions or possibly types of 
property before any reasonable deduction can be drawn 
that the result of the transaction either is or is not now 
included in income and that some transactions now ex- 
cluded should be included. American precedents are of 
little use because of the different structure of their tax 
law. For example, in the United States company profits 
are taxed in the hands of the company and dividends out 
of those taxed profits are again taxed in the hands of 
shareholders as a separate fresh source of income. In 
the United Kingdom, the Income Tax paid by the company 
is treated as having franked the dividends received by the 
shareholders for the standard rate of tax. 

Personal Effects and Dwelling Houses 

18. In the first place it is proper to dismiss the pos- 
sibility or desirability of taxing surpluses on transfers of 
personal property, by which expression is meant goods 
acquired for personal use, amenity, or enjoyment, which 
are not acquired for the .purpose of resale. It includes 
furniture, jewellery, private cars, works of art, and 
apparel. It also includes a house acquired for occupation 
by the owner or his dependents. 

For one thing it is impossible to discover or to check 
such transfers. Moreover to tax surpluses should involve 
the allowance of losses, and losses include destruction 
and scrapping through age as well as losses on sale, and 
to admit them is to admit personal domestic expendi- 
ture as a deduction from taxable income. 

Gambling 

19. The second exclusion would be surpluses arising 
from bets, football pools, and other wagers, whether legal 
or illegal, unless the practice or betting is a profession. 
There are more losses than surpluses because the organi- 
sers or stake-holders and the Betting Duty and Pools Duty 
take part of the stakes and leave only a balance for 
prizes. This type of surplus is already taxed by other 
forms of taxation. 
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Sales of Property between persons not engaged in business 

20. The third type of exclusion concerns transfers of 
income-producing assets between persons not engaged in 
trade. This can be a very wide class but the principle 
seems to be the same for the different types of assets. 

The purchase and sale of shares, stocks, and bonds can 
be analysed for the purpose of seeing whether there is a 
ground for extending the present concept of income. 

Persons buy investments normally in order to get an 
income from their savings. They sell them either because 
they have to dis-save, that is, to realise capital, in order 
to meet current expenses, or to change the investment 
in order to improve the yield or to avoid an expected 
reduction in yield. 

The fluctuations in value can arise from the following 
. causes:: — . 

( a ) An excess of buyers over sellers causes the market 
price to rise and the reverse causes a fall. 

(b) An increase in expected dividends will cause the 
shares to rise, a decrease causes them to fall. 

(c) An increase in retained profits of a company in- 
creases the expectation of future dividends and causes 
shares to rise in value. 

(d) A general rise in interest rate will reduce the 
capital value of shares, a general fall in interest rate 
causes the capital value to rise. 

(c) A fall in the value of money causes equity stocks 
to rise whilst fixed interest stocks remain constant in 
capital value expressed in depreciated money. 

As regards (a) the effect of demand and supply must 
produce more losses than profits in the aggregate, be- 
cause the brokers and jobbers take their remuneration 
for services and the State levies a stamp duty. 

As regards (b) and (c) the profits in question which cause 
the rise have themselves been fully taxed 'on the company. 
It seems to be unreasonable to suggest a further tax on a 
surplus on the sale of the capitalised value of those profits, 
and, consequently, to deduct a loss from taxable income. 

So far as surpluses or deficits arise from a lowering or 
raising of the general rate of interest, it is recalled that 
the Government control the rate of interest. It would 
be an odd result of a decision to alter the rate of interest 
on general financial grounds if a tax on surpluses on 
investment transfers followed a reduction of the rate and 
a rebate of tax on losses followed an increase in the 
rate of interest. 

As regards (e) it would be unjust to tax the purely infla- 
tionary rise in value of equity shares. Such a rise is not 
income ; it is merely a preservation of capital which looks 
like an increase in wealth because other forms of capital 
shrink in value. Correspondingly, an apparent fall in 
value during deflation is not a loss which should be 
allowed against taxable income. 

It is relatively easy to turn a fall "in value of shares 
into a realised loss, at a moment when it suits the tax- 
payer, by selling his shares and by buying shares of a 
similar class which are bound to be equally depressed. 
He can then wait until the market rises, having cashed 
in his tax rebate. It is more difficult to dispose of a 
valuable share without incurring the tax liability on the 
gain, but the taxpayer with a fluctuating income can 
choose his moment to take the gain and to establish a 
new cost for the switch investment in readiness for the 
next drop in value. 

21. The same objections appear to be valid for any 
kind of investment which is transferred between persons 
who are not engaged in business. The graphic case is 
that of the owner-occupier of a home. If he owned a 
house purchased in 1939 for £1,000, the general fall in the 
value of money and shortage of houses with vacant posses- 
sion will have created a rise in market to say £3,000. So 
long as he continues to live in it no surplus arises. If the 
circumstances of his livelihood cause him to move to 
another town he would have to sell the house and realise 
a so-called surplus of £2,000. But he would require all 
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the sale proceeds and more to buy another house in the 
town to which he removed, owing to legal expenses, stamos 
and removal costs. In the end he would have a house no 
better than his previous house and would have lost the 
removal costs. If there were a tax on surpluses he would 
be liable for tax on £2,000. 

It is the same with other types of savings. So long as 
the taxpayer does not change the form of his savings, there 
would be no liability. If he ventures to change the' form 
of his savings a liability would arise. 

A tax on surpluses and a rebate on losses could only 
toe applied at the time when the surpluses or losses were 
realised by an actual sale. It is impossible to follow the 
unrealised rises and falls in value whilst the investment 
remains in the same ownership. A tax would seriously 
distort the normal flow of investment and frustrate the 
main purpose of investment markets to determine price 
if large volumes of purchases or sales were made for 
personal tax reasons. It has proved impossible in the 
United States to counteract or to remedy the reactions 
of investment deals which were organised mainly in order 
to economise on taxes. 

Transfers where one party is in business and the other is 
not 

22. Following the classification of transactions by 
reference to the circumstances that the persons concerned 
are or are not in business, the next class of transactions 
appears to be those where one person is in business and 
the other is not. We would equally rule out this class 
were it not for claims which we have made for business 
to write off the cost of acquiring the asset and were it 
not for the principle mentioned with caution in paragraphs 
145-6 of the Millard Tucker Report and repeated in. the 
discussion on Leasehold Property, paragraphs 225-7. 

23. Where the buyer is in business and claims to amortise 
for tax purposes the cost of an asset purchased from a 
person who is not in business, the situation of the seller 
would normally be examined, primarily to ascertain if the 
transaction had been effected on an arm’s length basis. 
Section 59 of the Income Tax Act. 1945 (Section 327. 
Income Tax Act, 1952) would cover this contingency. 

Assuming the sale is at the full market price of the 
asset, the seller who is not in business should not be in 
any different position for having sold to a business buyer 
than if he had sold to a private person who was not in 
business. Any surplus or deficit he may realise on 
changing his investment should not be recognised for tax 
purposes for the reasons mentioned in paragraph 20. 

Premiums for Leaseholds 

24. We have dealt with the consideration paid for a 
long or short lease of a building by abandoning the attempt 
to shift the incidence of the tax from the lessee to the . 
lessor on condition that the lessor should not include the 
receipt in his income. 

Purchase of Natural Resources 

25. Consideration paid for the licence to use natural 
resources is different from a premium paid for the posses- 
sion of leasehold land, because the natural resources are 
used up and nothing useful is left behind after the resources 
are worked out. The operator in effect buys the natural 
resources and consumes them in his business. He should 
have the cost allowed as a charge. 

But when one comes to consider the situation of the 
seller of the natural resources the same type of difficulties 
arise as in the case of leasehold premises. The seller has 
sold a potential source of income. He had the choice of 
receiving royalties which are taxable on him and allowable 
to the seller, or of selling the right to consume the natural 
resources for a capital sum. Whether the land without its 
natural resources is included or excluded from the sale 
does not affect the problem. If the operator can write 
off the capital sum as he uses the natural resources, should 
the seller be charged on an equivalent sum? One would 
have liked to have found an answer but in fact it is not 
necessary. The Town and Country Planning Act, 1947, 
has appropriated to the State the rights to work natural 
resources (except agriculture, forestry, and fisheries) in the 
United Kingdom, and there is no possibility of taxing an 
overseas seller. 
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Transfers of Business 

26. Transfers between persons who are in business include 
transfers of businesses and parts of businesses as well as 
transfers of assets with no goodwill attaching. The transfer 
of businesses and parts of businesses can be analysed into 
consideration paid for goodwill and consideration paid for 
assets. Broken up in this way, transfers of businesses differ 
only from transfers of assets in the addition of a figure for 
goodwill. Transfers of assets involve balancing allowances 
and charges which are a separate subject considered below. 
As regards goodwill, it would be better not to include 
surpluses in income or to deduct losses from income. 
Goodwill is an intangible expectation of profits. It is 
difficult to value created goodwill and there is little logic 
in dealing with purchased goodwill in one manner and in 
created goodwill in another. It would be almost impossible 
effectively to allow the loss of goodwill because the trading 
losses which caused it would leave no profits against which 
it could be allowed and, by the time profits began to be 
earned again, the goodwill would be returning. 

Balancing Charges . 

27. As regards transfers of assets out of a business the 
machinery of balancing allowances and charges deals with 
the subject except in one respect. The balancing charges 
are limited to the allowances previously given. Leaving 
aside for the moment the complication of inflation, this 
limitation causes a loss of tax in the case of a sale of 
secondhand machinery at a price which exceeds first cost. 
The buyer can write off his cost but the seller is not 
charged on his profit. There is not now the same loss 
for buildings because the allowances are limited to the 
first cost of erection. But the witnesses have asked that 
the allowances should be based on the cost to the present 
owner. They have also asked for the same treatment to 
be given for non-industrial buildings. 



EXAMINATION 

4216. Chairman: Mr. Bower and Mr. Luxton, you gave 
evidence at an earlier time on the question of replace- 
ment cost, and we are grateful to you for the very full 
memorandum which you have let the members of the 
Commission have on this particular subject. You will 
appreciate that, by this time, the Commission have heard 
a .great deal of argument on the very difficult question of 
replacement cost, and you have put your point of view, 
if I may say so, very fully and very clearly ; so if we 
do not exhaust you with questions about the points which 
you raise, it is because they are very clearly in .the minds 
of the members of the Commission already. Your docu- 
ment I think was put in some .time ago, some months 
ago. Is there anything apart from the further docu- 
ment you have given us dealing with the Board’s memo- 
randum* that you would care to add in general?— Mr. 
Bower: No, Sir. Our .thought has developed since 
January when we were rather talking of finding the re- 
placement cost as the co-efficient with which to write 
up the depreciation charge, but on further thought it 
seems better to adopt a general price index rather than 
to try to find what may be the particular replacement 
cost of a particular asset. All we are trying to squeeze 
out is .the fall in the value of money, and the general 
price index seems to be the better instrument with which 
to do that rather than any particular index for any parti- 
cular asset in any particular business. Also it has the 
advantage of simplifying it very considerably because that 
is a co-efficient which is for everybody objectively fixed, 
and all that remains is the arithmetic. 

4217. Of course, the earlier system of an index stan- 
dard for each asset would lead to a great deal of addi- 
tional administrative complication? — Yes, besides being 
unreliable. 

4218. But I would like to ask you really one or two 
quite general questions on .this subject. It is your theme 
that in times when the purchasing value of the £ alters 
materially the old conception of business profits is in- 
appropriate? — Yes. 

4219. I follow the argument, but how far do you go 
in applying that principle, because we are dealing with 
it only as a principle which you say ought to be adopted 

* Not reproduced with these Minutps of Evidence. 



Therefore it is logical to concede that the seller should 
include in his income the excess of the sale price of 
depreciable business assets after revaluing his first cost 
in old pounds to pounds current at the date of sale. 
Corporate Distributions 

28. One final class of surplus needs to be examined, 
namely surpluses arising to shareholders on distributions 
by a corporate body otherwise than by way of dividend. 
Stock Dividends 

29. The law on bonus shares is accepted as regards 
shares of the same class or shares of a different class, but 
a distribution of bonus debentures should be treated as a 
distribution of cash net of tax. 

Surpluses on Liquidation 

30. At present there is no tax charge on the surplus — 
nor any allowance for a deficit — on liquidation of a com- 
pany after settling arrears of unpaid taxes, except the 
distribution charge for Profits Tax at varying rates 
according to the year of retention of the profit from 
distribution. This distribution charge in respect of profits 
retained between 1st January, 1947, and 31st December. 
1951, has been reduced to a net rate of Profits Tax after 
Income Tax by the Finance Act. 1952. The better course, 
however, is to cancel the distribution charge which arises 
solely by reason of liquidation of the company. 

The general principle of treating distributions on liquida- 
tion as capital seems to be sound in view of the fact that 
the profits during the life of the company have been 
subjected to Income Tax, Profits Tax, and Excess Profits 
Tax or Excess Profits Levy. The corporate taxes make up 
for any possible loss of Surtax due to non-distribution, 
whereas the Revenue have gained by not having to meet 
claims for repayment of standard rate Income Tax by 
those who are not liable to pay it. 

26.6.1952. 



OF WITNESSES 

for the purposes of taxation? If it is the right theory, 
the one you advocate, it cannot stop there, can it ? — We 
really ought .to say it ( should not begin there. It should 
begin in the practice of accounting and taxation should 
follow what is .general business practice in that respect. 
When you say how far do you take it, do you mean in 
respect of the assets or liabilities? 

4220. No, I did not mean that. I meant if the theory 
you put forward is the right principle, then it ought to be 
adopted for the ascertainment of business profits gener- 
ally.— Yes. 

4221. Could you say that it is today? — No, those people 
whose attention has been drawn to it are certainly making 
such provision as they can, or as they know how, with 
the advice of their auditors, but one could not say tha t 
over the broad run of industry the majority are adopting 
this theory. They are rather setting aside general 
reserves without particular earmarking. 

4222. It would enter also into the question of .the prices 
which a business would be entitled to charge for its pro- 
ducts?— That is the beginning of things I would say. If 
the price policy is not right the profits are not .there with 
which to make any adjustment. 

4223. Do you think today that it is widely adopted as 
a measure of . . . . — Price policy? 

4224. Yes. — Yes, except where competition happens {o 
be very severe, or where businesses are pinned down by 
price limitation or some other form of price control by a 
Government Department. 

4225. It would come into consideration, I suppose, of 
wage negotiations too? — Certainly. 

4226. To what extent, as you have wide experience of 
these things, does it come in today? — Into wage 
discussions? 

4227. Yes. — I could not say.- I have not got wide 
experience of wage discussions. 

^ 4228. I was thinking of your Association generally.. — 

4229. That is what was troubling me really as a general 
principle, that, in a sense, of course, taxation might lead 
the way, but it- does involve the general question of 
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accounting and many other very wide considerations 
affecting social life as well. — Yes, that is the strongest 
reason why it should be adopted. Taxation comes second, 
although taxation may have been the spur or the goad 
which has started the enquiry or has directed attention 
to it. The damage caused by taxes has shown that there 
is something seriously wrong with the methods of cal- 
culating profits, and it has led up to an investigation of 
accounting principles. 

4230. There is another general question I want you to 
enlarge upon for my help. There is implicit in this theory 
the idea that the business ought to be allowed to main- 
tain a constant volume of trade, as it were, out of tax 
free resources. I think I am making it clear? — Yes. 

4231. But I have thought, in approaching this matter, 
that businesses expanded and contracted their volume 
according to economic circumstances? — Yes. 

4232. Conditions of trade? — -Yes. 

4233. Among other things their own financial position? 
—Yes.. 

4234. What is the standard that shows what volume of 
business ought to be entitled to be maintained? — I agree 
that the point is difficult. It really means trying to define 
what is the normal productive capacity, which involves 
saying what is the normal means of producing things, 
and what is the normal stock that one would carry, and 
since one is dealing with something indefinite the only 
thing you could start with was the volume of productive 
capacity at the moment you started following current 

4235. I follow that. It is not any good looking back 
at a pre-war year, is it, and saying, even if you could 
find a way of eliminating the problem of new businesses, 
that is the normal standard? — No, because the pattern 
•has changed since pre-war, and it is hopeless to try to make 
any retrospective tax adjustment pre-war, the cost would 
be terrific, about £3,000 million, but the point will arise 
if one were to adopt this idea of making tax free reserves 
as to what should happen at the end of the business. If 
then on the theory of equality of misery, because the 
bondholder has lost part of his capital therefore the equity 
holder ought also to lose an equal part of his capital, 
then there might come a question as to what should 
happen at the end of the business. In that context one 
would have to reflect that the business has suffered by 
conventional accounting on a triple rise in prices since 
the war, and has also borne special taxes which have been 
levied only on equity holders. The criterion of pre-war 
would only be a starting point from which an attempt 
would have to be made to measure what was just between 
bond holders and equity holders when you came to reckon 
up what should happen at the end of the business. 
During the life of the business to our mind there 
is no question whatever that the business must be able to 
renew itself out of its sales proceeds before there can 
be any talk of a surplus for any purpose whatsoever. 

4236. One way in which the problem you are presenting 
strikes me, I will see if you agree with this way of putting 
it, is that when you have a marked depreciation in the 
purchasing power of the £, even without the incidence of 
heavy taxation, you are bound to need a good deal more 
money to sustain the volume of your business? — Yes. 

4237. Is not the real problem, out of what resources is 
that money to come? — Yes. 

4238. It is inherent I think in your way of putting it 
that those resources ought to come out of the. . . . — 
Customer- 

4239. No, out of the tax free accounts of the business, 
I will not say profits. — Yes, primarily. 

4240. Supposing somebody said that if you need more 
money capital in the period of inflation why should you 
not go and get it, either from the public or from people 
who have got money which they can lend or temporarily 
from banks? What is the answer to that as an alternative 
proposition? — It is asking a business to sacrifice that 
amount of its capital by a bad price policy or tax policy, 
and then borrow from other people in order to make 
good that loss. If that was so it would be against the 
main principle that the business ought to be able to 
renew itself out of its sales proceedings. It should not 
need to go outside except for extension. 



4241. Even in a period when owing to the depreciation 
of the £ a great deal more money is needed to sustain ' 
the volume? — Yes, that is right. 

4242. I am asking you that, because, if you look at I 

think it is paragraph 14 of your first memorandum, you 
say at the opening of that paragraph something that we 
have been trying to get more closely to grips with in 
recent months: “The widespread shortage of finance 
which business is experiencing ”. I was wondering out 
of what material you could demonstrate the statement 
that there is today in business, a widespread shortage of 
finance? — We have not tried to work it out statistically, 
although it could be worked out statistically. There is an 
impression amongst our members that they are short of 
money. This year owing to the shortage of credit there 
has been a shrinking of stocks which has eased the need 
for more money, but that has not gone far enough, and 
traders are going to the banks in the first place, and if 
they cannot get money from the banks they try to get it 
from the wholesalers, the wholesalers try and get it from 
the manufacturers who in turn get it from the bank, in 
other words push the credit back up the line. Those who 
can go into the money market of course go into the 
money market, but it may be that the Central Statistical 
Office could answer your question more accurately than 
we can. In the provisional figures of national income for 
1951 on Table 6 

4243. Could you give me the reference to the paper?— 
Cmd. 8486, Table 6, combined capital account, you will 
see on the right-hand side, the gross domestic capital 
formation (ignore stock appreciation) is £2,640 million 
by persons and corporate bodies. If you look down the 
left-hand side you will see what provision has been made 
against it. One can only add up £2,277 million which 
on those figures for 1951 shows a shortage of about £363 
million, and that feature is apparent through each of these 
four years shown on the Table. That money must have 
come from outside sources and not businesses. The bulk 
of it is out of Government surplus and out of overseas 
money. 

4244. When you say a shortage of finance do you mean 
difficulty in obtaining it either froip internal resources or 
external resources? — The need to get it rather than the 
difficulty. 

4245. I wanted to ask you a question about the system 
of initial allowances, because I think I have gathered 
from your answers on the earlier day, and what you say 
in paragraph 24, that you do not regard them as in any 
way a satisfactory solution to this problem? — No. 

4246. But they can be at any rate a help, would you go 
that far? — Temporarily. 

4247. That is, described as a temporary loan? — Yes. 

4248. You say there “ . . . the objectionable feature of 
selection between industries is deleted.” Those are the 
opening few lines of your paragraph 24. — Yes. 

4249. I would just like you to enlarge that for me, I 
know that there have been criticisms of the proposal that 
if you restore initial allowances there should be some 
means of discriminating between various industries, but 
what do you regard as the inherent objection to a proposal 
that there should be discrimination? — The inability to dis- 
criminate. I mean what criterion can one adopt? If you 
say the making of toys is quite useless, why should that 
be stimulated, on the other hand it might be an excellent 
export in competition with German toys which used to' 
be sold pre-war. That is an example, but it would run 
through all the various industries, and nobody can say 
which is the winner of the future. 

4250. But if you are approaching this from the point of 
view that it is greatly in the public interest that some 
assistance should be given to this problem of finding the 
money for new assets, it is not impossible for Governments 
to distinguish between the importance in the national 
economy of one industry rather than another, is it?— Yes. 

4251. It must have been done frequently in the past in 
one form or another? — Yes. 

4252. Why should it be impossible in this connection? 
—I should say taxation is not the right instrument to use, 
it is a bad instrument. It is capricious in its incidence. 
It does not happen at all if there are no profits, and the 
ordinary price mechanism is the best way to deal with it. 
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4253. You are familiar with the present income tax 
structure with all its ramifications, but they do include 
even today, do they not, in the tax system a variety of dis- 
tinctions between the claims for the purposes of taxation 
of different industries, different activities? — No. Mining 
has special allowances which other industries have not 
got ; agricultural development has several allowances on 
its own account, but it is only in the method in which 
the allowance is given which distinguishes it. Commercial 
buildings have no depreciation allowance which we say 
is a blot on the system which ought not to exist, but 
apart from that there is not a great deal of discrimination. 

4254. That is the sort of thing I was thinking about, 
and when you come to calculating the rate of allowance 
for plant and machinery. — Y es. 

4255. The assets of one industry may be at a different 
rate from the assets of another. — That is not by reference 
to industry, that is by reference to the life of the assets. 

4256. I suppose one industry uses one kind of asset 
and another industry uses another, by and large?— Yes. 

4257. Do you think that discrimination of this kind 
is inappropriate to a taxation system? — Yes, I think it is 
unfair, and it depends on somebody’s judgment which 
some time or other is bound to be wrong. 

* 4258. Would you just tell me, I have not followed your 

statement: “Initial allowances are not appropriate for 
buildings.” What have you got in mind there?— This was 
a recommendation of the Millard Tucker Committee that 
initial allowances should be given for plant, and they 
made no similar recommendation for buildings, if I am 
right. 

4259. Yes, I see. — I am merely reporting what was said 
in paragraph 126 of the Tucker Report. 

4260. Supposing that at some stage the system of initial 
allowances was restored, have you considered whether 
you think, in general, the rate allowed ought to be flexible 
according to the economic situation of the country, or 
whether it ought to be unchanged year by year as is 
sometimes advocated for taxation measures? — If you admit 
initial allowances are a desirable thing. 



4261. I was assuming that.— Which we do not, then it 
would be better for that to fluctuate according to the 
degree of inflation, because that is the purpose for which 
they are put forward. It would follow that if inflation 
were 200. per cent, the initial allowance is so much, and 
if it were 300 per cent, it should be so much more, 
and it brings you down to the logical end if inflation 
were 1,000 times you write off the whole of the asset. 



4262. Because if you make them flexible so as to give 
the Government better control of the economic situation, 
I suppose it is an upsetting element in calculations ot 
the industrial user, is it?— The industrialist can only use 
that initial allowance for the purpose of his tax compu- 
tation. He could not use it in his accounts for finance 
or for cost purposes. He has to state the profit for the 
year. The initial allowance is something which disturbs 
the profit for the year. 



4263. He may be making out a constructional pro- 
gramme over a period of years on the assumption that 
a certain amount of profit, if he makes it, will be freed 

* by initial allowance, and then find the rate has been 
altered.— Yes, but I do not think that he would use the 
initial allowance for calculations of profit. It is merely 
a cash calculation as to how much money he was going 
to pay out and how much money he was going to receive. 

4264. Have you considered a proposal which we have 
had put before us that when businesses have deprecia- 
tion allowances, initial or otherwise, which the profits of 
the current year have not absorbed they should be 
allowed to call in aid tax profits of past years to absorb 
them and claim tax back on those profits? No, it is one 
form of claiming to carry losses back. Since we do not 
like initial allowances we have not considered the im- 
plications of what would happen if we had them. 



4265. It could arise even if you did not have initial 
allowances? — On trading loss. 

4266. On the statutory depreciation?— Yes. 

4267. I have one more question on this difficult sub- 
ject. With regard to your Annexe A, it is a question I 
think you anticipated before, and I am not clear why 



you are maintaining there in paragraph 1 that, if you 
are going to measure the profits of business by allow- 
ing for depreciation of the purchasing power of the £, 
you should not carry out that analysis with regard to 
your liabilities as well which, by this argument, you are 
meeting in the depreciated £. — Yes. 

4268. That is excluding trade creditors for money, 
though they seem to me to be rather the same point ; 
you reject loan capital and fixed preference shares as 
being matters for adjustment. But if you eliminate the 
question of whether the holder of the loan capital has 
got, as it were, a civil right to be paid more, it is still 
true, is it not, that the business which borrowed its £s 
in the earlier year and promises to pay so many £s a 
year on it is meeting that obligation in depreciated £s?— 
Yes, it is true. In a time of rising .prices the equity 
holder benefits at the cost of the bond holder, if I may 
use that expression for the long term creditor, and when 
prices fall the bond holder makes a profit at the ex- 
pense of the equity holder. They are two entirely 
different kinds of property, each carries its own risk, 
its own terms, and the parties make their bargains with 
their eyes open. If there is power in the document to 
vary the terms, such as a gold clause of a dollar clause, 
or a clause allowing for variation on the capital or the 
interest by reference to any other index than the current 
money, it would follow that that would be observed 
in the same way. Put it this way, Mr. Chairman, we 
are talking in terms of tax and tax adjustments, and 
that is the topic on which one addresses the Commission, 
but if there were any question of revising the rights of 
parties to a contract for a preference share holder against 
an ordinary share holder or a debenture holder against 
another share holder or a creditor against a debtor, that 
is not primarily a tax matter. It is a matter of adjusting 
the terms of their own contract. If it were possible to 
allege that circumstances had so changed that the terms 
of the contract had become frustrated or entirely different 
from the intent of the party when they started, that might 
be a matter which could be done under common law 
and tax would follow the consequences of that. It seems 
rather putting the cart before the horse to postulate that 
something should happen in tax matters which has not 
happened between the parties themselves. 

4269. I follow all that, I think. I really was not think- 
ing of the respective equity position of the ordinary 
share holder on the one hand, and the money creditor 
on the other hand; I was really thinking of the right 
method of drawing out the account in any one year of 
the business itself because that is the basis of the tax 
claim, is it not?— Yes. 

4270. And your theme is that, so far as charges like 
depreciation go, you ought to adjust because the £s which 
you are putting as your charge are not the £s which you 
bought the fixed asset with? — Yes. 

4271. But still considering only what adjustments are 
needed for that reason in the accounts of a business, I 
was very impressed by the view that it was getting a 
benefit on the other hand in paying its liability for the year 
in equally depreciated £s and I was not 'dear why your 
arguments, about the civil rights of the parties, really 
dealt with that point? — They do not deal with that point. 
In talking purely on tax adjustment we drew the dis- 
tinction between what one might call real assets such as 
goods and capital equipment and claims for money on the 
other hand. So long as the long term creditor has a 
claim for money and only for money, logically it follows 
that it will be dealt with in terms of money and that 
seems to be the only possible distinction one can make. 

4272. One question about the subject of capital gains 
which is dealt with in your other document. Again this 
is a subject we have heard the arguments for and against 
at some length and I would like to be dear as to your 
approach to this matter. I think your approach is this, 
is it not? You say that according to your understanding 
of the task that has been set us we are not really asked 
to consider whether there should be a capital gains tax 
itself? — No. 

4273. But whether there are what are called capital 
gains which ought to be considered income for the pur- 
poses of income tax? — Yes, we rather took the increments 
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with the Income Tax Act as it is now with its five 
schedules and tried to examine if there is anything which 
escapes the net which ought to be brought into the net. 

4274. Then you pass on to point out that a tax of this 
sort is part of the United States system, and your general 
comment on that, I do not know how much detailed ex- 
perience you have got -of it, is that it has been rather an 
uncertain tax in the United States and in its form it has 
been changed from time to time ever since it was insti- 
tuted. Have you got much experience of its working, 
because we would be interested to know? — Not of this. 
We know it is a nuisance, and we know from our own 
experiences that businesses which are liable to a rate of 
tax of, say, 50 per cent, are delighted if they can take 
a piece of their profit and say, “ This is a capital gain ” 
and pay 26 per cent, on it. It is rather working against 
the Revenue because of this special rate for a capital 
gain. That is one instance of the difficulties. 

4275. It may suit a business that a particular transaction 
is a capital gain? — Yes, instead of an ordinary profit. 

4276. There is one further reference in paragraph 21 
to the United States, and I would like to know how much 
you have got behind what , you say. At the end of the 
paragraph you say : — 

“It has proved impossible in the United States to 
counteract or to remedy the reactions of investment 
deals which were organised mainly in order to economise 
on taxes.” 

That is the idea that it has a disturbing effect on the 
market for securities? — The Stock Exchange market. In 
the' months January, February and March taxpayers who 
are concerned in this are looking down their portfolio of 
investments to get ready for 3 1st March. 

4277. Has it been found to make any sizeable contribu- 
tion to disturbed market conditions? — I could not answer 
that. There are so many things which affect the American 
Stock Market that it would be very difficult to isolate 
this particular one and say it has this effect. 

4278. That is what struck me. We heard about it before 
from some other witnesses as 'being a point, but it is 
difficult to isolate it as a factor. — One can only assume 
that if there are selective sellers, put it that way, in the 
months from January to March it would have its effect 
on the market. It must have some effect although one 
cannot probably trace the end of it. 

4279. I wanted to ask you one question about your 
views on stock dividends, paragraph 29. It is all within 
your capital gains chapter. — Yes. 

4280. You say: — 

“The law on bonus shares is accepted as regards 
shares of the same class or shares of a different class, 
but a distribution of bonus debentures should be treated 
as a distribution of cash net of tax.” 

I do not know how much people do use debentures for 
bonus distributions nowadays, but I am not quite clear 
why you make the distinction if you accept the view that 
bonus shares themselves, of the same or a different class, 
are not equivalent to income. — The shareholder, as you said 
previously, is quite a different person from a debenture 
holder, and by taking a piece of his capital out of the 
company and creating himself a creditor to that extent, 
he has altered his status to the extent of the amount of 
the transfer of property. How can I express it? 

4281. I quite follow. — That debenture holder no longer 
shares in the fortunes of the business. He is not a 
member of the club to the extent of that debenture. He 
is an outside creditor, and he has a claim on the club 
to the extent of that debenture. That seems to be quite 
a different thing from altering the piece of paper which 
he had in the form of a share certificate, instead of writing 
one share, writing two shares. 

4282. To the extent that he has created a debenture 
out of hitherto unappropriated profits, is he not, to that 
extent, depreciating the value of his existing share? — Yes, 
he is, but it is more in the nature that the company has 
made a special distribution to the shareholder and he 
has lent it back, not paid it back, lent it back to the 
company on promise to repay him. It is more in the 
character of an actual distribution of wealth so far as the 
company is concerned than a mere adjustment of the 
shareholders’ rights. 



4283. You agree that even when the company does that 
which gives him obviously a useful piece of property a 
debenture, it does depreciate the value of his existing 
share to that extent? — Sure, but so would a dividend. 

4284. Mr. Kaldor : Mr. Bower, I have been over this 
ground of replacement cost I believe with you before. 
Reading your recent documents, I would like to ask this 
one question which I am not quite clear about. Is the 
major reason for your advocacy of this reform one of 
equity or the bad economic consequences of the present 
system? — It is difficult to say which is predominating. 
We start off with the question of tax in the first placej 
but then when you come to consider what is happening 
I think social consequences ..are the most serious of all 
the problems at the moment, because to report profits 
on the conventional basis misleads people and leads to 
wrong judgments. With the present state of the country, 
when we are balanced on a knife edge, a wrong judgment 
can be extremely serious. 

4285. You mean that the present system of accounting 
over-states profits? — Over-states profits with rising prices 
and under-states them when prices fall. I should put 
that first of all. 

4286. What is the bad consequence of that socially?— 
It creates a spirit of boom and leads to an over-desire, 
too strong a desire, to expand businesses and to invest 
and put too high a pressure on investment resources, and 
produces <Jr assists inflation from which it has arisen. 
That is probably the worst one, and the next one is 
that it can lead to distributions of capital in the form 
of income between shareholders and the company, and 
on wage matters naturally trade unions when conventional 
profits run on a very high level they say, “We want a 
share in these high profits”, and it can so aid inflation 
by putting up wage costs and adding to it. Those are 
the three things I can think of at the moment, leaving tax 
aside. 

4287. You would say that calculating profits on a 
historical cost shows profits so large that business men are 
themselves deceived by it? — Yes. 

4288. And therefore they try to expand their business 
too much? — Yes. 

4289. And they pay out too much in dividends?— 
They cannot do both, obviously, either one or the other. 

4290. Now should the first remedy for this particular 
problem be to get business men to adopt a different system 
of accountancy quite irrespective of taxation? — Yes, that 
is a desirable thing which ought to 'be adopted, but 
whether it should precede adjustments of taxation rules, 

I do not think it should. For instance, the Royal Com- 
mission is sitting now, and one would like a decision 
within five years, whereas it would probably take five 
years or more before businesses would generally adopt 
the idea of cost accounting. 

4291. What would happen, for example, if for taxation 
purposes we adopted this system which you advocate, 
whereas businesses for accounting purposes continued 
to. adopt the existing system? — It is hypothetical, but I 
think that they would very readily turn on to current 
cost accounting if it were recognised for tax purposes. 

4292. If they did not, would not that mean not only 
would they over-state their profit. . . . — And the result* 
would be bad. 

4293. In addition they would be relieved of tax in 
times of rising prices and they would have more money 
to distribute, and more money to invest, in times of 
inflation. — They would not be acting in good faith, would 
they, when it has been brought home to them by the 
fact that the taxation is altered that their basis of com- 
putation is wrong ; they would be little less than honest 
if they said, “ It is a tax relief, but we are not going to 
adopt that idea in our accounts.” 

4294. There are many companies which have adopted 
the system of making great and specific reserves for the 
excess of replacement costs on fixed assets, and also 
stock reserves. Do you not think, as far as the behaviour 
of business is concerned (that is to say, that they become 
over-optimistic in times of boom and think their profits 
are higher than they really are, and therefore either spend 
too much on, new capital outlay or pay too high dividends) 
that problem is not adequately met by this practice of 
showing in their accounts presented to shareholders the 
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specific reserves needed for this purpose? — Adequately 
met from what point of view, from the point of view 
of their 'business policy or taxation? 

4295. From their business policy, that is what we are 
considering now. — I should say not. It is just described 
as a general reserve and is looked upon as a reserve of 
profit, whereas if it were not looked upon as a reserve 
of profit which can be drawn on in case of need, there 
would be more conservatism and less optimism. You 
have gone on the assumption that the business man is mis- 
led by his accounts. 

4296. That was your assumption. — Therefore if he is 
misled by his accounts he has got to be as optimistic 
as ever he was before. 

4297. It makes all that difference whether these sums 
are shown as provisions, which are charged before getting 
at the profits, or reserves which are appropriated out 
of profits? — It shows that the business man who is con- 
ducting that business understands what he is doing. If 
it were a price difference reserve or capital reserve he 
would know that in no circumstances was it available 
for distribution, it is part and parcel of the money sub- 
scribed for share capital, and cannot be touched except if 
prices fall. Apart from that it is untouchable. 

4298. I take it that your major point is that it is over- 
statement of prices in times of boom due to these factors, 
and is under-statement in times of depression and that 
is a bad thing? — Yes. 

4299. Because it leads to too much optimism in the 
one case and too much pessimism in the other? — Yes. 

4300. I see that, but, at the same time, the fact that 
in times of boom the system leads the tax authorities to 
draw more money out of businesses, and in times of 
depression it leads them to draw less money out of busi- 
nesses should work in the other direction? — I do not get 
your starting point. 

4301. There are two points here, are there not? The 
point which you stated that in times of inflation or boom 
profits appear. . . . — High. 

4302. Too high? — Yes. 

4303. And therefore business men or shareholders, who- 
ever is responsible for decisions in a business, are too 
optimistic? — Yes. 

4304. They either make too many plans for expansion, 
or they distribute too much money for shareholders and 
the contrary in times of depression and falling prices. At 
the same time the present system of taxation, just because 
it operates on historical costs, tends to take more money 
out of businesses in times of boom, does it not? — Yes. 

4305. And less money in times of depression? — Yes. , 

4306. If we adopted this reform which you advocate 
the fact would be that tax liability would go down in 
times of boom and it would go up in times of depression? 
— Yes. 

4307. What I am asking you then, is this, from the point 
of view of getting the. . . . — Country. 

4308. And getting business men to behave in the right 
sort of way, is it a good thing or a bad thing that in 
times when people are too optimistic they should be 
deprived of money by means of additional taxes, and in, 
times when they are pessimistic they should be given 
more money because they have so much less taxes to 
pay. Does it not work in the other direction? — It is 
faulty in different respects. It comes at least a year 
late owing to the taxation of profits on the preceding 
year, and sometimes almost two years late, and also on 
your suggestion what is happening is that the savings 
which the business ought to make the Government is 
making itself, and it is giving back money or reducing 
its claims when a depression comes, whereas the system 
of current cost accounting would enable the business 
itself to do the saving, and it would not need to be a 
charge on the Government. There are two kinds of 
savings. 

4309. In times of inflation business men are optimistic 
and what restrains them are the liquid resources. If there 
are more liquid resources there would be less restraint. 
— No, the thing works two ways, they would have more 
power to extend their investment, but have less desire to. 

4310. Because they adopted a different system of 
accounting? — Yes. 



4311. But is not that argument in favour of the view 
that what is needed more, in your view, is a change in 
the system of accounting rather than a change in the basis 
of taxation? — The two things go together except in time. 

I have already said that it would be desirable for busi- 
nesses to adopt this system of accounting generally, but 
whether a business adopts it or not I say that the tax 
effects following that accounting are bad. 

4312. So far as the tax effects are concerned you can 
for the moment separate these two things, namely, the 
aspect of over-statement of profits and accounts, and the- 
aspect of fluctuation in the tax charge? — Yes. , 

4313. That is, mentally separate those two things, and 
you would agree that .the fact that the tax charge fluc- 
tuates in this way is on the whole a good thing? — No, I 
would not say that. ’I think what you are probably 
thinking about is the desire to check consumption or 
excessive capital expenditure in time of boom. I think 
it would come timely at the moment. The first thing is 
that if the prices movement is moving up and down, down 
as well as up, your taxes come much too late, because 
they are not levied at .the same time as the profits are 
made. For the profits of 1951 the tax on them is paid 
in 1953. 

4314. You said that before, but is it not true that 
businesses have to make provisions for the payment of 
taxes immediately? — They do not have to, but if prudent 
they do. The provision does not take any money out, 
and your point is that the money goes out. I would say 
that the money goes out two years too late, and there- 
fore in time it is wrong. 

4315. There is one more point I want to ask you. 
Your Association’s objection to the system of initial 
allowances is chiefly that it is merely a temporary loan 
which has to be repaid? — To our mind it burkes the 
issue. It does not answer the problem, it leaves the prob- 
lem untouched. In other words we have described it as 
a red herring which has confused opinion for the last 
four years. 

4316. Is not the question really what it is you want? 
If what you want is what you call a correct statement of 
profit in accordance with current costs, then surely nothing 
but a reform of accounting can do that ; you want busi- 
nesses to change their system of accounting? — Yes. 

4317. That is your main purpose ; the other is to main- 
tain capital intact? — Yes. 

4318. Are you not confusing there two different points 
of view? — No, they go together. It is rather saying that 
a business could maintain its own capital intact if it kept 
its accounts right, and it could not possibly go wrong. 

4319. Initial allowances make it possible for people 
actually to incur capital expenditure' and replace capital 
assets they would not have been able to incur otherwise ; 
does that not help? — A very slight help, only a slight 
help. They are a help at 'the moment of investment but 
thereafter they have to be paid for by reduced allowances 
for future years. 

4320. This is a question which interests me, because 
you say somewhere in the document, I am not sure that 
I can find it at the moment, that the main reason for this 
claim on the replacement cost is the continuing nature 
of the business? — Yes. 

4321. That the business is a going concern and that it 
ought to maintain itself indefinitely. — Yes. 

4322. If you look upon the problem in this sort of way, 
the continuing nature of the business, does it not follow 
that the system of new allowances is not merely a tem- 
porary loan, but a permanent loan so to speak? — If you 
assume that replacements are to continue for ever and 
that they happen year by year and preserve the regularity. 

4323. Whether it is regular or irregular is there not an 
assumption that replacements will continue to happen and 
are necessarily involved in the whole conception of the 
business being a continuing entity? — Yes. 

4324. Which undoubtedly is a necessary part of the 
case for this replacement cost account? — Yes. 

4325. If you look upon it in this way, surely a system 
of initial allowances, if maintained, is not a temporary 
loan, but it is a permanent change in the tax charge? — 
Yes, but compared with the system of current cost 
accounting it is inferior. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



414 



ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME 



25 July, 1952] Mr. F. Bower, C.B.E. and Mr. W. J. Luxton 



[Continued 



4326. Because it does not adjust the amount of profits 
shown, is that it? — Yes, and it does not deal with the last 
asset or the first asset whichever end of the chain you 
like to take. One asset is left out. 

4327. We need not bother too much about that. — And 
in the .timing too, because your initial allowance which 
really enables you to deal with your second asset comes 
at the end of the first asset, so in point of .time it is late. 

4328. Why does it come at the second investment? — 
We have got the first investment now. 

4329. I see what you mean. What you mean is that 
the introduction of a system of initial allowances . . . 

. . . should start at the same time as the business starts, 
otherwise if you bring it in while the business is in being 
you ignore all the existing things which it has. 

4330. New investment and not existing investment?— 
That is right, yes. 

4331. As far as the economic effects are concerned, and 
distinct from any equitable effects, it is only new invest- 
ments. If we are worrying about the problem from the 
point of view of retaining real capital intact surely all 
that is relevant is new investment, to give relief on new 
capital expenditure, not on old capital expenditure?— No, 
that is rather using income taxation as an economic instru- 
ment, I am not talking about that. It might have a 
somewhat similar effect hut with the faults which I 
mentioned of time, and the omission of one asset. As a 
system current cost accounting is infinitely superior to 
initial allowances. I do not say that there is nothing in 
initial allowances if there is a continuing turning over of 
capital investments, but it does not answer the question 
of continued rising costs or the intermittent replacement of 
assets, and certainly it does nothing about stock. 

4332. One final question. Prices have risen by two or 
three fold since the war. If we now make an adjustment 
for replacement costs there will be a considerable addition 
to that part of the annual receipts of companies which are 
not taxed ; in other words the definition of profits on which 
taxes are levied becomes considerably narrower, does it 
not? — Yes. 

4333. That will mean a loss of revenue?— Yes. 

4334. Would you suggest that this loss of revenue 
should be made up by an increase in the rates of taxation 
on profits which are still subject to tax? — That is all 
a question for the Chancellor of the Exchequer, but at 
the present time people who have to maintain stocks and 
fixed assets are being over-taxed compared with the people 
who do not have to retain stocks or fixed assets. While 
they are in business and they have to carry them they 
are being terribly over-taxed compared with other people. 
If they are put on the same level as other people obviously 
there is a loss of revenue to the Exchequer. Whether it 
is made good by increasing the general rate of income 
tax, or by consumption taxes, or death duties or any other 
way would be for the Chancellor of the Exchequer _ to 
determine when he is drawing up his Budget calculating 
what the consequences are going to be. If you say one 
should find that out of the yield of direct taxes, the 
answer is to increase the rate of tax, to let it come out 
honestly. 

4335. May I put this question slightly differently? 
Supposing we were to find that the cost of a reform of 
this character, this is a purely invented figure, I have not 
tried to work it out, and I suppose nobody has, is set at 
£200 million in tax revenue. — Yes. 

4336. Now you say, and supposing I were to agree 
with you, that businesses at the moment are too heavily 
taxed? — Yes. 

4337. Supposing the same £200 million could be given 
to businesses in the form of a reduction in the existing 
rates of taxation?— No, the incidence would still be wrong, 
that is the point I am trying to get at. Some trades do 
not have to keep stocks and big fixed assets : some trades, 
the tobacco trade or distillers’ trade, are bound by the 
nature of their trade to keep very big stocks, and fixed 
assets may not be so material. Other trades have to carry 
very heavy fixed assets, engineering and shipbuilding, and 
those people are under this particular disadvantage that 
we are getting at now. Merchants are not. Merely to 
reduce the rate of tax for all businesses alike leaves that 
inequality against which we are complaining. First you 
have got to remove the inequality. . 



4338. You are saying that this reform you advocate 
would benefit businesses which carry heavy stocks or a 
large amount of fixed capital in relation to turnover more 
than an equivalent reduction in rates of taxation? — Yes. 

4339. But now from a general equity point of view, is 
it not true to say that, in times of inflation, businesses do 
make a benefit out of inflation which varies with the 
extent of their stocks and fixed capital in relation to their 
turnover? — You say “make a benefit”. Do you mean 
by selling at high prices or merely that the stock has 
increased in value? 

4340. By selling at higher prices. — In time of boom 
obviously it is easier to sell than in time of depression, is 
that what you had in mind? 

434f. What I am trying to say is this : supposing you 
take two businesses both of which were in existence before 
the war and one of them has very small capital require- 
ments, it carries very little stock and it has not got much 
plant and equipment. The other business has these things. 
Supposing that prices of the products have increased the 
same way in both cases, its direct costs have increased in 
the same way and the physical volume of turnover 
remained unchanged or changed the same way in the two 
businesses. What I am asking you is, making these assump- 
tions, if after so many years you look at the change in 
the -net value of these two businesses, which do you think 
has gone up more? — One of your hypotheses is wrong, 
if I may say so. You said that the current costs of the 
two businesses, one with stocks and one without stocks, 
is the same and that could not possibly be on rising prices. 

4342. I said prices of the things which they are buying, 
their wages have gone up in the same way. — Is what you 
are getting at the realisable value of their stocks and the 
fixed assets which by reason of rising prices have in- 
creased? 

4343. I -am saying that as a result of general inflation 
that business which had a lot of real assets, either in the 
form of stocks or in the form of fixed assets, has bene- 
fited in a way the other business has not. Supposing 
the other business had a larger amount of liquid resources 
in the form of cash or bank balance or outside investment. 
— The answer is that it does not benefit so long as it keeps 
in business. 

4344. Surely relatively to the other? — No, because if 
the factory has gone up from £10,000 to £30,000 it cannot 
touch that value except at the price of going out of 
business. So long as it continues in business it must have 
a factory, whether the factory cost £30,000, £50,000 or 
£100,000 it still has one factory, and it cannot turn that 
thing into depreciated £s except at the cost of going out of 
business. 

4345. Do you not think when you say that that you 
have to distinguish between the business as such and the 
owners of the business? I agree with you that the business 
as such cannot withdraw that £30,000 without liquidat- 
ing the business, but the shareholder who owns the busi- 
ness can do so by selling. — Selling his shares, yes. 

4346. As between these two sorts of shareholders, the 
one which benefited more was the one which 
suffered more on your method of thinking? Are 
you not changing the topic? What we are trying 
to find is the taxable profit on a business as a going 
concern. If you want to switch the subject into taxing 
t.he shareholder on the difference between his purchasing 
price and the selling price that is another topic altogether. 

4347. We are trying to find out, supposing one wished 
to make a tax concession to the business, which would 
be the most appropriate way of making a tax concession, 
and when I suggested to you that if you wished to reduce 
the tax by £200 million on businesses it would be better 
to reduce the rate of taxation, you said no that would 
be inaccurate. — Yes. 

4348. Because it would affect other people the same 
way, whereas this reform that you advocate would affect 
the business which has stocks and fixed assets more than 
the others.— That is true. 

4349. I am trying to say to you that this matter of 
equity could be looked upon in two ways. — As long as 
you change the subject you are talking about and. . • • 

4350. Chairman: I think you have made your point. 
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4351. Mr. Crick : Mr. Bower, I wanted to take up one 
or two questions of broad principle with you as stated, 
one in each of your memoranda. I do not want to dispute 
them, I merely want to explore them with you. In your 
first document, in paragraph 13 you make the statement 
that “There is no difference in principle between stock 
and fixed assets ; there is only a difference in timing and 
frequency in the shrinkage in value.” Now that obser- 
vation appears in and colours a good deal of what you 
say later on in the document. We are not, of course, 
here speaking of a moral or ethical principle, 
we are speaking of an intellectual principle and there- 
fore may take it to a degree that there may be times 
when the qualifications of the principle, for example here, 
timing and frequency, may be so important as to outweigh 
the basic community of principle between the two things. 
—Such as? I mean I am trying to exclude market 
differences. 

4352. You are? — Yes, that may answer your point, and 
that has developed since this memorandum. We would 
father go by a general price index than by the market 
differences, which probably answers the query you have 
in mind. 

4353. That was a large part of what I had in mind. 
I had in mind the analogy one might perhaps suggest, 
that one might equally say that there is no difference 
in principle between what we ask Macdonald Bailey to 
do and what we ask Chris ChataWay to do. Here we have 
a situation in which there are two types of asset, 
one of which turn's over very rapidly and one of 
which lasts a long time. The short-term assets are char- 
acteristically subject to violent fluctuations in value. On 
the whole the fixed assets, while they may fluctuate in 
value, are much more static in value. — They only fluctuate 
between the beginning and the end. During their life 
they do not fluctuate at all. 

4354. It follows, does it not, that a great deal of success 
in business depends upon success in price policy in rela- 
tion to buying the stocks at the right time and turning 
them over, and therefore that a large part of the risk 
that is inherent in stocks by reason of the susceptibility 
to violent fluctuation is a proper business risk?— Yes, 
market differences, yes. 

4355. Changing the approach to this matter, would it 
be true to say that, at any rate in manufacturing business 
and to some extent in trade, to borrow at short term is a 
legitimate way of financing the turnover of your stocks? 
— Seasonal stocks. 

4356. Only seasonal? — Normally, yes. You would not 
borrow on the minimum volume of stocks you must 
always carry. 

4357. But it would in any circumstances be improper 
to finance fixed assets on short-term borrowing, even if 
you could get it. — You could not get it. 

4358. Does not that suggest that a business is to some 
extent protected against the violence of price fluctuations 
in respect of stocks by the very fact that it finances them 
on short-term borrowing? — Yes, to the extent of the 
surplus to what you might call a minimum stock. 

4359. Does it not seem to you therefore that the differ- 
ences between these two elements of fixed assets and 
circulating stocks are so important as almost to set aside 
•the similarity of principle which you lay down as the basis 
of your argument? — No, take the long-term trend ; whole- 
sale prices have gone up three and a half times since 
before the war. There is an extraordinary lot of differ- 
ences which in the aggregate have multiplied the price by 
three and a half times, and that trend is here to stay, 
it is not going back again. It is that kind of long-term 
trend one has in mind in comparing stocks with fixed 
assets. They are long-term by their nature. 

4360. It comes back to what, you said at the begin- 
ning, that your problem in attacking this particular diffi- 
culty is to segregate those price fluctuations which you 
can attribute to monetary factors from those price fluc- 
tuations which are in the ordinary course of business 
and may be due to differences in supply and all the rest 
of it? — Yes. 

4361. And that is what you are aiming at when, for 
instance, you adopt the general price index for the ad- 
justment of fixed assets? — It was largely for that reason 
we changed our mind and would prefer a general index 
rather than a particular index of prices for a business. 

16739 



4362. Does not your suggestion for L.I.F.O., or some- 
thing like it, go beyond that point when you come to 
stocks? Are you not in fact seeking protection then 
against every sort of fluctuation in price? — No, because 
the adoption of a general price index modifies the opera- 
tion of L.I.F.O. The ordinary running of L.I.F.O. means 
that you compare the price difference of that particular 
business at the beginning and end of the year, and adopt 
that as your price fluctuation factor. It might be 150 
in that particular business, but if you come to look at 
your general price index, assuming you can find a satis- 
factory one, and you find that it is, say, 120, then one 
would adopt the 120 as the price difference in L.I.F.O. 
instead of 150, and by leaving that 30 in the profits one 
would bring the market fluctuations into the taxable 
profits and not exclude them from taxation. That is 
an important modification of what we said here. 

4363. I was reading the passage here in paragraph 16 
where it says: — 

“ The logical application of the principle would re- 
quire that the debit against sales for stock consumption 

should be the replacement cost of the stock so sold.” 
That seems to me to be asking for complete protection 
against every price fluctuation. — Replacement now should 
be read to mean the opening costs increased by the price 
coefficient for the year. 

4364. And not a precise. . . . — No. 

4365. Finally, you suggest certain reforms in respect 
of fixed assets on the one hand and stocks on the other. 
Having regard to the difficulties in which you suggest 
that business is now placed because of the incidence of 
taxes, do you attach the greater importance to the first 
or the second of those recommendations of yours, in re- 
spect of fixed assets on the one hand and stocks on the 
other? — It depends, 1 cannot say for business as a whole’ 
To some businesses, like tobacco and distilleries, stocks are 
everything to them ; to an engineering firm fixed assets 
are everything to them. I do not know whether fixed 
assets are equal to the volume of stocks ; I think fixed 
assets are probably greater than the volume of stocks, 
so in size the problem is about the same. As regards 
the effect of not recognising price changes, not dealing 
with stocks is much more dangerous because the value 
of stocks is more volatile and you are likely 
to distort your annual results by keeping stocks on a 
F.I.F.O. basis rather than if you had them on a 
L.I.F.O. basis. It distorts them much more than failing 
to modify the depreciation charge because the deprecia- 
tion charge is only a fraction of the total cost, whereas 
in the stocks it is the total cost of the stocks. So, from 
the point of view of national income statistics or any- 
thing like that and broad generalisation of that kind, I 
would say that stocks were more dangerous than fixed 
assets. 

4366. Then you would be inclined to say that to adopt 
one of your recommendations would add to the difficul- 
ties of the situation? It is essential to have both reforms 
at the same time in your view? — Yes. 

4367. Can I just divert your mind on to a much more 
entertaining subject, paragraph 19 of your second docu- 
ment. It has to do with gambling and I raise it be- 
cause it is treated in the same section of your paper 
in which you treat what are commonly called capital 
gains. Now I assume, from the fact that you devote a 
separate paragraph to gambling, that you see no essen- 
tial connection or similarity between gambling gains and 
capital gains as defined for the purpose of the United 
States Revenue Acts, and in general terminology? — There 
is a big difference. There is a paragraph devoted to 
gambling because it is a common topic as to whether 
gambling should be taxed or not. On capital gains in 
the American sense you do at least give value for 
money, but on gambling you do not. 

4368. You would be inclined to treat the question of 
taxing the gains on property transfers as something quite 
distinct from the question of taxing gambling gains? — 
Quite. 

4369. May we just look at your paragraph on gambling, 
because I take it that you would dismiss the question of 
taxing gambling gains within the field of income tax? — 
Yes. 

4370. On the ground that in the aggregate there are 
more losses than surpluses? — Yes. 

B 
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4371. That of course is indisputable when one is speak- 
ing of aggregates, but you would agree, would you not, 
that the losses and the surpluses are very irregularly 
arranged?— Yes. 

4372. That if one taxed the surpluses there would be no 
possible necessity to allow full relief for losses and there 
would be still less necessity to make any allowance for 
what is politely called the investment in the transaction. 
It therefore follows that there would be a substantial 
taxable surplus if on other grounds one wanted to do it? 
—Yes. 

4373. Is there anything more in your argument than 
that? Have I missed the point of why you are opposed 
to moving gambling gains into. . . . — Is not the argument 
here really this, that you are already taxing the winnings? 

4374. To some extent. — By the betting taxes. You tax 
the pool at the source, and that is the fund which provides 
the winnings. You have taken away from each of the 
winners a proportion of his winnings in the proportion 
that he shares in the kitty, so in effect you have taxed 
the winnings already if you look at it that way. 

4375. At a flat rate?— At a flat rate, yes. 

4376. But you would still see great difficulty or objec- 
tions, would you, to bringing the winnings from these 
operations into income for purposes of graduated taxa- 
tion?— Yes, if you want to tax gambling, you should also 
tax gifts, should you not? 

4377. I am asking you. — They are payments without 
consideration and they are not in the nature of an income 
which should be subject to income tax. It is not by an,y 
stretch of the word “ income ”. It is spending money, 
but it is not income in the sense of something that comes 
To? m aa ex P en 4iture of effort or an exchange of property. 
There is also great difficulty in administering a tax on 
gambling because the effect would be to drive gambling 
underground and you would only in fact tax that gambling 
which appeared above ground. You would never be able 
to follow that which was underground. You would have 
serious anomalies there, it is an unpractical sort of thing 
altogether. 

4378. Mr. Crick-. I am glad to have your views on that, 
because that is very much more than you were saying in 
your document here. 

4379. Mr. Carrington : Have you changed your views 
on stock since tfie document of 3rd January, 1952?— Yes. 

4380. Have we got your current views in. writing? — 
In the last document. 

4381. Which document is that? I have got the docu- 
ment of 3rd January, 1952, and I have this later document 
giving answers to the questions under Part B. There is 
also the document* which was placed on the table for 
us this morning but we have not read that. In which of 
the documents do you set out your up-to-date views on 
the stock problem? — We have not got one, but in this 
fairly general one we speak of stock replacement reserve, 
L.I.F.O. reserve, base stock reserve, any of those were 
alternatives of stock replacement reserves and the L.I.F.O. 

* Not reproduced in these Minutes of Evidence. 
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reserve was rather thought of in terms of replacement 
costs of a particular trade. The two modifications i n 
view of that we have got are the abandonment of the 
actual replacement cost of those particular goods and 
the adoption of a price index rather than particular 
values, and also there are some flaws in L.I.F.O. which 
we want to see if we can get over if we can in a simpler 
way than the Americans do. Namely, movements in the 
volume of the stock because L.I.F.O. acts as a one way 
adjustment. It does not conform to the principle that we 
want to get at. If the stock is reduced in volume, it is 
never corrected thereafter. .We want to get some means 
of remedying that vice or fault in L.I.F.O. which is also 
applicable to base stock, and I think the best way to 
examine it is to try to charge into production costs the 
actual costs, say several months ago, written, up by the 
price index to today's costs, charge those costs into pro- 
duction costs and carry the difference to the price differ- 
ence account. That seems to be the more fruitful line 
of inquiry than L.I.F.O. I am merely telling you that, 
not dogmatising ; that is the line on which our thought 
is rather working now, compared with 3rd January, 

4382. I will not question you further on that, except 
to say this, that you are thinking about two points which 
I had noted to ask you on these documents here, namely 
what happens where there is a decline in volume, and 
also what happens where the stock is not quite of the 
same type at the end of 'the year as it was at the begin- 
ning? T do not say the trader has changed his business, 
but owing to development in design or development in 
mode of production, he has got a different type of stock 
at the end of the year than he had at tjie beginning. If 
you are looking at those points I will not question you 
further. — The price index answers the second point. The 
difference in character of the stock just does not matter 
going on the dollar value method under L.I.F.O. The first 
one does want examination of course. The Americans 
have one system of taking additions to stock by layers for 
each year, and as the stock falls they take off the top 
layer, then the next layer and so on : it is too com- 
plicated. 

4383. I will not pursue this if you are going to look 
at these points. I only want to express my sorrow at 
hearing you say we shall be sitting here for five years. 
— I said we hoped to expect a report before five years. 

4384. Mr. Woodcock: You do not think much of initial 
allowances, but if there were no possibility whatever of 
the adoption of your idea of taking into account current 
costs, would you still think initial allowances were of no 
use if that were the only thing possible? — I did not say 
“ no use ”, I said of little use. Our view would not alter 
at all. 

4385. May 1 put it a little more specifically? If you 
knew for a certainty that there was no possibility of 
adopting for tax purposes your suggestion, what would 
you then think of initial allowances? — Better than nothing, 
but no higher. 

Chairman: Thank you, Mr. Bower. Those are all our 
questions, we are much obliged to you. 

s ‘s withdrew 



M». Bertram Nelson and Mr. Jambs S Heaton, on behalf of the Society of Incorporated Accountants 
and Auditors; called and examined. 



MEMORANDUM SUBMITTED BY THE SOCIETY OF 
INCORPORATED ACCOUNTANTS AND AUDITORS 



Terms of Reference 

1. The terms of reference of the Royal Commission 
are limited, by the proviso that its recommendations shall 
be consistent with maintaining the same total yield of 
the existing duties in relation to the national income ”. 
It is regretted that this limitation has been imposed, since 
the main theme which is common to all the views ex- 
pressed is 'that it is the actual burden of direct taxation 
which gives rise to the problems which commonly occur 
m the experience of the Society’s members. Anomalies of 
incidence which would be unimportant if taxation were 
lower are, under present conditions, serious and danger- 
pus. It is also .regretted 'that the scope of the inquiries 



of the Royal Commission is restricted to the taxation of 
income, without reference tq other forms of taxation. 
It is difficult to isolate and define the incidence and effects 
of any one impost. 

2. In the first stage of its inquiry, the Royal Commis- 
sion has invited evidence only on general, social and 
economic questions. The accountancy profession is more 
directly concerned with technical matters of taxation pro- 
cedure and it is hoped that at a later stage of the pro- 
ceedings of the Royal Commission further evidence may 
be invited. 

3. It is hoped that the Royal Commission may feel 
able to consider the submission that it is not practicable 
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to balance exactly proposed reductions of taxes in some 
directions with corresponding increases in other direc- 
tions: that it is therefore desirable to consider a series 
of reforms, which could progressively be put into effect 
where the total yield of taxes permits. It is on this 
basis that the evidence of the Society is submitted. 



The Total Burden of Taxation on Incomes 

4. Taxation on incomes is so heavy that there is no 
longer any “ area of manoeuvre ” — there is little scope 
for a shift of the incidence of taxation from one class 
of tax payer to another. It is frequently asserted there 
is still a reservoir of taxable capacity in the higher ranges 
of incomes, but if all incomes above £3,000 were con- 
fiscated, the increased yield would be relatively small, 
as can be seen from Table 42 in the 93rd Report of the 
Commissioners of Inland Revenue. 

Total of incomes of £3,000 and over 

(1948-49) £573,000,000 

Number of individuals — 

91,400 X £3,000 £274,000,000 



Gross amount confiscated £299,000,000 

Deduct: Taxation yield already 
derived therefrom:— 

Sur-tax £105,000,000 

Income Tax ... £134,000,000 £239,000,000 



Net increment in revenue from con- 
fiscation £60,000,000 



Incentives 

6. The effect of taxation on incentives must be considered 
in relation to marginal effort. The effect on the tax- 
payer’s mind is what is important. It is not the actual 
addition to liability which arises from additional effort 
which matters — it is what the liability appears to be to the 
tax-payer. The system of charging income tax by refer- 
ence to standard rate, with reliefs for earned income and 
family circumstances, and reduction in rate for part of tax- 
able income, is not helpful in this direction. 

7. The fact that earned income relief is limited to the 
first £2,000 of income, coupled with the fact that the 
liability to Sur-tax commences at the same figure, results 
in a very high increase in the effective rate of tax arising 
when earned income slightly exceeds £2,000. In certain 
cases this may dissuade an individual from accepting a 
more responsible position. From the examples below it 
will be seen that a married man with three children earn- 
ing £2,000 has an overall rate of 5s. in. the £ at 1951-52 
rates but an additional income of £20 bears income tax 
and Sur-tax at a marginal rate of 11s. 6d. in the £. It 
is suggested that limitations of Earned Income Relief 
should be extended and made applicable to Sur-tax. 

Similarly the graduated system of income tax has the 
effect that, when income increases and passes from one 
(rate of tax to another, the proportion of tax on the mar- 
ginal income is greater than the proportion of tax levied 
up to that point. This is shown by the following examples 
.relative to earned income which have been based on the 
1951-52 rates of tax and allowances: — 



The issues involved in confiscation are outside the scope 
of the present inquiry but the above statement serves to 
indicate the limitations of any increase in the rates of 
tax on higher individual incomes. 



5. It is also clear that, with taxation at its present level, 
savings are inadequate. In the table above, the calcu- 
lations relate to the fiscal year 1948-49 and to the standard 
rate of Income Tax at 9s. in the £. The Economic Survey 
for 1951 forecasts an increase in the national income for 
that year of some 25 per cent, over the 1948 income 
and the standard rate of Income Tax has been increased 
to 9s. 6d. The concluding portion of Chapter IV of 
the Economic Survey for 1951 is devoted to the “ Finance 
of Investment” and attempts to compute the personal 
savings which are necessary. The figures in the relevant 
Table (26) may be summarised: — 

1951 
Forecast 
£ million 

Surplus on Central and Local Government 



Accounts ... 140 

Corporate and other bodies: — 

Depreciation Allowances 1,120 

Tax Reserves of Businesses ... 530 

Undistributed profits 780 

2,430 

Less: Provision for stock appreciation 
by Companies and authorities ... 700 



1,870 

Personal saving required 

(1950, £332 million) 445 

Total sums required to be set aside 2,315 



The commentary on the Table states that the table 
“ shows the contributions that should be made towards 
the finance of investment in the form of undistributed 
profits and tax reserves, as profits increase with the national 
income. 

Even after allowing for these contributions, a substan- 
tial problem remains. The final item of personal savings 
is a balancing item and shows what is needed if we are 
to avoid inflation. But when prices are rising and there 
is pressure on the cost of living, it seems much more 
probable that personal savings will fall than that they 
will show an increase of over £100 million. Further, the 
calculation is in calendar years and understates the fiscal 
problem.” 



Earnings for 
year 


Tax 

Payable 


Average rate 
allowing for 
E.T.R. 


Rate of tax 
applicable to 
a farther £20 
of earnings 


£ 


Single 
£ s. d. 


Man 

s. d. 


s. d. 








2 5 


200 


7 10 0 


9 


4 5 


450 


62 10 0 


2 9 


7 7 


2,000 


651 10 0 


6 6 


11 6* 


237± 


. Marrie 


d Man 


2 5 


300 


7 10 0 


6 


4 5 


550 


62 10 0 


2 3 


7 7 


2,000 


613 10 0 


6 li 


11 6* 


500 


Married Man 


> ith 3 Children 


2 5 


562* 


7 10 0 


3 


4 5 


812* 


62 10 0 


1 6 


7 7 


2,000 


513 15 0 


5 n 


11 6 



(Family allowances and National Insurance Contributions 
ignored.) 

* N.B. — Including Sur-Tax, 



8. Considerable enquiries have been made as to whether 
the P.A.Y.E. system is at present having any serious effect 
on production. In the early days of the operation of the 
system there clearly was some effect on the incentive to 
work. The objections mainly arose through ignorance of 
the basic system of assessment and the mistaken belief that 
all additional earnings were taxed at 10s. in the £. The 
wage and salary earner now prefers the PA.Y.E. system 
of collection which endeavours to relate tax payable to 
actual earnings and there is little evidence at present of 
persons refusing to work overtime or limiting their piece- 
work or bonus earnings because of P.A.Y.E. If, how- 
ever, there should be an increase in earnings as a result 
of increased production or inflation or should the income 
tax reliefs be reduced it may well be that the increase 
on the effective rate of tax would prove a serious dis- 
incentive. 

9. Notwithstanding the lack of evidence mentioned, it is 
clear that the present system of collection of tax under 
P.A.Y.E. could be much improved from the standpoint of 
incentives. The effectiveness of the present method would 
be increased by the introduction of further graduations 
of reduced rate relief, so as to smooth variations resulting 
from movements from one code to another with additional 
earnings. 
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If the rate applied to the first £50 of taxable income 
were 2s. Od. and rose thereafter by Is. 6d. by stages of 
£50, the overall average for the £250 now chargeable 
at reduced rates would be maintained at 5s. Od. The 
reduction of 1 s. Od. on. the first £50 would be compensated 
to some degree by the increase in the average rate on the 
remaining £200 from 5s. 6d. to 5s. 9d. 

10. It might be possible to remedy the major disincentive 
defects of the P.A.Y.E. system by a more radical reform 
based on two principles : — 

(a) The introduction of a new flat rate of tax for all 

earnings — a rate based on the normal standard rate less 

E.I.R. 

(b) The payment of allowances, as a separate matter, 

through the Social Security procedure, 

In no other ways does it seem possible to simplify and 
reform the P.A.Y.E. system thoroughly. Whether a radical 
change of this type is desirable depends on factors relating 
to the Social Security system of which the accountancy 
profession has little direct experience. As the merits of 
such a system have been the subject of strong recommenda- 
tions a typical example is set out in Appendix A. 

Risk Bearing 

11. Taxation discourages new enterprise. If there is 
a profit, a high proportion goes to the State ; if there is 
a loss, it often has to be met entirely out of risk capital, 
without tax relief. The present system of taxation (par- 
ticularly Profits Tax) bears heavily on risk capital. Recom- 
mendations on this point are included in the section 
relating to Company Profits. 

Savings 

(i) Personal Savings 

12. There is no. doubt that the burden of taxation other 
than the system itself has a great effect on the encourage- 
ment of savings. So far as the system is concerned, how- 
ever, the present Income Tax Acts provide a limited 
measure of relief from Income Tax but not Sur-tax in 
respect of contracts of life assurance. The Society’s recom- 
mendations to the Millard Tucker Committee on Retire- 
ment Provisions contained suggestions for extending 
relief to the cost of providing pensions for self-employed 
persons and employees for whom no scheme exists. It is 
hoped that if tfyis principle is adopted, savings will be 
encouraged. 

13. In order to encourage savings to a greater extent 
than at present it is recommended that the system be 
altered in order to give life assurance relief to a parent 
taking out a whole-life or endowment policy on the life 
•of his child. It may be convenient to limit the premiums 
that would be available for such relief to, say, £15 per 
annum. Reliefs may be available under present law, if 
the policy is written on the life of the parent, but this 
expedient may not always be available. 

14. Small savings could be considerably encouraged 
if interest on certain small investments were exempt from 
income tax. For example, each individual should be 
entitled to exclude from taxable income interest from 
deposits in the Post Office Savings Bank and Trustees 
Savings Bank up to £15 per annum. These sources would 
then, be placed on a similar basis to that operating in 
the case of National Savings Certificates, except that 
such income should be stated in Income Tax Returns. 
It would, however, be logically necessary to extend this 
concession to all forms of savings : the cost to the 
Exchequer would be so considerable that the concession 
could only be justified if there were a paramount neces- 
sity to increase small savings, as an anti-inflationary 
measure. 

15. In order to encourage the saving of business profits 
by a self-employed person it is recommended that the 
system be altered so as to levy Sur-tax only on the amounts 
withdrawn by the proprietor, subject to suitable safe- 
guards against undue retention of funds, on the lines of 
the legislation applicable to companies (Sec. 21, Finance 
Act, 1922, as amended and extended*). 

* Now I.T.A., 1952, Part IX, Chap. HI. 



(ii) Company Savings 

16. It is beyond doubt that under present conditions 
insufficient funds are being retained in a business ade- 
quately to finance normal development and the replace- 
ment of fixed assets. The remedies, which have been 
discussed so often as to require no amplification, include— 

Reductions in the rate of tax. 

Further considerations of reliefs for undistributed 
profits. 

Further reform of the method of computing profits 
for tax purposes, so that taxable profits more nearly 
agree with profits computed on commercial lines. 

Allowances for increased replacement costs. 

It is assumed that these subjects will be considered in 
detail at a later stage of the proceedings of the Royal 
Commission. 



Inflation 

17. The system of amending the law relating to the 
charge to tax by an annual Finance Act, preceded by a 
review of the economic position in the yearly Budget 
affords a means of controlling inflationary or deflationary 
tendencies. The P.A.Y.E. system of collection of tax on 
employees’ earnings has increased flexibility, because any 
variation in the rate of income tax and allowances and 
reliefs immediately affects the deduction of the income 
tax from wages and salaries, and therefore the purchasing 
power in the hands of the individual. Nevertheless, 
taxation is tending to find its way into costs. Whatever 
may be the theory of the matter this trend becomes more 
feasible when total demand exceeds productive capacity 
so that competition is largely ineffective. In relation to 
business profits, this may arise by attempts to maintain 
net income by passing on increases in 'tax liability to 
consumers, so as to maintain working capital. In relation 
to wage earners, the system of deduction of tax at the 
source unduly emphasises the net amount remaining after 
all deductions have been made, rather than the gross 
earnings: demands for wages increases are, in effect, 
based on net wages. Income tax, in these cases, has, 
therefore, a close connection with pressure for increases. 



Balance of Payments 

18. Under the present system, and subject to a measure 
of double taxation relief in some cases. United Kingdom 
Income Tax is charged. on the profits of trades carried 
on in the United Kingdom, whether or not the persons 
carrying on the trade are resident in this country. The 
charge is also made on the profits of trades carried on 
elsewhere by persons ordinarily resident in the United 
Kingdom. These principles will tend to restrict the inflow 
of foreign capital. 

There will also be a tendency to export capital to 
those countries where the burden of taxation is less 
than it is in the United Kingdom. It is considered, 
however, that this is due more to the rates of taxation 
operating here than to the system itself. Where businesses 
are transferred abroad so that control no longer remains 
in the hands of persons resident in the United Kingdom, 
there will be a tendency to lose not only in the form of 
a decline in the tax liability of such a company, but also 
by reason of the fact that the company may obtain its 
equipment and supplies from foreign sources rather than 
from sources in the United Kingdom. Some reference to 
this matter is made in Paragraph 304 of the Report of the 
Committee on the Taxation of Trading Profits, and it is 
submitted that companies carrying on businesses abroad 
should be assessed to United Kingdom income tax on 
•remittances only. It is appreciated that Clause 32 of the 
Finance Bill, 1951,* affects this matter. 



The Distribution of Personal Incomes 

19. Benefits by way of family allowances, health services 
and food subsidies now absorb about approximately one- 
third of the total Revenue raised by taxation. Thus 
taxation is being used as an agent for the re-distribution 
of income. It is submitted that this process has reached 
the limit of practicability. 



* Now I.T.A., 1952, s'. 468. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MEMORANDUM 



419 



25 July, 1952] Mr. Bertram Nelson and Mr. James S. Heaton 



[' Continued 



20. Existing provisions prevent a taxpayer from deriving 
benefit by divesting himself of income by means of an 
annuity covenant except to individuals dependent on him, 
other than unmarried infant children. It is considered 
that these provisions are effective in preventing abuse and 
no further restrictions are desirable. 

Other Economic and Social Objectives 

21. There is considerable value in publicity and ex- 
planatory memoranda in helping tax payers towards an 
understanding of the taxation system. Valuable work 
was done in this direction when P.A.Y.E. was introduced 
and the effect of .this has been apparent in the gradual 
improvement in the attitude of employees. It is felt that 
some momentum has lately been lost in this aspect of 
public relations. 

Social Security Payments and Contributions 

22. It is not desired to make a direct recommendation 
as to whether it would be advantageous to link income 
tax with Social Security payments and contributions. The 
advantage of such a scheme would be as follows: — 

(a) As already suggested it would remove many of 
the anomalies of the P.A.Y.E. system. 

( b ) Eventually administration costs might be reduced. 
The disadvantages include the following : — 

(а) The restriction of each 20s. of wages to 15s. 
(see Appendix A, paragraph 3), would be likely to 
provoke agitation for a compensating increase in rates 
of wages generally. 

(б) The principle that the National Insurance Scheme 
should be self supporting would probably be lost, the 
burden of sick and unemployment benefits falling on 
the general body of tax payers. 

<c) The change of procedure would possibly cause 
great administration problems. Problems would cer- 
tainly arise with self-employed persons and persons with 
investment income. 

In Appendix B* are set out some of the technical prob- 
lems which would arise if the taxation and social security 
systems were integrated. 

Taxation of Companies 

(a) Profits Tax 

23. On its introduction in 1937, the National Defence 
Contribution was a tax on the profits of businesses 
carried on in the United Kingdom or carried on 
elsewhere by persons ordinarily resident in the United 
Kingdom. Extraneous income was not charged, since it 
was the apparent intention of the legislature to have 
regard only to profits arising from .the conduct of the 
business. Thus, investment income was charged if it 
comprised the whole or an integral part of a business, 
but not otherwise. Distinctions in the form of proprietor- 
ship of a business did not involve fundamentally differ- 
ent treatment. The change of name from the beginning 
of 1947 was the occasion for basic changes in the nature 
of the tax. It may be said that there was no longer a 
tax on business profits but on corporate income. This 
was effected by : — 

(1) Exemption of profits from businesses carried on 
by individuals, and of profits from partnerships attri- 
butable to the shares of individuals. 

(2) Inclusion within the charge of all income received 
by the proprietary company or other body, whether 
or not directly incidental to its business, apart from 
dividends distributed from profits already chargeable 
to profits tax. 

At the same time, the changes were apparently linked 
with Sur-tax considerations. There was to be exemption 
from Profits Tax for any chargeable accounting periods 
relative to years of assessment for which the actual in- 
come of the company was apportioned amongst its mem- 
bers for purposes of Sur-tax. By a later provision, elec- 
tion for special advantages in relation to Sur-tax by 
underwriters was made conditional upon acceptance of 

liability to Profits Tax. ‘ 

* Not reproduced in these Minutes of Evidence. 

1(5739 



24. It is submitted that, in these circumstances the fun- 
damental nature of Profits Tax should be re-examined. 
There are the following questions : — 

(i) Is Profits Tax intended to be a tax of business 
profits with exemption of individuals on the ground 
that they, unlike companies, may be liable to Sur-tax 
on the whole of those profits, whether or not with- 
drawn for personal use? If so, on what grounds of 
logic is investment income taxed when it is not the 
whole or an integral part of the business? 

It seems that the only answer is that all sources of 
the income of an individual are aggregated and are 
liable to Sur-tax. 

(ii) If, on the other hand, it is appropriate to regard 
Profits Tax as an alternative to Sur-tax, on the ground 
that it makes up for the lack of an additional imposi- 
tion which Sur-tax provides on individuals, then it 
would seem to be bound up with undistributed profits 
of companies, since income distributions would fall into 
the Sur-tax computations of the recipients. In fact, the 
nature of Profits Tax since 1947, with its exceptional bias 
on distributed profits, runs counter .to this reasoning. 

25. Whatever the answers to these questions, it seems 
that the Profits Tax is basically illogical to some degree, 
in having primary regard to the nature of the income, 
and secondary regard only to proprietorship elements. 

An additional and specific tax on corporate income 
is objectionable also from the following standpoints: — 

(a) Falling on equity holders as it does, it is a 
deterrent to enterprise and risk-taking. 

( b ) It is particularly severe on companies in which 
preference shares are a significant proportion of the 
issued capital. 

(c) It encourages finance by way of loans, unsecured 
notes or debentures, instead of by permanent share 
capital, which would be more economically sound. 

(d) It is an additional drain on current resources 
already, in general, highly, strained by the high cost 
of replacement of raw materials and fixed assets. 

(b) Questions of Residence, Ordinary Residence and 

Domicile 

26. A detailed discussion of the application of 
taxation provisions on these matters to companies is 
reserved for Part B of the heads of evidence. It may 
be stated here, however, that clarification of the law is 
necessary in relation to the concept of ordinary residence 
as applied to companies. 

Possible Merger of Taxes on Companies 

27. It appears that the taxation of corporate income is 
at present on an illogical basis. 

Some of the relevant factors are : — 

(a) Whilst the Profits Tax has been alleged in earlier 
notes to be illogical in conception, the distinction drawn 
between distributed and undistributed" profits can be 
used in an attempt to influence distributions accord- 
ing to whether conditions are inflationary or 
deflationary. 

(b) Over the whole field of company profits, the 
double incidence of Income Tax and Profits Tax is ex- 
cessive, particularly in relation to the resources neces- 
sary to maintain and to develop productivity. 

(c) 'Since companies are regarded as separate tax 
payers, the Income Tax system must at present be con- 
ditioned by the applicability of its provisions to all tax 
payers in business. This point is emphasised in the 
Report of the Committee on the Taxation of Trading 
Profits, since some 200,000 assessments on business 
profits were made on companies, out of a total of 
1,500,000, some 450,000 exempt cases already having 
been deducted in arriving at that larger figure. If com- 
pany profits could have been considered in isolation, 
it may be that a change to some form of current-year 
basis of assessment, fairly generally desired, might have 
been devised. (Vide paragraph 41 of the Committee’s 
Report.) 

C 
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28. It is suggested that inquiry should proceed on the 
following lines : — 

(i) Incorporation of the distinctive treatment of dis- 
tributed profits within the charge to Income Tax on 
companies. 

<ii) Reservation of power to charge the distributed 
rate in the case of unreasonable retention of income, 
for use in the case of companies not within Section 21 
of the 1922 Act. 

(iii) Further consideration of some form of current- 
year basis of assessment of application only to com- 
panies, preferably by assessment on the profits of a 
chargeable accounting period (on the lines of Profits 
Tax) with apportionment of liability on a time basis in 
respect of variations in rates of tax. 

(iv) Further consideration of the degree of varia- 
tion of distributed and undistributed rates. Subject to 
variations in profits as computed for the purpose of 
Income Tax and Profits Tax and to questions of abate- 
ment effective total rates for 1951-52 are: — 

Distributed profits — 73.75 per cent. 

Undistributed profits — 52.75 per cent. 

29. While Profits Tax continues on the present basis, it 
is submitted that a serious anomaly would be removed if 
fixed preference dividends were not included as part of 
the gross relevant distributions to proprietors. 

28.6.1951. 



APPENDIX A 

Integration of P.A.Y.E. and Social Security Payments 

1. Basis 

(1) The introduction of a fiat rate of tax on all 
earnings at a rate less than that charged on business 
profits and unearned income in order that E.I.R. may 
be taken into account. 

(2) The flat rate of tax should be applied once and 
for all when the remuneration is paid. 



(3) Allowances to be given by a system of coding on 
a weekly basis, co-ordinated with Social Security 
payments. y 

2. Advantages. The main advantages as previously 
indicated would include avoidance of disincentives, com- 
prehensibility and economy in administration. 

3. The operation of the system. As an illustration of 
the operation of a flat-rate system, tables are appended 
comparing the liability under current law to Income Tax 
and national insurance contributions (less family allow? 
ances where applicable) with the proposed flat-rate liability. 
These are based as follows : — 

(a) The first £2 per week (£104 p.a.) has been regarded 
as tax free. 

(/>) Each dependant (wife or child) has been regarded 
as available for a cash allowance of 12s. 6d. per week 
(£32 10s. p.a.). 

(c) A flat rate of tax in excess of £104 p.a. has been 
applied to all earned income at the rate of 5s. Od. and 
to all unearned income at the rate of 7s. Od. 

(d) A Surtax at the rate of 2s. 6d. has been applied 
to all incomes, whether earned or unearned, in excess 
of £650 p.a. 

The effect of these rates is to produce tax on earned 
income of 7s. 6d. in excess of £650, which compares with 
the existing rate payable on such incomes under the 
present system of 7s. 7d. The rate on unearned income 
is 9s. 6d. in the £ which is the same as under the present 
system. 

From the schedule it will be seen that married people in 
the lower income groups benefit quite considerably but 
that otherwise there is not a great deal of difference in 
the net taxes payable. 

(Note : The above method is an illustration only and 
should be considered in connection with comments in 
paragraphs 8-10 and 22.) 



Comparison of Net Tax Payable and Allowances Receivable 





Single Person 


Married Couple 


Married Couple with 
1 Child 


Married Couple with 
2 Children 


Income 


Present 
Tax and 


Proposed 

Tax. 


Difference 
in Tax 


Present 
Tax and 


Proposed 
Tax less 


Difference 
in Tax 


Present 


Proposed 


Difference 
in Tax 


Present 
Tax and 
N.I.C. 
less £13 


Proposed 


Difference 




N.T.C. 


payable 


N.I.C. 


£32 10 0 


payable 


N.I.C. 


£65 


payable 


£97 10 0 


payable 




1 


2 


3 


4 


5 


6 


7 


8 


9 


10 


11 


12 


£ 












Earned 


Income 












200 


19 


24 


+ 5 


13 


- 8 


- 21 


13 


- 41 








- 73 


300 


40 


49 


+ 9 


19 


16 


- 3 


13 










- 48 


400 


62 


74 


+ 12 


40 


41 


-1- 1 


21 


9 









- 23 


500 


91 


99 


+ 8 




66 


+ 4 


43 


34 










650 


148 


136 




110 


104 


- 6 














1,000 


281 


268 


- 13 


243 


235 


- 8 


210 












1,500 


471 


455 


-.16 


433 


423 


- 10 












- 1 


2,000 


661 


643 


- 18 


623 


610 


- 13 


590 


578 


- 12 


549 


545 


- 4 














Unearne 


Income 












200 


27 


34 


+ 7 


12 


1 


- 11 












- 63 


300 


55 


69 


+ 14 


33 


35 


+ 2 


16 


4 








- 28 


400 


88 




+ 16 




71 


+ 11 














500 


135 


139 


+ 4 


97 


106 


+ 9 


69 












650 


207 


191 




169 


159 


- 10 


135 


126 








+ 5 








— 16 




325 


- 10 


302 


292 








+ 5 












562 


- 10 


539 










+ 6 


2,000 


848 






810 


800 


- 10 


777 


767 


- 9 


730 


735 


+ 5 
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EXTRACT FROM SECOND MEMORANDUM SUBMITTED BY 
THE SOCIETY OF INCORPORATED ACCOUNTANTS AND AUDITORS 



Question 5 (a). Are there any kinds of profits or income 
which are not charged but should be ; or which are 
charged but should not bet 

Capital Gains 

13. We have considered whether a tax on capital gains 
should be introduced, and are convinced that it is neither 
practicable nor desirable. 

14. So far as bodies corporate are concerned, a dividend 
paid out of a source of capital profit forms part of the 
distributions taken into account in computing liability to 
profits tax. Even though the increase in that liability 
which follows on such a dividend is in form a tax upon 
the company’s trading profits, its effect is to charge any 
capital gains distributed to shareholders with Profits Tax at 
a rate which, after allowing for the interaction of Income 
Tax liability, amounts to approximately 4s. in the £. 

15. A tax on the capital gains of the individual in a 
time of depreciating currency is attended with many diffi- 
culties. Such a tax must, if it is to be equitable, be 
restricted to realised gains. Such gains are, to a very large 
extent, only the reflection of the fall in the value of the 
£. If A who bought his residence in 1938 for £1,500 
sells it in 1951 for £5,000, with which. he buys a precisely 
similar house in another district, can he be truly said to 
have gained £3,500 by the transaction? 

16. If gains which are reinvested in capital assets are to 
be exempt, how are we to defend the disparity in treat- 
ment between B and C in the following examples? 

B bought a motor car for £200 in 1938. In 1951, 
finding that he could no longer afford to run it, he 
sold it for £350, which he used to pay for his travelling 
by public conveyance. A capital gain of £150 arises. 

C bought a motor car at the same time and at the 
same price. Having prospered in business, he exchanges 
the car in 1951 at a value of £350 in part payment of 
a more expensive vehicle. On the basis of the argument 
in para. 15 no liability to capital gains tax should attach. 

17. A further difficulty is the practical one of enforce- 
ment of the tax. It has been suggested to us that this 
could be overcome by requiring a quinquennial return of 
capital assets. We are, however, impressed by the practical 
impossibility of imposing an adequate check upon such 
returns, and the encouragement that would be given to 
evaders to invest their capital gains in easily concealed 
property. So long as taxation remains penal at its higher 
levels it tends, in our experience, to place an undesirable 
strain upon the honesty of the taxpayer, and we should 
view with concern any scheme of additional taxation im- 
posing a further burden on the honest taxpayer which 
the less scrupulous could readily evade. 

18. These are, however, not the only objections to the 
taxation of capital gains. Realisation of profit must 
precede taxability, while taxation of profit must be coupled 
with some form of allowance for losses. In times of fall- 
ing markets there would in consequence be every induce- 
ment to the speculator to sell his investments at a low 

EXAMINATION 

4386. Chairman : We are grateful to you for the papers 
you have sent in. Of course on a number, of matters 
of detail we shall not trouble you with questions, but 
there are one or two questions on major points that you 
will probably be able to clear up. Will you take your 
first document,- and look at paragraph 8? You are giving 
us there, I think, some practical experience as to the effect 
of the P.A.Y.E. system on production.. You start your 
paragraph by saying: — 

“ Considerable enquiries, have been made as to whether 
the P.A.Y.E. system is at present having aD,y serious 
effect on production.” 

Then you make the point that, when it was first intro- 
duced as a system of taxation, naturally it was widely 
misunderstood and provoked a good deal of resentment, 
but it is your experience, is it, that a good deal of that 
particular reaction has disappeared?— Mr. Nelson', Yes, 
16739 



price, in order to obtain the benefit of a loss claim, and 
to follow the sale by a purchase of similar items after a 
short period. The real loss resulting from this type of 
transaction might well be far outweighed by the taxation 
advantage. Such operations would tend to unbalance the 
market at a time when stability was particularly desirable. 

19. In times of rising prices a precisely opposite result 
would follow, buying being encouraged and selling 
artificially restricted. 

20. It may, we think, be sometimes overlooked that 
so-called capital transactions may amount to the carrying 
on of a trade or of an adventure in the nature of trade 
so as to be taxable under the existing law (cf. Rutledge v. 
C.I.R. [1929], 14 T.C. 490, Fraser v. C.I.R. [1942], 24 
T.C. 498 and MacMahon and MacMahon v. C.I.R . ). 
The remedy, if real profits are escaping taxation on a large 
scale, may lie in a more robust attitude of the Inland 
Revenue to “ schemes of .profitmaking ” (cf. California 
Copper Syndicate v. Harris [1904], 5 T.C. 159). 

Question 5 (b). Is the present distinction between profits 
liable to charge and those not liable to charge as being 
capital profits satisfactory'! 

21. On the whole, we consider that the present distinc- 
tion is satisfactory in practice, although anomalies arise in 
border-line cases as they always must wherever the line 
of demarcation is drawn. 

22. We refer, however, in a later paragraph t-o the effects 
of the decision in the Law Shipping case. 

23. The report of the Committee on the Taxation of 
Trading Profits (Cmd. 8189) asserts that the theoretical 
view which requires “ that a proper system of computing 
profits must necessarily take into account changes in the 
value of money ” is a view which “ is certainly not generally 
accepted by the majority of accountancy opinion.” The 
Council of the Society of Incorporated Accountants and 
Auditors wishes it to be known that it is not in complete 
agreement with this assertion. 

24. Accounting practices as now applied to the periodic 
measurement of business income were conceived in a period 
of relative price-level stability. In the past decade per- 
sistent depreciation in the value of money has called 
into question with gathering momentum the validity of 
some of these practices and has reached a point which 
compels their re-examination. The finance required to 
preserve operating assets so as to maintain production is a 
cause of anxiety to all who are' concerned with the man- 
agement and efficiency of industrial enterprise. There 
exists a serious danger of real capital consumption which 
accounting practices tend to veil. 

25. The Council of the Society has therefore set up a 
.representative committee to re-examine the theoretical 
view to which the Committee on the Taxation of Trading 
Profits refers, with the object of making recommenda- 
tions possible of acceptance by both the business com- 
munity and the accountancy profession. 

13.2.1952. 



OF WITNESSES 

there are always disincentive effects following from a high 
rate of taxation, but the particular ones relating to 
P.A.Y.E. have considerably disappeared. 

4387. You go so far as to say: “The wage and salary 
earner now prefers the iP.A.Y.E. system of collection which 
endeavours to relate tax payable to actual earnings . . 

Is that, as it were, the summary of the views which you 
have extracted from your members? — Yes, those of our 
members who made enquiries among their clients did find 
that the P.A.Y.E. system, so far as any system of taxation 
could be popular, was well received. 

4388. Then in paragraph 10, 1 am not criticising this, but 
you start rather tentatively: “It might be possible to 
remedy the major disincentive defects of the P.A.Y.E. 
system by a more radical reform based on two principles ”, 
Is your position this, that you do not come forward as 

C 2 
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advocating that as being required or desirable? — It is a 
point on which we do not feel strongly. 

4389. As an organisation. Very likely there are different 
views in your membership? — Yes. 

4390. But you have worked out for us in a good deal 
of detail, which we are grateful for, in Appendix A how 
such a simplified scheme might be approached? — Yes. On 
the integration with the social security provisions we do 
not speak from direct experience and express no decided 
view. 

4391. In paragraph 15, you say: 

“ In order to encourage the saving of business profits 
by a self-employed person it is recommended that the 
system be altered so as to levy surtax only on the 
amounts withdrawn by the proprietor, subject to suit- 
able safeguards against undue retention of funds . . .” 
The self-employed person you are speaking of there is 
an individual who is engaged in business activity? — An 
individual or, for that matter, a partner. 

4392. But if you devise a scheme under which he was 
not taxed on the profits made, except so fir as he withdrew 
them, would not that be giving him a very considerable 
advantage as against the other kind of self-employed 
persons who are not engaged in business? — The scheme 
would have to be carefully drawn. It corresponds in 
principle to the taxation of retained profits at a lower rate 
than distributed profits. Its purpose is to encourage saving 
within the business. 

4393. You have self-employed people such as profes- 
sional people who may be making considerable incomes 
but they would get no comparable reservation of any part 
of their income in that way, would they?— I think the 
term “ business profits ” would extend to professional pro- 
fits, coupled of course with some change in the surtax 
rate so as to allow them earned income relief. 

4394. If you introduce the. earned income relief into the 
surtax range that would be a concession which would apply 
to all persons who were taxed for surtax? — Yes. 

4395. But this would tend to be, would it not, a special 
concession to the self-employed person in business which 
would enable him, unless you could devise some counter 
scheme, to accumulate capital without paying tax upon it? 
— That is true. 

4396. And the only sort of safeguards I suppose you 
have in mind would be whether the amount which he failed 
to withdraw, of the profits he had made, was reasonably 
required for the purposes of business? — The same kind 
of test as under section 21 of the 1922 Finance Act. 

4397. That is about all the test which that offers, is it 
not? — Yes. 

4398. Just a word on your next paragraph. You say 
“It is beyond doubt that under present conditions in- 
sufficient funds are being retained in a business adequately 
to finance normal development and the replacement of 
fixed assets.” But the double requirement would be a 
considerable one, wtould it not, in a time when the 
purchasing power of the pound has depreciated consider- 
ably? — I agree. 

4399. Because both to keep your real assets up to their 
volume and to develop normally would require a very 
large fund indeed, would it not? — That is certainly true. 

4400. But now if we cut out normal development, which 
is after all an extension, would your impression be equally 
true that retained profits are 'insufficient for the replace- 
ment of fixed assets even at the enlarged prices? — Yes, 
with the present level of taxation, I think there can be 
no doubt on that subject. 

4401. In your experience, I suppose this follows really, 
the weight of that kind of difficulty depends upon the 
structure of the business and its requirements to carry 
stock or to replace fixed assets? — It is a very general 
experience, but the degree of seriousness, of course, 
depends on the circumstances of the individual 'business. 
The experience is quite general. 

4402. The experience is quite general, although I 
suppose from your experience you could point to particular 
industries which may be suffering peculiar difficulties in 
this way. Have you any in mind? — Any industry which 
has commenced a series of technical developments is 
always in difficulty. Difficulties are acute where there has 
been rapid technical progress. 



4403. That throws up the obsolescence factor I suppose 
at once? — And there is also difficulty if there is a down- 
trend in trade. A business becomes short of working 
capital and it is necessary to realise stocks more rapidly 
than would normally be necessary. Therefore there are 
the two factors, the type of business and the state of the 
trade cycle. 

4404. You would agree, would you not, that, overall 
companies after taxation are retaining a very much 
increased proportion of profit than they did before the 
war? — The policy has been widely followed of retaining 
a much larger proportion of profits in the business to 
meet the difficulties to which we draw attention. 

4405. But even with that change of policy, you would 
still say considerable difficulties are being experienced 
today? — Yes, the retained profits after taxation are still 
insufficient to provide for normal development and for 
the replacement of fixed assets, or indeed, for either 
factor taken separately. 

4406. You say in paragraph 17 that taxation is tending 
to find its way into costs. Just how much is involved in 
that statement? Is it introduced in your experience as an 
element in the determination of the price policy? — In the 
absence of acute competition and in circumstances where 
the firm desires to retain sufficient working capital it is 
almost inevitable that taxation beyond a certain level will 
find its way into prices and therefore into costs. 

4407. I was wondering how far? I can quite under- 
stand it would be done, but I was wondering how far 
actually your experience suggests it is an actual factor? 
— The need arises mainly from the necessity of remaining 
solvent. I do not think it could be put into terms of 
quantities, but the tendency is inevitably there with heavy 
taxation. 

4408. I wanted to ask you something about your views 
expressed in paragraph 27. You have drawn our attention 
to what at any rate might be said to be certain con- 
tradictory tendencies in the present system of taxing 
companies or company profits. Have you considered the 
advantages or disadvantages of amalgamating all taxes on 
company profits into one tax?— Yes, we are attracted by 
the concept of a single tax on companies,, incorporating 
the distinctive treatment of distributed profits, as for 
example in a profits tax. The complexities of some of 
the taxation statutes might be somewhat reduced, and we 
could perhaps combine that with a suggestion we make 
later on in our evidence* that in each Income Tax Act 
or each Finance Act some section of taxation law should 
be reviewed, codified and amended, so that over a period 
of years the whole taxation system might become some- 
what simpler. 

4409. But if you are thinking of combining, as you say, 
the various taxes which fall upon the company’s profits 
today into one tax, you would envisage that tax as 
divorced from the standard rate of income tux, I take it? 
— Yes, except to this extent, that when a dividend was 
paid the deduction of the tax at the standard rate might 
continue, subject, of course, to double taxation provisions. 

4410. Yes, but I was wondering how you would work 
it? I think you do advocate, do you not, in one part of 
your paper that distributions to shareholders should be 
regarded as a fresh taxable subject? — I think that might 
be one of the consequences of the single tax on companies. 

4411. That would be a radical alteration of anything 
that we have known up to date? — Yes. Of course it might 
be possible to go further and to base the taxation liability 
on the current year basis at the same time. 

4412. If you regarded all distributions of company 
profits to the proprietors as a new taxable subject, as 
some systems do, could you retain the valuable arrange- 
ment of tax deduction at the source? — I should hope so. 
It is a desirable principle and I should hope it could be 
retained. 

4413. A very convenient administrative one? —Extremely 
so. 

4414. What is actually meant by paragraph 28, sub- 
paragraph (i)? It is not clear to my mind what that 
means. — Mr. Heaton: That is I think the discrimination 
which already exists in relation to profits tax. 



* Not reproduced in these Minutes of Evidence. 
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4415. You borrow what you think is a good element in 
the profits tax? — To incorporate that distinctive treatment 
of distributed and undistributed profits. 

4416. You would give some relief to retained profits? — 
Yes. 

4417. Or some extra charge on distributed profits? — 
We thought the rate on distributed profits would be 
certainly not less than the standard rate of income tax, 
and therefore the net dividend received by a member 
could be regarded as a payment at least at the standard 
rate of tax by the company, even though it was not in 
the form of the normal standard rate of tax. 

4418. You would be saying that, in so far as the com- 
pany has paid its profits up to the standard rate of tax 
and then makes a distribution, that distribution could be 
taken as already having suffered tax ; but that would not 
be treating the distribution then as a new taxable subject, 
it would be maintaining the present system. — Only so far 
as the rate may be involved, that may be a minimum 
rate. The actual rate suffered on distributed profit could 
be a good deal higher than the standard rate which is 
regarded as the measure of liability by an individual share- 
holder. 

4419. That would be borne by the company ; I follow 
that. I have one question on your other paper, on this 
question of capital gains which we are looking at at 
present. I wanted to make out what your general views 
on this subject were. You do not favour the introduction 
of capital gains as a taxable subject for income tax? — 
Mr. Nelson : No, we feel the practical difficulties are very 
great. 

4420. Are these your two main points? You say that 
many gains, or what appear to be gains, are in your view 
illusory because the person concerned may be doing no 
more than exchanging one asset for another in terms of a 
depreciated pound. The house, of course, is a typical 
instance of that. I suppose it is true of investments 
for those who are wishing to maintain their income? — 
Yes, we agree. 

4421. Then you say that in your view it is a difficult 
tax to administer and might lead to strong temptation to 
evade. — That is so, and there is a third difficulty, that the 
allowance of losses presents great difficulties. 

4422. Of course the temptation to evade does not matter 
if you can efficiently and reasonably economically control 
it, but this is a tax which would, in your view, be difficult 
to trace without a lot of administrative work? — I think 
it would increase the area in which evasion could take 
place with little chance of detection. 

4423. One question on your answer to question 5 (b). 
We have been hearing a great deal of this question of. 
the proper system of computing profits in a time of 
changing price levels, but your Society in paragraph 25 
is poised between adopting a possibly new view and re- 
taining what has been regarded as the accepted view up 
to now. Has anything happened since that paper was 
composed? — Conferences are about to take place between 
the professional accountancy bodies to elucidate this 
problem. It is probable that the view is growing that in 
computing distributable profits price changes must be 
taken into account to preserve capital, and to ensure 
continuance of the business. We have had an inter- 
national congress on accounting where the same kind of 
difficulties have been disclosed by many speakers from 
many countries. The situation has been much affected by 
the extent of the change in price levels of these countries, 
but even here, whereas between 1880 and 1939 any tempo- 
rary rises in prices ultimately have been levelled out, 
since then the price changes have continued and seem to 
be likely to be permanent. 

4424. Is it your view that it is more likely, that prin- 
ciples with regard to the method of calculating or method 
of adjusting for stocks will be agreed as opposed to 
methods for calculating depreciation of fixed assets? — My 
personal view is that the stock problem is less acute than 
that of fixed assets. There are strong theoretical reasons 
for dealing with stock on a replacement basis by one of 
the methods available, but that problem is felt less 
strongly than the problem of fixed assets. 

4425. When you say “ less acute ”, I am not sure what 
you mean by “ acute ”, less important to the business 
or more likely to solve itself in the course of time without 
radical changes? — The well-established principle of cost 



or market price, whichever be the lower, does work well, 
whatever may be its theoretical defects. Moreover the 
stock change is more rapid than that of fixed assets in 
normal businesses, so while some consideration should 
certainly be .given to the whole problem of inventories, my 
personal feeling is that the problem of replacement cost 
on fixed assets is more important and more difficult. 

4426. Mr. Woodcock : In paragraph 16 of your first 
document, the Chairman has been asking you some ques- 
tions on this, you say “ It is beyond doubt that under 
present conditions insufficient funds are being retained 
. . . .” Is it beyond doubt? — I think that the experi- 
ence of accountants with their own clients is quite con- 
vincing, so far as our knowledge of their circumstances 
goes. Our practical experience in the day to day adminis- 
tration of our practices does show this shortage of 
retained funds. In addition of course the Commission 
has the evidence from the British Bankers’ Association 
and the Federation of British Industries. We are im- 
pressed with the experience of many large companies 
which, after very heavy bank overdrafts, have had to 
have public issues. We are impressed with the difficulty 
of starting new businesses. The chairmen of many public 
companies at their annual meetings have given particulars 

.of the precise difficulties in relation to their own circum- 
stances and we, in the ordinary course of our practice, 
do find this need arising in very many of the businesses 
where we advise on financial policy. 

4427. Surely in these last six years of peace, the diffi- 
culty in this country has been to find the material and 
the labour, but not the money? — That has been a limiting 
factor but in many cases where there was no shortage 
of material, no shortage of labour, no difficulty about 
licences, normal progress has been held back by an in- 
sufficiency of funds. — Mr. Heaton : May we add to that, 
•that it is not an immediate problem and we can see from 
balance sheets in our practices that, whereas there has 
been at the moment no difficulty of renewal or replace- 
ment because that replacement has not in fact been carried 
out, one can see the funds are not being accumulated to 
enable that to be done in due course ; and this seems to 
us to be not entirely an immediate problem but one which 
will continue and in some businesses become more acute 
than has so far been apparent. 

4428. Do you say we have not been able to maintain 
normal development and have not been able .to replace 
our fixed assets and the cause has been shortage of cash? 
Is that what you are saying? — We say the need for re- 
placement may not yet have arisen but the profits which 
have been retained so far are not providing funds which 
will later be required. 

4429. That is not exactly what you say here. — I was 
merely adding to what Mr. Nelson said, that it was not 
entirely a matter of the immediate situation but that it 
was a continuing factor. — Mr. Nelson: Our experience I 
think is quite firmly behind these words “ It is beyond 
doubt that under present conditions insufficient funds are 
being retained adequately to finance normal development 
and the replacement of fixed assets.” That view is based 
on day to day experience of the businesses where we give 
financial advice, and we get evidence in the ways I have 
mentioned which supports our view there. 

4430. Just one other question on paragraph 17. You 
are dealing with inflation and you say “ demands for 
wages increases are, in effect, based on net wages.” Is 
that the case? — Accountants do not spend much of their 
time on wages negotiations. 

4431. 1 rather gathered that, Mr. Nelson, but you have 
made the statement. Do you know anything about, the 
method of formulating and pursuing wage claims? — Cer- 
tainly one of the factors is how much money is left in 
the pocket of the worker, measured against cost of living 
increases. 

4432. Workers are taxed at different rates, some people 
are not taxed at all. — 1 quite agree, but I am sure one of 
the factors which does affect requests for increased wages 
is the amount left in the pocket of the worker compared 
with his weekly expenditure and that to some extent taxa- 
tion does affect that factor. — Mr. Heaton : We were afraid 
too that that factor would be increasingly apparent if a 
flat rate of income taxation were involved and that is 
why, though we examined the problem in some detail, we 
could not .give a recommendation directly on that point. 
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We felt that if there was a flat rate there would be a 
greater -temptation to regard the net amount received as 
in fact the level of the wage. 

4433. You do not think that if the Chancellor reduced 
income tax there would be acquiescence in wage reduc- 
tions. do you? — Mr, Nelson: I wish that he would try 
the experiment. 

4434. Mr. Crick : Can 1 clear up one or two small points 
before I come to a more general one. On paragraph 14 
you make certain proposals in respect of interest on 
deposits in the Post Office Savings Bank and Trustee 
Savings Bank, up to £15 per annum. If my arithmetic is 
right, I think that means a minimum balance through 
the year of £600. Why did you pick on that figure? — 
The purpose here is purely to encourage small savings and 
therefore we pitched the figure at about the amount which 
the average individual might be able to save. 

4435. Have you any idea how far tax is, in fact, col- 
lected on the interest upon amounts so small as £600? 
— We have no statistics. 

4436. And you have no impression from your prac- 
tice as to how far these amounts are in fact chased 
up? — Yes, we are thinking of the typical case of the 
working man with a salary of perhaps £10 or £12 a 
week. He comes in to the P.A.Y.E. category and, in 
fact, any savings he makes are probably picked up and 
therefore he suffers tax on the income of such savings. 
If he were encouraged to make modest savings up to the 
amount we have suggested the effect might be to im- 
prove the general level of savings. 

4437. So that your observation is that this is a matter 
of importance, and large amounts are involved, are they? 
— Perhaps I should say it is a matter of fiscal policy 
in relation to savings rather than in relation to taxation. 
It depends for its value on the necessity of encouraging 
savings in the weekly wage earning section of the 
community. 

4438. You go on to say that logically you ought to 
extend the concession but the cost would be so consider- 
able to the Exchequer that you rather shy off generalising 
the concession. How important would the cost be in 
terms of revenue? — We have not been able to make 
any estimate. 

4439. May I turn to paragraph 19? Here you submit 
that the process of re-distribution of incomes through the 
tax system and the social services has reached the limit 
of practicability. Do you suggest that re-distribution 
should go no further for practical reasons, or are you 
rather suggesting that it would be inadvisable, for reasons 
in your own mind and not stated here, that the pro- 
cess should be pressed any further? — I think our feeling 
is that with taxation at its present level the area of 
manoeuvre is very restricted. We speak there as 
accountants and not as experts on social matters. 

4440. But it is on the point of practicability, as you 
state here, that you feel the thing has gone far enough. 
— Mr. Heaton : It seemed to us, Sir, that the re-distribu- 
tion had really reached a maximum, taking the word 
practicability rather in the sense of what was really 
practical politics, having regard to the allocations which 
have already been made and to the level of taxation 
at present existing. 

4441. You really use the word “ practicability ” in the 
sense of expediency or advisability? — That is so. 

4442. I just wanted to get that clear. Your paragraph 
21 I found very interesting. I wonder if you could 
give us one or two practical examples of what you would 
have the Inland Revenue Department do in this matter 
of public relations. There are few things more import- 
ant in this whole field. What do you want them to do? 
— Mr. Nelson: Firstly, we found the explanatory memo- 
randa on such subjects as wear and tear allowances, re- 
search and patents extremely helpful. We should wel- 
come any further similar explanatory memoranda. 
Secondly, I think benefit has been derived from the con- 
tact between the Inland Revenue and the employees in 
large factories where P.A.Y.E. was explained. Thirdly, 
in many ways the Inland Revenue keeps in close touch 
with ■ accountants, giving lectures to our members, taking 
part in courses, and there again we find that a great help. 



4443. You would like to see that sort of activity 
extended? — Yes. 

4444. Do you feel that these printed documents, such 
as the popular presentations of the Budget two or three 
years ago, really have much serious circulation among the 
general public? — A relatively small circulation in rela- 
tion to terms of population. It reaches many who are 
interested. 

4445. Can I turn to your second document? There is 
a matter which puzzles me a great deal with regard to 
capital gains. I want to direct your attention princi- 
pally to paragraph 19, which is simply a short state- 
ment of the obverse of paragraph 18. You are suggest- 
ing, I take it, that in times of rising prices there will 
be a strong inclination in favour of the buying of secu- 
rities and holding them, and a strong predisposition 
against the selling of securities. Is that correct?— Mr. 
Heaton : 1 think the point there was. Sir, that there would 
be reluctance to realise perhaps the capital profit imme- 
diately because of the liability attached. 

4446. If there is a reluctance to realise securities, then 
does it not follow that there cannot be much buying? 
— That would not be the only factor in the market con- 
dition at the time of course, would it? 

4447. What other factors have you in mind? — I think 
that has been already stated this morning. You could 
not perhaps isolate this one factor as one affecting the 
stock markets. 

4448. That is true, that has been mentioned, but my 
question is rather this: If people are very reluctant to 
sell, does it not follow that the purchases must be on 
a very small scale? — Purchases may be new holding of 
stocks to start with. 

4449. But somebody has got to sell if anybody is to 
buy. — Mr. Nelson : Would not in fact the result be that 
the price would fall until a buyer were found? 

4450. Even then the volume of sales must be equated 
to the volume of purchases. — Wc quite agree, but we 
are pointing out here the fact that in practice the price 
would fall until a purchaser were found, and that might 
be a disadvantage. 

4451. You are concerned solely with the price re- 
flection and not with the yield of tax? — I think we are 
pointing out that if a capital gains tax did come into force 
the consequences, from the .Stock Exchange point of view, 
might be quite notable. 

4452. Might be? — Yes. 

4453. You are not definitely stating that they would 
be? — I am afraid wc have no means of carrying out a 
small term experiment to determine the extent of the 
price change. 

4454. You cannot say on the basis of American or other 
experience thatf it would? — No, there is a general im- 
pression when you talk to accountants in the States that 
this has been happening. As has already been said to 
the Royal Commission the difficulty is to separate the 
results of taxation of capital gains from the results of other 
factors affecting Stock Exchange prices. 

4455. Can I take you a little way from the details of 
your paper to a matter that really arises from para- 
graph 1? You speak about the anomalies of incidence 
which are serious and dangerous, and there of course you 
are speaking from your experience as accountants. I am 
inclined to think that your experience will carry all the 
more weight because of your connections in the provinces 
rather than in London. Now you read the “ Economist” 
no doubt? — I do. 

4456. And last week there were some very interesting 
tables from which I extracted one fact, namely that the 
number of accountants in England and Wales in 1931, 
excluding articled clerks and people like that, was just 
under 14,000. In 1951 the number of accountants was 
27,000 ; they have almost doubled. This is making two 
blades of grass grow where one grew before. Now I 
suppose that increase is partly accounted for by larger 
numbers employed in the public services and in business?— 
That is so. 

4457. Would there be anything like a comparable in- 
crease in accountants in private practice? — An increase, 
but at a much lower rate. 
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4458. How far, if at all, would you attribute that to the 
concern of accountants with tax matters? — The rise in 
the practice side of the profession has probably been 
due to two main factors, firstly the increasing importance 
of taxation and the increasing burden of taxation, and 
secondly the growing interest of the profession in matters 
relating to the use of accounts for management purposes. 
More use is made of accounts than was made 20 years 
ago. 

4459. You would say that the first factor is of quite 
considerable importance, the other one need not concern 
us? — Quite considerable importance. 

4460. That means that you are much more occupied 
with tax matters than you were before the war. Would 
you say that that tendency is continuing, or is it modified, 
or is it reversed? — I confidently expect that the effects of 
E.P.L. will be to add to our hours of work and to our 
needs for staff. The growing complexity of taxation 
inevitably means more accountants must be engaged in 
taxation work for longer hours. 

4461. That phrase “growing complexity” is important 
because I wanted to ask you how much of this pre- 
occupation is due to growing complexity and how far it 
is due to the increasing concern among taxpayers to 
minimise their tax liabilities, I mean minimise properly, 
to be quite sure that they are not paying more than their 
just due? — The two factors cannot really be separated. 
Whatever the rate of tax may be, it is the purpose of the 
accountant concerned to ascertain what is the true 
taxation. The real difficulty is the amount of time which 
now has to be spent on computations. At the same time 
it must be said of course that the increase in taxation 
has brought more small shopkeepers, for example, into 
the taxpaying class, and to that extent the very existence 
of taxation, apart from its complexity, has increased the 
calls on the profession. 

4462. When you said “ computations ” just now, I take 
it you do not mean the sort of work that would be done 
by a clerical employee? — I am thinking particularly at 
the moment of E.P.L. computations. 

4463. And you would agree that the bulk of this tax 
work has to be done by partners and not by staff?— The 
staff are responsible for the first stages ; for example 
they would prepare schedules of inadmissible expenses so 
that later on the enquiries from the Inland Revenue may 
be answered. 

4464. Is it normally the practice to have one partner 
specialising on tax matters? — It depends entirely on the 
system of the individual firm. The firm of size will 
probably have a specialist taxation department. 

4465. And broadly speaking would you say that the 
concern of the profession is mainly with business profits 
or with private incomes? — I would not attempt any definite 
assessment. Business profits are certainly predominant. 

4466. Could you give any sort of broad indication of 
the different factors of the field within which your main 
concerns arise? Are they matters of business expenses, 
are they matters of depreciation allowances, or what 
causes you most worry, would you say? — Firstly there 
are the ordinary problems arising on the ascertainment 
of the taxable profit. That involves consideration of what 
expenses are disallowable. Secondly there is the policy 
advice to clients as to the effects from a taxation view- 
point of possible courses of action. Thirdly there is the 
audit side where it is necessary to ascertain for balance 
sheet purposes the amount of taxation which should be 
brought into the account in, one form or another, and 
fourthly there will be miscellaneous matters regarding 
double taxation, P.A.Y.E. and similar points of detail. 

4467. On the whole, taking your recommendations in 
the mass, would they, do you think, reduce your concern 
with taxation problems, or would they be calculated to 
making things more difficult? I am thinking of such 
things as the adjustment of depreciation allowances for 
example. — I cannot see any substantial reduction for some 
years to come in the amount of work which has to be 
done by accountants on taxation matters. If taxation is 
heavy it has to be complex if it is to be equitable, because 
it has to deal with many varying circumstances. The price 
of a simple tax is very often inequity. But we would 
hope that firstly there could be a kind of annual review 



of some section of the tax law to simplify that section, 
and secondly that some of the suggestions we make here 
might, over a period of years, slightly simplify, matters. 
The factor which would perhaps have the greatest effect 
would be the single tax of companies. 

4468. I think you mentioned just now as the second 
of your responsibilities the advice you were called upon 
to give as to the effect, from the tax point of View, of 
certain lines of policy the company might pursue. Does 
that imply that it is the duty of an accountant to call the 
attention of his client to any possibility of properly re- 
ducing his tax liability which hitherto has escaped him? — 
It is the constant purpose of the accountants’ profession 
to give clients the best possible advice within the law as 
it stands. 



4469. On the other hand, I suppose you would agree 
that it is the function of the accountant to stiffen the con- 
science of the taxpayer against those strains to which you 
refer in one of your documents? — I agree. 

4470. My last question is whether you regard that as 
being a healthy development from the point of view of 
your profession in the long run? — I doubt if it is a healthy 
tendency in the long run. 

4471. Is that because you feel that accountants ought 
to be more concerned with advising their clients on, the 
conduct and management of their business and that kind 
of thing as well as the normal auditing functions? — I think 
accountancy is better used in promoting efficient produc- 
tion rather than in advising clients on the complexities of 
taxation. — Mr. Heaton : I think we might make it clear 
that we think the accountancy profession is exerting daily 
a salutary effect upon the conduct of taxpayers in relation 
to the Inland Revenue Department, and I think the De- 
partment is ready to acknowledge that in relation to quali- 
fied accountants. One is always in the position of being 
in the middle, as it were. One constantly has to bear a 
certain amount of criticism from clients who feel that they 
are bearing your professional fees, while you appear to 
be very much on. the side of the Inland Revenue. 

4472. Mr. Kaldor : May I go back for a moment to 
your paragraph 16 and the answers you gave to Mr. 
Woodcock? You say “It is beyond doubt that under 
present conditions insufficient funds are retained to finance 
normal development”. Would you say that was equally 
true in this country before the war? — Mr. Nelson: The 
extent of the problem has greatly increased. 



4473. You mean funds are more insufficient today than 
they were before the war? — Before the war there was what 
we thought of as the “ Macmillan ”* gap, the small under- 
taking which was short of capital and had no easy way 
of getting access to funds. 

4474. Is that because the requirements of development 
have increased, or is it because the fund^ retained have 
fallen in terms of real purchasing power?— Partly the re- 
sult of much heavier taxation and partly the result of 
rising prices, which of course means that a larger sum of 
money has to be available to carry the same volume of 
stock. 



4475. You say that after allowing for a rise in prices, 
and after deducting taxation, the sums set aside are less 
than they were before the war ; that is your point, is it? 
—No, I do not think I would say necessarily less, it is 
simply that the funds available now are more insufficient 
than they were before the war. 



4476. Is it because they are less, or is it because the 
needs are greater? It must be one of the two, must it 
not?— The needs are greater. 



4477. Why are they greater than before the war? — 
Higher prices. 

4478. I am sorry, I was trying to make allowance for 
higher prices, it is obvious there are higher prices. 
Obviously a firm needs to put aside more money than 
before the war to serve the same purpose if prices are 
higher.— I cannot assess the two factors separately. 



* The Committee on Finance and Industry, of which Lord 
Macmillan was Chairman, published its Report in 1931 as 
Cmd. 3897. 
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TERMS OF REFERENCE 
(As amended 11th March, 1952) 

“ To inquire into the present system of taxation of profits and income, including its incidence 
and effects, with particular reference to the taxation of business profits and the taxation of salaries 
and wages: to consider whether for the purposes of the national economy the present system is the 
best way of raising the required revenue from the taxation of profits and income, due regard being 
paid to the points of view of the taxpayer and of the Exchequer : to consider the present system of 
personal allowances, reliefs and rates' of tax as a means of distributing the tax burden fairly among 
the individual members of the community: to make recommendations bearing in mind that in the 
present financial situation it may be necessary to maintain the revenue from profits and income: 
and, in so far as they make recommendations which would on balance entail a substantial loss of 
revenue, to indicate an order of priority in which such recommendations should be taken into 
consideration 



NOTE 

For the guidance of intending witnesses the Commission published a list of the main heads 
under which evidence was invited. They explained that the list was not necessarily exhaustive and 
that witnesses could put in evidence on questions not specifically mentioned, provided that they fell 
within the Commission’s terms of reference. The list is reproduced below. 

A. General social and economic questions 

1. Is the present system of taxation satisfactory, or could it be improved, in relation to : — 

(а) incentives, 

(б) risk bearing, 

(c) encouraging savings, 

( d ) the control of inflationary or deflationary tendencies, 

(e) the balance of payments, including the inflow and outflow to and from this country of 

capital for investment, 

(/) its effect on the distribution of personal incomes, 

(g) other economic and social objectives? 

These questions can be considered in relation to the taxation of : — 

(i) salaries and wages (P.A.Y.E.), 

(ii) profits of businesses and self-employments, 

(lii) dividends and other sources of income. 

2. Would it be advantageous to link Income Tax with social security payments and 

contributions? 

3. Is the present treatment of companies for taxation purposes satisfactory or should it be 

altered? 



B. Particular matters 



4. 



5. 



6 . 

7. 

8 . 
9. 

10 . 

11 . 

12 . 

13. 

14. 

15. 

16. 

17. 

18. 



Is the taxation net drawn too widely or too narrowly in relation to : — 

(a) the taxation of United Kingdom residents (companies or individuals) on overseas profits, 

(b) the taxation of non-residents on United Kingdom profits, 

(c) the definition of residence, etc.? 

(a) Are there any kinds of profits or income which are not charged but should be ; or which 
are charged but should not be? In particular — 

(h) Is the present distinction between profits liable to charge and those not liable to charge 
as being capital profits satisfactory? 

Is the basis of computing income from property under Schedules A and B satisfactory? 
Should the present rules about deductions for outgoings and expenses be altered? 

Are the provisions for relief in respect of double taxation . satisfactory? 

Should the present system of graduation by means of the exemption limit, personal allow- 
ances, reduced rate relief and Surtax be altered? 

Should the existing differentiation between earned and unearned income be extended or 
reduced? 

Are alterations necessary in the rules governing .personal and other allowances? 

Should the rules about the taxation of husband and wife be altered (a) as regards aggrega- 
tion ; (b) in any other respect? 66 

Should P.A.Y.E. be altered or abolished? 

Should the principle of deduction at source be extended or restricted? 

Should the method of assessment to Surtax be altered, and in particular should it be deducted 
from salaries? 



Are any alterations desirable in the system of administration 
statutory bodies or persons connected with taxation? 



and the functions of the various 



Are any changes in the provisions against avoidance and evasion desirable? 



Is any alteration necessary in the rules governing the taxation treatment of special classes of 
taxpayers (e.g., public corporations, co-operative societies, charities)? 
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MEMORANDUM SUBMITTED BY MR. GEOFFREY CROWTHER AND 
MR. ROLAND BIRD 



Question 1. Is the present system of taxation satisfac- 
tory or could it be improved in relation to : 

a. incentives; 

b. risk bearing; 

c. encouraging savings; 

d. the control of inflationary or deflationary 
tendencies ; 

e. the balance of payments, including the inflow and 
outflow to and from this country of capital for invest- 
ment ; 

f. its effect on the distribution of personal incomes; 

g. other economic and social objectives ' ? 

These questions can. be considered in relation to the 
taxation of: 

i. salaries and wages ( P.A.Y.E .) ; 

ii. profits of businesses and self-employment ; 

iii. dividends and other sources of income. 

1. Any system of taxation, and particularly any system 
of very heavy taxation, has damaging effects upon such 
things as incentives, risk-bearing, thrift, etc. One must 
beware of ascribing to the existing system defects that are 
inseparable from any system that has to collect over 40 per 
cent, of the taxable national income. The practical way 
of looking at the matter is to inquire whether the present 
system could be improved, in the particular respects under 
consideration, without reducing the total yield of revenue. 
It is from this angle that the following comments are 
offered. 

2. The chief remediable defects of the present system 
of taxation of income and profits are, in our opinion, the 
following : 

i, It imposes a greater deterrent on work and enter- 
prise in these respects 

the very high rates of tax on earned incomes above 
the £2,000 level (where the effective marginal rate on 
earned income suddenly changes from 38 per cent, to 
57} per cent, and thereafter rises very sharply) and 
a distinct disincentive to effort of a kind that is 
generally assumed to be particularly valuable to the 
community ; 

the large jumps in the rate of tax deducted from 
wages under P.A.Y.E. appear to exert some disincen- 
tive effort. (We do not lay great stress on this point, 
as in our opinion the main causes of the present 
relative lack of incentive among wage-earners are to 
be sought elsewhere than in taxation.) ; 



profits tax, falling, as it does, with great weight on 
precisely those portions of companies’ income which 
are of greatest interest to the average management — 
namely, equity earnings and allocations to reserve — 
has an undoubted disincentive effect upon industrial, 
and particularly commercial, enterprise. 

ii. It penalises very heavily what has become one of 
the most important sources of savings — namely, the 
undistributed profits of industry. 

iii. It tends to exaggerate the amplitude . of industrial 
fluctuations in the following ways : 

the basing of depreciation and obsolescence allow- 
ances upon historical cost makes profits in a period 
of inflation seem larger than they really are and this 
leads to an excess of optimism, while in periods of 
falling prices and bad trade the opposite tends to 
occur (though less certainly) ; 

the fact that income tax, even on personal incomes, 
is levied on an annual basis makes . it difficult or 
impossible to alter the rates of taxation except at 
twelve-monthly intervals. This may mean that rates 
of taxation that are required to produce a disinfla- 
tionary surplus cannot be introduced until some time 
after the need for them has become apparent ; in 
other circumstances a parallel difficulty might occur 
in promptly creating a reflationary deficit. 

iv. The equity of its incidence between different sizes 
of personal income is a matter on which opinions may 
legitimately differ. But in our opinion it is clear that 
the distribution of the burden among persons of differ- 
ing circumstances within the same income group is 
unfair. The various allowances for dependants were 
never large enough to match burdens to true tax capaci- 
ties and with the fall in the value of money they have 
become very much too small. Also, the fact that (with 
the exception of earned income relief) they are fixed 
sums of money and not proportions of income means 
that the difference in tax burden between taxpayers 
with and without dependants becomes progressively less 
as income rises. When the total burden of tax was low, 
this could be overlooked. Now it is an unpardonable 
inequity. 

v. With the growth of the welfare state, and of 
taxation to pay for it, there has also grown up the 
inequity of granting no relief to those who save the 
state expenditure by “ contracting out ” of one or more 
of the welfare services. 

vi. The system of taxation has also become so com- 
plicated as to be almost unintelligible to all but the 
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expert. It is safe to guess that not more than one 
taxpayer out of ten could explain how his assessment is 
arrived at. 

3. On some of the above points we do not propose to 
say anything more in the present memorandum, since 
they are certainly familiar to the Commission. On other 
points, more is said below in answer to later questions. 
There is, however, one general point we should like to 
make here. 

4. The British income tax has for a century and a half 
been a magnificent instrument of good government, and 
one should hesitate before tampering with it. Indeed, 
with one exception, we do not suggest any amendment 
of the law relating to the definition of income or profits 
for taxation, or much amendment of the machinery for 
assessment or collection — and these are the things that 
one mainly has in mind in referring to the British system 
of income tax. But so far as the determination of the 
rates of tax is concerned, we think that the time has come 
to abandon the “ standard rate of tax ” — that is to say, 
the principle, now so very much amended and modified, 
that there is one “ standard ” rate which, in the absence 
of special circumstances, should apply to all forms of 
income. Many of the complications of the present 
system are due, we think, to the effort to force so many 
different kinds of income, and so many different sorts 
of circumstance within each kind of income, within the 
Procrustean bed of the standard rate. There should 
rather, within the general definition of taxable income, be 
three separate taxes — 

(a) A universal personal income tax, very simple and 
intelligible in its structure, collected by deduction at the 
source. 



(b) A graduated surtax for the larger incomes (includ- 
-ing within “ larger incomes ” many more than are 
liable to surtax now — e.g. starting perhaps at about 
-£600 p.a. gross income). This would, of course, be 
superimposed upon (a); it would be individually 
assessed ; and collected, presumably, after assessment. 

(c) A tax on the earnings of companies other than 
those paid out to individuals. 

5. We realise that the fiction (for such it is) has certain 
administrative conveniences, which would disappear under 
this scheme; but in our view the disadvantages of the 
standard rate have come to outweigh its advantages. 

Question 2. Would it be advantageous to link Income 
Tax with social security payments and contributions? 

6. We have no doubt that it would be an advantage 
to link income tax with the system of national insurance, 
if it could be done. Indeed, we think that the advantages 
would be so great as to be worth paying quite a price 
for— for example, if it could be done only by a fairly 
complete recasting of the present scale of progression, 
it would still, in our opinion, be worth considering. It 
may well be that some of the simplifications of the present 
tax structure that would be made necessary by such a 
scheme would be worth while on their own account. For 
example, we think it probable that any attempt to con- 
struct a simple and intelligible system of taxation of 
weekly wages would lead to the separation of the calcu- 
lation of allowances due from the calculation of tax to 
be paid which would also be one of the first steps 
towards a linked system. 



7. On the other hand, we can see the formidable diffi- 
culties of any such undertaking, and we have not 
examined any of the particular schemes proposed with 
enough care to be able to express our opinion (even 
were we otherwise qualified to do so) on its practicability. 
We must therefore confine ourselves to expressing the 
hope that the ingenuity of. the Inland Revenue would be 
sufficient to produce a workable system, once they were 
relieved 0 f the requirement that the present incidence of 
taxation must be exactly reproduced. 

Question 3. Is the present treatment of companies for 
taxation purposes satisfactory or should it be altered? 



8. This is the part of the whole area where the defects 
of the present system are, in our opinion, most glaring 
There are three main defects: 



(a) We are firmly of the opinion that replacement 
cost, and not historical cost, should be the basis of 
calculation of depreciation allowances. We feel sure 



that we are utterly incapable of saying anything on 
this point that is not tediously familiar to the members 
of the Commission, so we restrict ourselves to indicating 
the side of the controversy to which our support is 
given. But it is given very firmly and we are ready 
to argue the case if the Royal Commission so desires. 

( b ) Profits Tax seems to us to be about as ill- 
conceived a tax as can well be imagined. No one has 
described its major defect more clearly or forcefully 
than its author, Dr. Hugh Dalton, in the treatise on 
public finance that he wrote many years earlier. Indeed 
the only worse tax that we can imagine is the tax on 
excess profits that is now proposed. There may be a 
case for widening the differential between the taxation 
of earned and unearned incomes. On that we express 
no opinion, since it does not seem to us to be a matter 
susceptible of proof. It is a matter for political decision 
and it may be that, in spite of the burden of estate 
duty (so often forgotten in this comparison), the spirit 
of the age dictates a widening of the differential between 
earned and unearned income. But to meet this desire 
by levying a tax that falls exclusively on equity earn- 
ings and allocations to reserve (and which, however 
earnestly it is aimed at the former, tends in practice to 
fall with particular weight upon the latter), and to 
leave all other forms of unearned income untouched, 
seisms to us to be pernicious in the highest degree. In- 
deed, if there is to be any discrimination between dif- 
ferent forms of unearned income, it should be in favour 
of the two categories that are directly related to incen- 
tives, to risk-bearing and to the supply of savings for 
capital formation. The aim should therefore be to 
abolish Profits Tax altogether and to recoup the yield 
(which must, of course, be calculated net of the relief 
from income tax occasioned by Profits Tax) by heavier 
rates of income tax on unearned incomes. If this cannot 
be done all at once it should be done by stages. 

(c) Even apart from Profits Tax, the existing system 
of taxation discriminates harmfully and unfairly against 
the “ploughing back” of profits by established com- 
panies. Opinions differ on whether it would be right 
to discriminate in favour of “ ploughing back ” as com- 
pared with other forms of saving, and the arguments 
on either side are doubtless familiar to the Commis- 
sion. We doubt, however, whether anyone would 
argue, as a general proposition, in favour of discrim- 
ination against “ ploughing back ”. Yet this, we believe, 
is the effect of the present system. This result arises 
from the tyranny of the standard- rate, of which it is, in 
fact, an excellent illustration. There is a tendency to 
argue that, since undistributed profits hear taxation (in 
the absence of Profits Tax) at the standard rate, they 
pay only as much as any other form of savings. But 
this is not so. For only a very small minority of in- 
dividuals pay tax at a rate, calculated on their gross 
incomes, that is as high as the standard rate. (A married 
man with two children would have to have an un- 
earned income of about £3,600 before his tax liability 
rose to 47^ per cent, of his gross income, and if he had 
any earned income, any life assurance, any allowable 
expenses or charges upon income, the figure would be 
still higher.) What is more, a steadily growing pro- 
portion of the “ institutional ” savers pay tax at less 
than the standard rate, since life assurance funds pay 
at 7s. 6d. in the £ and pension funds pay no tax at 
all. There are two routes by which some part of the 
earnings of industry find their way back into capital 
investment in industry. The first is by direct “ plough- 
ing back ". The second is by being paid out to share- 
holders and bondholders and then attracted back by 
public issues or other means of raising capital. We 
believe that if it were possible -to discover exactly what 
rate of taxation was borne, on the average, by income 
moving along each of these alternative routes of con- 
version into capital, it would be found that the former 
route bore a heavier, and quite possibly a much heavier, 
rate of tax than the latter, even in the absence of Profits 
Tax. (Profits Tax, of course, makes the comparison 
much worse.) We think it would be difficult to justify 
this state of affairs by any argument either of equity 
or of policy. In any reconstruction of the income tax, 
therefore, the rate of taxation to be levied on undis- 
tributed profits— or .at least on that portion of them 
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that is “ ploughed back ” in such a way as to increase 
the capital employed in the business — should be lower 
relatively to the rates to be levied on other forms of 
income than is the case at present. 

We are tempted to go further and suggest that, if 
a special rate of tax were to be fixed for profits 
“ ploughed back ”, the rate to be paid should be deter- 
mined, not by the date on which the money is origin- 
ally earned and set aside, but by the date on which it 
is actually spent in the formation of additional capital 
— for which there is a rough and ready definition avail- 
able in the wartime E.P.T. definition of “ capital em- 
ployed in the business In practice, this would mean 
that tax would be paid at a certain rate in the first place, 
and then either a rebate paid or a supplement levied 
at the time of disbursement. We can see some such 
system as this providing a most powerful instrument 
for increasing or diminishing the rate of capital expendi- 
tures in the interest of a policy of economic stabilisation. 

Question 9. Should the present system of graduation 
by means of the exemption limit, personal allowance, 
reduced rate relief and surtax he altered ? 

9. In our opinion, the present system of graduation is 
defective both at the bottom end of the scale and (at least 
for earned incomes) at the top end. At the bottom end 
the defect is that the “ steps ” are too high, causing some 
disincentive effect in their neighbourhood. We doubt 
whether this can be adequately remedied without a com- 
plete re-casting of the tax on the lines suggested above 
(Question 3) and below (Question 13). 

10. At the top end, the defect is that the progression 
is far too steep. We have already mentioned the jump 
from 38 per- cent, to 57± per cent, at the £2,000 level. There- 
after the rise is very steep. The combined rate reaches 
65 per cent, at £3,000 and 75 per cent, at £5,000. With the 
present value of money, these cannot be accounted ex- 
cessive professional incomes, and are becoming on the 
low side for business executives. We feel sure -that they 
exercise a very considerable disincentive effect. Moreover, 
when such high rates of tax are combined with rapid 
inflation, men in these income ranges feel themselves 
trapped ; there is no means open to them by which they 
can keep up a standard of living which, in terms of past 
years or other countries to-day, is no more than one of 
reasonable bourgeois comfort. The remedy, we think, is to 
grant some relief to earned incomes above the £2,000 
mark. Perhaps the simplest method would be to grant 
the one-fifth earned income allowance without upper 
limit (or at least up to £10,000), but to apply it to income 
tax only, not to surtax. At present this would mean 
that the combined rate of income tax and surtax 
would, throughout the range, be 91 per cent, less on 
earned incomes than on unearned. The effective com- 
bined marginal rate would then become 551 per cent, at 
£3,000, 651 pet cent, at £5,000, and would not rise 
to 751 per cent, until £8,000. We cannot calculate 
the immediate loss of revenue that would follow from this 
relief. But it would certainly be small, and we feel con- 
fident that within a very few years there would be no 



loss at all, because the present rates on the higher earned 
incomes- have long since passed the point of diminishing 
returns. The value to the state in increased incentive 
would be considerable. 

Question 10. Should the existing differentiation between 
earned and unearned income be extended or reduced ? 

11. We have included some comments on this in our 
answers to Questions 3 and 9. 

Question 11. Are alterations necessary in the rules 
governing personal and other allowances ' ? 

12. We think that children’s allowances, instead of being 
a fixed sum, should be a proportion — perhaps a progres- 
sively diminishing proportion — of gross income, with an 
upper limit. We should also like to support the proposal 
that some allowance should be made to those who volun- 
tarily relieve -the state of the burden of educating their 
children. We realise, however, not only that these pro- 
posals would come up against political opposition (mis- 
guided, in our opinion) but also that they would be costly 
in terms of revenue lost — in other words, that to adopt 
them would mean fixing the general rates of taxation 
higher than would otherwise be necessary. 

Question 12. Should the rules about the taxation of 
husband and wife . be altered (a) as regards aggregation, 
(b) in any other respect ? 

13. This is another area where reform would inevitably 
be expensive. But we record our view that, as a matter 
of equity and also, in the medium and higher ranges of 
income, of incentive, the earned incomes of husband and 
wife should not be aggregated. To confine the concession 
to earned incomes would have the incidental practical 
advantage that it would make it much easier to prevent 
improper advantage being taken of it than if it were 
extended to unearned incomes. 

Question 13. Should P.A.Y.E. be altered or abolished ? 

14. P.A.Y.E. is at present a very cumbrous and largely 
unintelligible tax, and it should be simplified. The com- 
plexities seem to derive, in the main, from (a) the decisiqn 
to keen the annual basis of assessment, and (b) the desire, 
when 'it was instituted, to reproduce exactly the compli- 
cated system of allowances and reduced rates— that is, to 
make it merely a new method of collecting income tax 
rather than a hew form of -tax. In our opinion, the way 
to simplify it is- to remove these two difficulties. Incorqe 
tax on wages and salaries should not be an annual but a 
weekly or a monthly tax, according as the income is 
received. The allowances should become a separate 
operation, with each taxpayer given a book of vouchers 
(like a pension book), dated for each week (month) of the 
year, which he could lodge with his employer as a credit 
against his tax deduction. The tax -itself could then be 
either a flat rate on all wages from the first penny, or 
else a very simple and smooth form of graduation. This 
would save an immense amount of book-keeping and 
make the result intelligible to other than trained account- 
ants. It would not entirely get rid of the “ step.” difficulty, 
but would make it smaller and less apparent. 

25th January, 1952. • 
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Answers to “List of Economic Questions” 

1. I have deliberately kept the following answers as 
brief as possible. I am, of course, ready to amplify any 
of them if the Commission so desires. 

Question 1. To what extent is it desirable or expedient 
to use the taxation of incomes and profits specifically as 
instruments of (a) monetary policy (as by the creation of 
a disinflationary surplus or deliberately contrived Budget 
deficit), and (b) economic policy (as by measures, e.g., 
differential rates of profits tax, granting or withholding 
of " initial allowances ", deferment of depreciation allow- 
ances, to encourage the ploughing back or distribution of 
profits or the acceleration or deferment of fixed capital 
expenditure )? 

2. I do not think one can dogmatise about the extent to 
which it is possible or desirable to use taxation .for these 

16808 



purposes. Generally speaking, the strictly economic argu- 
ments are in favour of using it .-very considerably, while 
the chief arguments against are those of technical prac- 
ticability and political prudence, on -which an economist’s 
judgment is no better — and, since his professional argu- 
ments point the other way, perhaps worse — than anybody 
else’s. My own judgment suggests to me that the use 
of taxation for these purposes could go very. much further 
than has hitherto been attempted. The chief practical 
limitations seem to me to be (a) the risk that, in spite 
of the best intentions, the result will be permanent deficit 
financing (though I grant that the experience of the’ past 
four years points the other -way) ; and (b) the risk that 
tax rates and provisions may be altered too often- — not, 
indeed too often to keep pace with changing economic 
conditions, but too often to permit sound long-term 
■planning by industry. 

A 2 
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4504. It would follow, would it not, if I follow your 
thought that with the separate taxes which can pile up 
upon a company’s profits today, the income tax which 
it 'bears, the profits tax and the excess profits levy, you 
would advocate their being taken away and all being repre- 
sented by the tax on corporate profits? — Certainly. 

4505. The next branch of the tax system is what you 
call a universal personal income tax, collected by deduc- 
tion at the source, and you see that, if I follow it, as 
something which would apply to all incomes not only to 
what I may call the lower slices of income. It cannot 
all be deducted at source in that sense, can it, if one 
has got to take in all incomes, the" self employed person, 
the individual trader? — I suppose there would have to be 
exceptions. What I had in mind is that so far as is 
administratively possible it should all be deducted at 
source. 

4506. So far as you apply it to something like wages 
and salaries then you can envisage it as deducted by a 
simple method at source? — I think that was in contradis- 
tinction to the one in the next sub-paragraph as being tax 
after direct assessment. 

4507. By direct assessment, yes. I think if you follow it 
Out, the simple tax, there are difficulties, are there not, 
with regard to persons who have more than one source of 
income, because you have got somehow to make arrange- 
ments for a personal allowance. You do envisage a 
personal allowance even in the universal simple tax? — 
That is so, and that is why it has always seemed to me 
(I am not quite sure whether to use the singular or the 
plural pronoun, tout perhaps my colleague will intervene 
if he disagrees) it has always seemed to me the provision 
of allowances would have to be made by some separate 
operation. 

4508. Yes.— I have always been a little bit hesitant of 
advocating this too definitely because I think one would 
have to have a great deal of technical knowledge, know- 
ledge the Board of Inland Revenue would have, to be 
sure that it is workable. The principle would seem to 
be this, if one could evolve a standard flat rate tax which 
is, so far as. possible deducted from all incomes at the 
source, from the first penny onwards, and then the tax- 
payer was 'given his tax allowances by a separate opera- 
tion by something like, for example, the pension vouchers 
that a pensioner gets. In the great majority of cases he 
would lodge these with his employer or one of his em- 
ployers and have it directly offset as a simple operation. 
But the. assessment of tax on the one hand, and the allow- 
ances on the other, should be separated and become distinct 
operations. 

4509. On branches of that scheme we have already 
had a certain amount of representations about it, but it 
sometimes comes to a choice between deciding every- 
body should have, as it were, a credit regardless of the 
amount of tax he pays, or indeed whether he is a tax- 
payer at all; or only have a credit against such payments 
as are due to him, such as wages. — I have always thought 
the universal credit is a most attractive idea, but in the 
present state of 'British public finances we should hesitate 
a very long time before advocating it. As the first step, 
one ought to think about the second alternative that we 
Suggest. 

■ 4510. That covers I think one or two of the questions 
I was going to ask you about the wage tax which I think 
you deal with at one point. You do, I think, advocate 
a truly weekly or. monthly conception of a wage tax, in 
other words by transactions in relation to the week or 
month. You forego the conception of the annual tax?— 
That is so. 

4511. And annual allowances due on that basis? — If 1 
might add to that: that becomes of course much more 
acceptable once one conceives of a single rate of tax a 
•flat rate of tax; 

4512. A flat rate, yes. I. would like to ask you some- 
thing, and to draw upon your knowledge if we can. 
Let us forget the actual arguments about replacement costs, 
how do you say that industry generally stands today now 
that it has to bear the present system of taxation without 
allowance for replacement costs and the heavy financial 
■strain involved in the general rise in prices and deprecia- 
tion of the purchasing power of the pound? Is it possible 
to give. a general view as to the amount of financial strain 



on the company that those factors achieve today? — I think 
that is a question Mr. Bird can answer much better than 
I can. 

4513. I do not expect a complete answer. I do want 
to draw upon anything which you have in mind or can 
illustrate for us. — Mr. Bird : 1 do not think there is any 
definite evidence that can be adduced in this matter. We 
have for some decades produced analyses of company 
accounts, and we have broadened that work since the new 
Companies Act came into operation- We are in a position 
to furnish to the Royal Commission, if it thought that 
it would be of any service to it, a series of “ photographs ” 
of the finances of industrial companies, the composition 
of their balance sheets and the make up of their earnings 
from, say, 1948 to 1952. But I should be somewhat 
sceptical nevertheless whether that kind of information 
really furnished any final answer to these matters, for a 
variety of reasons. The figures in the accounts with which 
we have to deal are not necessarily the figures which 
one wants for this purpose. We have no knowledge of 
the make up of the assets which are represented by a 
money figure in the balance sheet. We do not know 
when they were bought, or when they fall due for 
replacement, or what the cost of replacing them would be. 
We can give a more reliable picture of what has been 
happening to the current finances of industry as a whole, 
and to groups of industries in particular — such, for 
example, as the amount of bank finance to which they 
have had to resort or the changes in the composition of 
their capital accounts and so on. That information, if 
it is of any service, can be provided. If one turns to 
more general impressions, I should say from my observa- 
tion of company finance that certain companies, and par- 
ticularly companies which have a larger proportion of 
current assets than fixed assets, in recent years have 
undoubtedly been under severe financial strain. One 
thinks of cases like the Imperial Tobacco Company for 
example. How companies in the opposite sense, which, 
have a rather larger proportion of fixed assets as distinct 
from current assets, are faring it is impossible to say. 
One discovers the truth about that when it is, so to say, 
too late, when the damage has been done. 

4514. Stop there for a moment. Obviously what strain 
there is must be unequally distributed according to the 
circumstances of the company. Those whose major 
interest lies in current assets or in stocks would feel the 
strain acutely in the course of the last year or two. Those 
whose interest lies predominantly in fixed assets might 
easily have such strain as there is deferred over a future 
period of years? — Yes. 

• 4515. And therefore to generalise even at that stage 
becomes very difficult. Would you not say also that the 
actual finanoial policies which have ruled in the companies 
in the past are themselves infinitely various? — The decision 
whether to plough back or to distribute higher dividends 
and so on ; yes, that would indeed be a factor. 

4516. They would have infinitely various records, vary- 
ing from extreme prudence upwards or downwards?— 
Surely. 

4517. And .therefore the income tax and the depreciation 
of the purchasing power of the pound must be felt very 
differently from that point of view too?— Yes, I would 
think that the reactions of industrial companies to the 
maintenance of their physical capital, and the consequent 
implications on dividend policy have come into rather 
greater prominence in the last year or two. My impression 
was that industry as a whole came out of the war with 
very severely damaged fixed assets, but with current 
assets fortified by very considerable accumulations of 
liquid capital. 

4518. Yes, therefore, if you found in the last year or 
two what I will call a quite large shrinkage of readily 
available funds, there would be nothing surprising in that 
in itself, would there? — Not for the companies or indus- 
tries that had been pursuing, as many have, an active 
investment policy since the war. 

4519. On this sort of thing, as I follow it, you can 
only make observation after the event when you see what 
has happened? — So far as fixed assets are concerned 1 
think that is very true ; an asset which may last 20 years 
may still give good service during a time when inadequate 
provision is being made to replace it, or when no thought 
is being given to replacing it. 
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4520. Have you a general impression about the situation 
today envisaged as affecting the future? One has got 
to consider the ability of industry in general to maintain 
its volume of production, and also aohieve development 
and improvement. — My general impression is certainly 
that, given the trend of prices of recent years, and the 
taxation burden which has gone along with it, there has 
been inadequate provision not merely for the maintenance 
of stocks and working capital, but also for the maintenance 
and the wise expansion of industrial fixed assets. The 
point which impresses me increasingly is that the major 
source, in fact virtually the only source, of risk capital 
going into industry now is the amount that the companies 
themselves have available to plough back and that is 
less than it should be in my view. — Mr. Crowther : May 
I add a word on that. It seems to me that it would be 
very difficult to paint to any concrete evidence yet avail- 
able, for this reason. I am referring now to fixed assets. 
We have been living through a period when replacement 
of fixed assets has been obstructed by any number of 
difficulties that are familiar, and the question will not 
be reliably susceptible of determination until the time 
arrives when fixed assets can be readily replaced in large 
volume. That may vary well be a period of bad trade 
and low profits, so the question is whether it be possible 
at that time for companies which have not been allowed 
to build up their reserves to raise, capital in the 
market in order to replace their fixed assets at the desired 
rate. One may have a guess as to the answer, but I do 
not see that anybody can say until that time comes. 

4521. Mr. Bird said just now that he thought that the 
retained profits, at any rate very largely, were the only 
available source for further financial business. Would 
you say that is shown by the indication today that capital 
is not available, invited either through the machinery of 
public subscription or otherwise? It is a controlled . . . — 
Mr. Bird: Yes, Sir, apart from the control, it would be 
a matter of some difficulty under present conditions to 
raise considerable amounts of industrial equity capital. 
It would certainly be a good deal more costly than it 
was, at any rate ; many companies who might have 
undertaken issues of that kind two or three years ago 
would, I imagine, think twice before doing so' now. 

4522. That is on economic grounds alone?— Yes, and 
the counterpart, of course, is the fact that the private 
saver, as we used to know it, has virtually disappeared. 

4523. The investor?— Yes. 

4524. Mr. Millard Tucker: Would you mind telling me 
in relation to your views about ploughing back, do your 
observations apply to all companies of whatever size? 
Do they apply to small private companies?— Mr. 
Crowther: I am not quite certain that I understand the 
purport of the question. 

4525. You have at some length suggested that there 
should be discrimination in favour of trading profits which 
are oloughed back into the business, or have I misunder- 
stood you?— No, Sir, I think that is not quite accurate. 
The argument was that the present system discriminates 
against, and that whether or not it would be right to 
discriminate in favour, most people, we suggested in our 
evidence, would at least as a general proposition agree 
that there should be no discrimination against, and there- 
fore we would advocate the removal of _ what seems to 
us to be the discrimination against ploughing back of the 
present system. 

4526. You really express no definite view about whether 
there should be discrimination in favour of it?— Not in the 
circulated evidence, but I am perfectly willing to give 
my personal view, which is that there should be some 
discrimination in favour of ploughing back. 

4527. That is what I wanted to ask you. One can 
understand that in the case of a biggish company which 
is frequently directed by a Board of Directors who may 
not themselves have a tremendous stake in the business, 
they can take a more detached view of the position ; but 
would you make your proposal apply to all kinds of com- 
pany, big and small, no matter how tightly their capital 
is held?— We are not suggesting, I think, that the provi- 
sions of the existing law that enable the Revenue to inter- 
vene in the conduct of very closely held private companies 
should be repealed. I would like to add that one can 
only get a very general impression of this sort of thing 
without knowing the circumstances of the cases, but 



from the stories one hears that power is not used too 
oppressively, and might well be continued. 

4528. Not at the moment. — I have no doubt that your 
experience of that is very much greater than mine. 

4529. Some traders who were victims of this section in 
the past might not agree with you. You see, it involves, 
does it not, some sort of definition as to what is meant 
by ploughing back? — Our evidence suggested as a rule- 
of-thumb attempt to deal with the question that the defi- 
nition of capital employed in the business as used for 
wartime E.P.T. might serve. Ploughing back is expendi- 
ture which increases the capital employed in the business. 
That definition excluded, if my recollection is correct, addi- 
tions to purely financial reserves. 

4530. It eliminated excess cash and even excess invest- 
ments? — Yes. 

4531. You see, what troubles me about this, proposal is 
how one meets the sort of case where, in the small private 
company, money is not distributed by way of dividends 
in order to build up the capital value of the equity holding, 
and is not really required for the business at all. It is 
not distributed, because if it were distributed the bulk 
of it would go to the Inland Revenue. Do you see what 
I am troubled about? — I do indeed, but would not the 
two provisions suggested at any rate largely meet it ; 
first of all confining the definition of ploughing back to 
capital employed in the business, and secondly the con- 
tinuance of the existing powers for insisting on distri- 
bution? 

4532. I do not want to make too much criticism about 
those sort of latter powers you refer to, because in some 
cases they seem to have worked quite well in practice, 
and in other cases they do not. It is very difficult to 
explain to a strange body of people what may be in 
the minds of the Board of Directors of the tightly held 
private company as to their future plans, or, if you do 
tell them, to convince them that you really intend to do 
that and want the money at some time— I think if any 
income that should be taxable escapes, it is always caught 
in the end by the death duties. 

4533. If this is done in the case of companies which, 
after all, whatever may be the legal position are nothing 
but a group of individuals in the end, why should we not 
extend that right to individuals who are carrying on busi- 
ness? — Id principle I should be perfectly ready to. 

4534. And to partnerships? — Certainly. 

4535. There is a difficulty there. — That is why I said in 
principle, because I am aware that there are big practical 
difficulties. 

4536. A lot of these proposals are all right until you 
come to deal with them in practice, they sound awfully 
good when they are enunciated, but when they come to 
be applied in practice there are considerable difficulties in 
defining the scope of the relief one is giving.— I do appre- 
ciate that, but hard cases make bad law, and one has 
felt on occasions that the Revenue is sometimes more 
reluctant than it should be to agree to proposals,- because 
there would be a small minority of cases where it would 
lead to the Revenue being cheated. It seems to me that 
where it is a small minority it is better to take that risk. 

4537. I would not like to say that if that proposal is 
introduced there would be only a small minority taking 
advantage of it. I should think it would be a small minority 
who would be found to be operating it in a reasonable 
manner.— I find it difficult to agree with you. After all 
there are safeguards which, as you suggested, have been 
operated almost oppressively in the past, but they do exist. 
I mean safeguards against the failure to distribute, and 
I am suggesting another against the building up of purely 
financial reserves. 

4538. Do npt misunderstand me about these provisions 
operating at present ; it is not the way they are adminis- 
tered, it is the effect that the law requires once they are 
administered. That is to say, if one of these companies 
whose affairs can be scrutinised for this purpose is found 
to have under-distributed its profits, even to. a very small 
extent, the penalty is that the whole, of the profits^are. 
taxed, not merely the reasonable, part that should have been 
distributed, and that is where the. oppressiveness comes in. 
—I agree, I did not take the suggestion as being anything, 
else. 

A 4 
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4539. On the other hand Jt is an awful task to ask 
a body like the Special Commissioners to decide in each 
case what would have been a reasonable distribution. 
Would you mind telling me, if you can do it quite shortly, 
on what footing does your claim to charge depreciation 
on replacement costs rest? Is it commercial expediency, 
in the sense that companies are short of money as a result 
of the present system, or is it because, in fact, the amount 
of capital used up during the course of the year should 
be calculated by reference to the present value of the 
capital and not its historical cost? Which of the two do 
you regard as the basis for your suggestions on replace- 
ment costs? — I should like Mr. Bird to answer that, but 
I would like to give you my own answer. 

4540. I am addressing you both. — If I gave my own 
answer I should say that it is both, except that I should 
use perhaps slightly different words from commercial ex- 
pediency. I should say that it is a matter of public policy 
that the capital equipment of industry should be main- 
tained. Our basic reason is that the change suggested 
would bring the operation of the tax laws into accordance 
with reality. They are now based on the assumption that 
money is a substance of immovable value. That is not 
so in the world as we know it. Money is a substance 
of very movable value, and the main reason for the 
change is that it would bring taxation into accordance 
with reality. I might add to that, one tends to think now 
of the tendency of prices to rise, but there are times when 
prices would fall, when no doubt many of the people 
who are now firm in advocating the calculation of depre- 
ciation allowances by reference to replacement cost' would 
change sides. I would like to put myself on record that when 
that time comes I hope I shall stay on my present side. 

4541. As one goes through the various kinds of evidence 
we get on this point I would like just to get the reason 
which is underlying the claim. Sometimes they differ, 
and one person says one thing is the basic reason for 
his claim, and another person says something different. — 
My answer is both. 

4542. You take both. — Mr. Bird: May I comment on 
this? I would put much greater emphasis on the second 
proposition than on the first proposition on these grounds. 
I think the argument is an economic argument, that the 
economic resources used in any given period of production 
ought to be priced at their current cost, and similarly that 
the output of any given period of production ought to be 
sold at current cost plus appropriate profit. If the cost 
of the amount of a fixed asset that is used up in Year 20 
is imputed on the basis of lower prices in Year 1 when 
the particular capital instrument was installed, it follows 
that consumers will enjoy its contribution to current out- 
put at a price that fails adequately to provide for its 
replacement. The contribution made to the output in 
any current period of production ought, in my view, to 
be costed on its current value ; that seems to me the 
fundamental reason why the replacement cost argument 
is the valid one and the argument for allowing replace- 
ment cost in tax computations follows from it. 



4543. That is a very useful answer. I have only one 
more question to clear my own mind about it. Every- 
one agrees I think that in the ascertainment of the trading 
profit for the year you must take into account the amount 
by which your capital has been used up during the course 
of that year. I think everybody agrees with that as a 
general principle, but what you say is that in ascertaining 
that latter figure you will treat yourself as having lost 
the current value of the particular part of the capital that 
is used up. That is your view?— That is roughly so. 
^4544. And that is the basis for your claim, or mainly? 



4545. Just one other question on your memorandum 
In your answer to Question 32 about the taxation of 
husband and wife, your answer is that : — 



As a matter of equity and also, in the medium an. 
higher ranges of income, of incentive, the earned in 
comes of husband and wife should not be aggregated.' 
Do you agree that the unearned income should be aeere 
'Mr- Crowther: Perhaps I might answer that. Th 
difficulty it seems to me is this, that in the case of un 
earned incomes one can never be sure that the income 
■are,, in fact, really separate incomes, because it is so eas' 
£ ™°l t . C u Ses J t ° tran ? fer the so urce of unearned incomi 
from husband to wife or from wife to husband as th. 



case might be. In the case of earned income, though 
there would no doubt be a small minority of cases in 
which that would be possible, in the majority it would 
not be possible and if husband and wife each have an 
earned income the presumption must be very strongly that 
they really are separate earned incomes. The reason for 
the distinction, apart, of course, from the case for giving 
an incentive, is that in the case of earned incomes there 
is the presumption that they really are separate; in the 
case of unearned, 'though no doubt there are many such 
cases, it would be extremely difficult to make such a 
presumption. Of course, it would be open to the State 
to do as I understand the United States have done and 
say that even if the separation of incomes is going to 
lead to evasion in the way that I have indicated we will 
nevertheless apply it ; but that would seem to require as 
a corollary that the rates of tax must be higher to pro- 
duce the same revenue. Clearly we cannot afford to do 
that in this country, therefore one has to draw this distinc- 
tion and say that in the case of earned incomes it can 
be done either without any increase in the rates at all, or at 
any rate a very small increase in the rates of tax to 
produce the same revenue, while in the case of unearned 
incomes it could not. 

4546. In the case of husband and wife you could over- 
come that difficulty in the same way that it has been 
overcome in other fields of the present law by saying 
that any diversion of income from husband to wife or 
vice versa should be ignored just as this ignores any 
diversion of income to an infant child. — Quite so, but 
would it not be difficult to provide for all cases of gift 
of capital? — After all there are many perfectly genuine. 

4547. That is avoided in the case of infant children, 
and why should it not be done in the case of husband 
and wife as well? — It may be, but in drafting would it not 
be difficult? If you tell me that it would be easy I am 
delighted. 

4548. I wondered whether you were approving, by this 
answer, of the aggregation at all of husband and wife’s 
income. Do you approve it or do you not?— I find it 
extremely difficult to answer that yes or no. It creates 
a great many injustices. 

4549. You think there is a case for it and a case against 
it? — That is so. I think at the time when the structure 
of British income tax grew up the case for aggregation 
was no doubt very strong. But as society moves on and 
as women’s incomes change their character, and one might 
also add as the marriage tie is weakened, then perhaps 
the case for aggregation is weakened. Whether it has 
got to the point that the balance of the argument is on 
the other side I would not like to say. 

4550. One last question. I am not going to ask you 
detailed questions about it, but it is to get your view 
because our colleague, Mr. Kaldor, is not here today and 
so is unable to question you about it. Is it your view 
that, if it could be done properly from a practical point 
of view, a tax on expenditure is preferable to a tax on 
income? — I think as a matter of theory it is extremely 
attractive, most particularly because it gets over a dilemma 
that many people, including myself, feel very strongly 
about, namely, that whereas it is in the public interest 
to encourage savings (which leads logically to the con- 
clusion that one must be tender to the large incomes that 
produce the large savings) the spirit of the age is very 
much against lavish expenditure. So in principle, as a 
•matter of theory, I have always liked this idea very much. 
At the same time one is completely defeated by the task 
of discovering some way in which it could practically be 
done. My thinking has never got beyond that point, that 
it is something very nice, but I cannot see any way of 
doing it. 

4551. If it could be done you would prefer it, would 
you? We have it to a certain extent in the purchase tax. 

I think so, or at any rate I like the principle. I do 
not say it should dominate the taxation system, but it 
should be largely represented in it. 

4552. We have it in the . tobacco tax in effect. This is 
the last question, would you say that expenditure tax is 
more inflationary than our income tax, or perhaps you 
have not had time to think that out?— Just at first sight 
I .should say that it would be less inflationary, but on 
further thought I might alter that, 
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4553. Miss Sutherland : I have just a few points I want 
to ask. I am very much attracted by your'proposal for 
the universal personal income tax and the graduated sur- 
tax, but there do seem to -be some difficulties. Would 
it not be rather difficult to have this surtax beginning at 
£600 per annum which would mean that a great many 
people who at present enjoy P.A.Y.E. would be com- 
pletely out of it? It would bring an enormous number 
of people out of the P.A.Y.E. category who are now 
very accustomed to it, and the evidence we have is that 
they very much appreciate the P.A.Y.E. system. — Not 
strictly speaking, no. The first of our suggested taxes, 
resulting from a tripartite division, would be deducted at 
the source and therefore in a sense replace P.A.Y.E. As 
for the figure of £600, that is only by way of illustration. 
I would not like to be held to that, but if the figure were 
in that neighbourhood one would only be restoring, broadly 
speaking, the position as it existed before the war, that 
is to say, the number of people who would be assessed 
to taxation individually and taxed only after the assess- 
ment would only be roughly of the same order of magni- 
tude as it was before the war. Indeed, as compared with 
the pre-war position, there would be an advantage for 
everybody in that they would pay some of their tax at 
source, and the payment after assessment would only apply 
to the remainder. 

4554. I should have thought the lower rate of taxpayer 
of before the war views P.A.Y.E. as an enormous social 
benefit owing to his difficulty of coping with payments, 
particularly, of course, if their incomes are unstable. — That 
is so, and the idea is that the great mass of the smaller 
incomes should be excluded from the separate tax. The 
figure of £600, 1 think, was put on paper about a year ago 
and you might have to revise it already. 

4555. You were thinking of something possibly rather 
higher on the whole? — Y es. 

4556. Then the other thing about the ungraduated or 
flat rate tax, individual personal income tax, you would 
be inclined to the view that it would be a good idea for 
every person earning money, or having money, to pay it, 
but to have some allowances offset against it which might, 
in a great number of cases, exclude them altogether? — 
Yes. 

4557. You would not agree with some evidence which 
we have heard which suggests that as the amount you 
get from taxation on the lower income levels is very little 
it would be worth while knocking them out altogether? — 
No, I would not. It seems to me a valuable social prin- 
ciple that everybody should pay, or at any rate think he 
is paying, something. 

4558. And there the psychological point might arise that 
those who are not at present income tax payers, although 
they would get it back, would feel that they were subject 
to tax, and it would be rather unpopular. You do not feel 
quite the same about something you get back on a ticket 
when something is deducted at source. — All taxes are, of 
course, unpopular, I do not think it would be more un- 
popular than anything else. I think it would have a better 
effect on incentives. After all taxation on the lowest slice 
of income is not a disincentive ; most of us have to have 
some income. But if the proposed system meant that 
the burden of tax appeared to be, or was, reduced on the 
marginal level of income then that would be an advantage. 

4559. I should have thought it might be a political diffi- 
culty to introduce a general income tax bringing in such 
a number of people who have been excluded when the 
tendency has been after all to exclude increasing numbers. 
—We have not thought it our duty to consider the political 
difficulties throughout this memorandum. So many other 
people do consider them that we thought perhaps we 
should not. 

4560. About this question of husband and wife, I suppose 

one of the difficulties about this question of their joint 
assessment is the fact that at the lower income levels the 
present arrangement is more profitable to husband and 
wife whereas at the higher level it is less profitable?— 
That is because within a system that still clings to the 
principle of aggregation arrangements have been made 
where there are two small incomes in the family which 
in effect achieve the result of separating them In fact 
the State, without departing from the principle, has had 
to realise the force of the argument f or separation for 
the lower incomes. r 



4561. Mrs. Anstey: I should like to ask you if you 
would elaborate somewhat what you said in reply to Ques- 
tion 2 in the second document on your “ Answers to list 
of economic questions ”, where you are speaking about the 
possibility of introducing an annual tax assessed on the 
■basis of personal capital. I can imagine that you think 
this is less attractive than an expenditure tax if an ex- 
penditure tax could be made practicable. I think you 
believe that it would be very difficult to make such a tax 
practicable and you think that it would be very difficult 
to levy a tax on capital gains. I just wanted to ask you 
whether, if those two types of tax were rejected, the ex- 
penditure tax, or the tax on capital gains, there is not 
something to be said for an annual tax on the basis of 
personal capital even if it were additional to the income 
tax in order to try and secure revenue from those who are 
favoured by the possession of capital means as opposed 
to those who have only, let us say, earned income? — Yes, 
there are a number of aspects in this matter. I am not 
quite sure which is the one. . . . 

4562. I really wanted to know what, your views were, 
because you put it very shortly, and I wondered whether you 
thought there was anything to be said for it or what were 
your grounds for saying on balance no. — I am not quite 
sure whether the question is, should the present burden of 
taxation on unearned incomes be higher than it is, or 
should that burden be assessed in some different way. Per- 
haps I could answer both. In the first place, though this 
is not an economist’s judgment, because I do not think 
that the principles of economics give one any guidance 
on this, it is an expression of personal political judgment, 
I would say that the burden of taxation on unearned 
incomes is now high enough. There is the distinction in 
the income tax which itself is very high. There is also, as 
so often is forgotten, the long-stop of death duties which 
are also levied on the capital that provides unearned 
income. So my answer would be that’l would not advo- 
cate any increase in the present burden of taxation on 
unearned incomes, though I suppose if in my next breath 
I say .that as much of any reduction of taxation as possible 
should be given to earned incomes I am arguing for an 
increase in the differential between earned and unearned 
income. 

As for the method of assessing the burden, I can see one 
argument for assessing it not on the income from capital 
but on the capital itself, and that is that it would provide 
an incentive to investing capital in the more remunerative 
ways which must on balance be best for the community. 
On the other hand I can see .two difficulties, firstly the 
practical one, how do you assess capital? In so many 
cases capital value is merely the income produced multi- 
plied by some factor created by the community’s ideas 
at the moment about the rate of interest. We have had a 
striking demonstration of that in the last 12 months when 
the capital value of gilt-edged securities has come tumbling 
down. Would it be just, I ask myself, because of that fact, 
and that fact only, that those who enjoy income from 
their gilt-edged securities should have their taxation re- 
duced, to which I give the answer “ no ”, it would not be 
just. Secondly it is all very well to say that this would 
be in replacement of the existing taxes upon capital. In 
fact, it would not be, it would be an additional tax, and 
so I am led back to my first answer. I think my answer 
is in the negative to both aspects of the question. 

4563. I also want to ask you to expand somewhat, if 
you will, what you said in answer to question 1 of that 
document where you talk about the practical limitations 
to the economic argument in favour of using taxation as 
an instrument of monetary policy. The first one is the 
reason that in spite of the best intentions, the result will 
be permanent deficit financing. Why should that be so? 
— I am afraid that is merely a political judgment, shall 
I say, a judgment of politicians. 

4564. It is political? — Certainly. 

4565. I could not quite follow why that should be so. 
— It is merely an expression of belief that that is, in fact 
what would tend to happen. 

4566. Mr. Crick: You will not mind I am sure if I 
jump about somewhat from point to point, and I would 
like to begin at this old, old question of replacement cost 
It arises out of something you said in answer to a question 
namely, as I understood it, that you advocated replacement 
cost as a basis of depreciation allowances, fundamentally 
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because it would bring the tax system into accordance with 
reality, and principally the reality of the variability of the 
value of the money. That is the basis in principle. Would 
you be disposed to extend that principle to other features 
of the tax system such as the personal allowances and the 
steps in graduation? — If I understand the question cor- 
rectly yes, certainly ; that is to say that the figures laid 
down in the Finance Acts for the personal allowances and 
the steps in gradation should be altered frequently in view 
of the changes in the value of money. 

4567. Would you make that automatic of dependent 
upon stages? Would you define the allowances as being 
so much money plus or minus x multiplied according to a 
given index number? — That is a little bit more difficult to 
say. One sees the force of logic behind the suggestion, 
but it might be, not difficult, but absurd if it led to very 
small changes being made very frequently. If we are 
going to have such large changes in the value of money 
as we have had in recent years perhaps there would be 
a great deal to be said for it, but one continues to cherish 
the hope that some day we shall come to a period when 
money is, not stable, but when it does not move quite 
as fast as it has been moving recently, and in .those cir- 
cumstances I think a plan that led to the children’s allow- 
ance being altered by lOs. now and then would be almost 
ridiculous. 

4568. If you had some considerable flexibility, limited so 
as to get rid of that difficulty you are foreseeing, it would 
follow, would it not, that in a time of inflation your 
revenue would be less than it would have been under 
present conditions? — That would depend on what 
happened to the standard rate, Or whatever took its place. 

4569. The standard rate we assume is an annual affair, 
and naturally the effect of the application of your prin- 
ciple would be as I have defined it, would it not? — I am 
not sure that I follow. I take it that these changes in the 
allowances would not be made more frequently than 
annually. Therefore the Chancellor of the Exchequer in 
framing his Budget would make some estimate of what these 
allowances were going to be in the forthcoming year. No 
doubt he might wish to change them as he frequently 
does and on the basis of those changes he would decide 
what the rates of taxation were to be. 

4570. It would bring a new element into his estimation? 
—Yes. 

4571. A new uncertain factor? — Certainly. 

4572. Do you think that would fortify or strengthen 
his band against the forces of inflation or not? — I find 
it very hard to, express a judgment on that. So much 
would depend upon the circumstances at the time. These 
allowances after ail are really devices for distributing 
the burden of taxation between taxpayers of different 
personal circumstances. To make them move with the 
value of money might be inflationary at some times and 
deflationary at others. I find it difficult to generalise. 

4573. I haye in mind particularly the relations of the 
Chancellor with his colleagues, the heads of the spending 
departments. Do you think it would have any effeot upon 
those relationships?. — His relationships with the heads of 
spending departments are already affected by variations 
in the value of money. When .prices rise no doubt he is 
subjected to demands for more money from the spending 
departments. I cannot see that it would alter the matter 
in .principle if on the other side his revenue were also 
affected, as indeed it already is. 

4574. I had in mind the possibility that at the same 
time as increasing demands for money were falling upon 
him he would be able to point to the probability of a 
shortfall of revenue by reason of these flexible allowances. 

Yes, he would have to show a prospective decrease: 
that is it would not be a decrease, if we are talking about 
a period of inflation, but a smaller increase in revenue, 
the rates being left where they are. 

4?75. You make quite clear your position on depre- 
ciation allowances with regard to fixed assets. I did 
not find clearly in my mind what your opinion was as to 
the treatment of stocks? — I must confess, perhaps I should 
say that for this second document only I am responsible, 
Mr. Bird was abroad when it was written, I have to 
confess when I read it through last night I was not very 
sure what I had meant myself by that, that is to say, 
I was not sure how far it was fair to put the blame 



upon the taxation system as distinct from accountancy 
.practice. One knows as a matter of general observation 
that in times of rising prices companies which have to 
carry large quantities of stocks and raw materials and 
(the like do show, and are taxed upon, very high figures 
of profits, whereas in periods of falling prices the opposite 
occurs. That ‘has always seemed to me, from an economic 
point of view, to be unfortunate. It leads to over- 
optimism at times when optimism is dangerous, and to 
over-pessimism at times when pessimism is dangerous. 
But how far one can blame the system of taxation for 
that, and how far the determination of accountants to 
do everything in money form, I am not sure that I should 
like to say. 

4576. You are not mentally wedded to any particular 
form of treatment of that problem? — No. 

4577. As to company taxation, as I understand it, you 
would get rid of the levying of the standard rate of 
income tax on profits not distributed ; you would also 
get rid of the profits tax altogether, and you would not 
have the E.P.L. You would substitute for all those 
things what you might call a corporation income tax. 
Could you give us any idea of the pattern of that tax? 
I am not thinking at the moment of the basis of com- 
putation of profits, putting that aside, but have you in 
mind, for instance, a flat percentage tax or a graduated 
rate, and if so what is the basis of graduation? What, 
in other words, is the general pattern of the tax you 
■have in mind to levy upon companies’ profits? — I have 
always thought that it should be a -flat proportional rate 
of tax. I know that in the United States, where they 
have a corporation profits tax, it does now have an 
embryonic form of graduation, which is I think due' to 
the great congressional liking for the small business, but 
it is a very minor graduation and seems to me to be 
very wrong in principle. I should say a flat proportional 
rate. 

4578. Would you make any discrimination in the rates 
between profits distributed as dividends and undistributed? 
— This particular proposal is for a rate of tax that would 
apply only to profits that were not distributed. If they 
are distributed then they should be regarded as income 
in the hands of the individual recipient and taxed as 
such. 

4579. Does it mean that you would levy no tax at all 
on profits ploughed back, retained in the business? — No, 
bull I would levy a rate of tax, that is to say, the general 
burden of taxation being what it is now, T would levy 
a rate of tax below the present standard rate. 

4580. You would still have your deduction at source 
on the amount distributed as dividends? — Certainly. 

4581. Over and above the flat rate of profits tax? — No, 
not over and above. The suggestion is that that portion 
of a company’s profits which is distributed should be 
taxed as income in the hands of the recipient, and, as I 
said in answer to the Chairman, it might well be adminis- 
tratively convenient to make a first stab at that by 
deducting tax at some rate before it is payable, then for 
later adjustment with the Inspector. 

4582. Chairman : If you did that it comes to the fact 
that you are doing the transaction through an agent, 
you are taking from the agent and the company would 
be handing over, from what it deducted, to the Revenue.— 
That is so, and the rest of the profits, that is to say the 
portion which is not distributed, should not be taxed as 
at present at the standard rate, but at some other rate. 
I think it would perhaps 'be easier to say that I do not 
conceive of these as being different taxes from the present, 
but a different structure of rates within the existing tax. 

4583. Mr. Crick'. I would be very grateful, and I think 
some of my colleagues would be, if you and Mr. Bird 
would work out a few hypothetical examples. I confess 
I am still not quite clear what you are advocating, but 
if you could give us one or two handy little examples 
of how you would levy the tax compared with the tax 
as it would now fall, I think that would help us a great 
deal. Now you would foresee that as a result of that 
and other changes you recommend the revenue would 
suffer on balance, and I gather that you are disposed 
to recoup that shortfall of revenue by increasing the 
taxation on unearned incomes? — No, I do not think that 
is strictly accurate. It is my view that within the present 
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burden of taxation too much of it rests upon the undis- 
tributed profits of companies. It therefore naturally 
follows that if that part of income is to be relieved in 
part of taxation, some other parts must be increased, but 
I do not think it is right to say that we pick out unearned 
income for it. 

4584. I may have misunderstood you. — I think it has 
just occurred to me what was in your mind. That was 
a suggestion in our evidence that profits tax should be 
abolished, and the revenue now provided by profits tax 
recouped by widening the spread between earned and 
unearned income in the income tax. But that would not 
lead to a net additional burden upon unearned income. 
It would merely be a different way of levying it. Instead 
of being upon that portion of unearned income which is 
at present affected by profits tax it would be on the 
whole of unearned income. 

4585. I would like to mention one or two miscellaneous 
points on which I would like clarification. In paragraph 2 
of your document, item (iii), the second part of that 
item, you mention a difficulty which must be recognised 
and I wondered if you really had any practical sugges- 
tion for overcoming that difficulty. — If the universal flat- 
rate tax were levied upon a weekly or monthly basis, 
that is to say as salaries and wages are paid, then it 
seems to me there would be no difficulty in changing 
the rates at any time. It has happened once or twice 
within the last two decades or so that it has been necessary 
as a matter of public policy to change the rate of income 
tax in the middle of a year, and it has always given rise 
to the most complicated adjustments. 

4586. That would be an additional factor in your case 
for a simple tax? — That is so. 

4587. On this simple tax I wanted to ask you this 
point. You would I think agree that while you might 
gain a great deal administratively along that line you 
would, would you not, lose a good deal in terms of 
equity, in the sense of fairness? — I do not think so. If 
you took the tax by itself, no doubt it would, but if 
coupled with the other proposal for a system of allow- 
ances assessed as a separate operation, but in practice 
set off against taxation, I think not. They could be so 
arranged as to .provide any progression that you wish. 

4588. The individual would feel that justice was being 
done between him and the next man just as readily as 
he feels it on P.A.Y.E.? — I would prefer to put it in 
the negative. I see no reason why he should feel that 
more injustice is being done than he feels at present. I 
think it is a general observation that the ordinary man 
has not the faintest idea how his P.A.Y.E. is calculated. 

4589. But nevertheless does he not, in your experience, 
feel that on the whole it operates pretty fairly? — I should 
hesitate to say either that or the contrary, from my experi- 
ence ; he accepts it as something that has to be borne. 

4590. On the question of a simple tax, you suggest it 
should be collected by deduction at source, and I think 
in answer to a question earlier on you said : “ This should 
be done in all cases ”. Are there not many cases in which 
it would be quite impracticable? — What I said, if I may 
correct you, is “ wherever possible ”, that is to say, in 
at least as many cases as income tax is now collected at 
source. 

4591. Is there not a large area where it would not be 
possible? — There is a large area where it is not done at 
present. One is always told it is not possible. I would 
not like to express my opinion. 

4592. There is a large area where it is not done at 
present, but that area would be surely very much larger 
when you want to collect tax for the first pound? — I would 
not think- so, with respect. I can see no difference. 

4593. Surely there are a large number of incomes which 
are not traced under present conditions, because the 
assumption is they are too small to be bothered about 
for tax purposes? — Is it still true there are a large number 
of such? One hears, for example, that railway porters 
are now assessed for income tax, and an assumption is 
made as to their earnings from tips, and other such cases. 
Is it still true there are large numbers of incomes that 
are not traced? 



4594. I should have thought there were a large number 
of smaller traders who were, taken no notice of because 
the assumption was that their income was so small. If 
that be so, it follows, does it not, that the escape will be 
far larger where you want to tax income down to a lower 
level? — I am not sure that the reason for not trying 
to trace them is that they are too small, because one 
notices where it is possible to catch a man the Revenue will, 
go to very great lengths to catch him. I spent the best 
part of a day recently trying to get clear with the collector 
and the inspector amounts of tax which in the aggregate, 
over a period of six months, only amounted to a few 
shillings on my wife’s charwoman, so the smallness of 
income is apparently no deterrent. Why the small trader 
is not brought in is because he is too difficult to catch, 
and if that is so the position would remain, under the 
tax I propose, as at present. 

4595. In paragraph 2, in item (v) you speak of what 
you describe as the inequity of granting no relief for 
those who save the State expenditure by contracting out 
of one or more of the welfare services, and later on you 
apply this more especially to education. I want to question 
with you whether there really is inequity here, seeing that 
the service is available to all, although it is open to the 
citizen to contract out ; why should he be given, so to 
speak, a bonus or a let-off in respect of tax because he 
chooses quite voluntarily to incur expenditure on a service 
which otherwise would be obtainable from the State? — I 
will admit to you very readily that there can be very 
different opinions on this matter. It is a matter of opinion, 
but I should draw quite a distinction between two cases 
that one can imagine : one, where the service was available, 
and the fact that certain members of the community 
did not use it made no perceptible difference to the cost 
of running that service. In that case I should say clearly 
there should be no concession to anybody who contracted 
out. The other case, which is I think that of the national 
educational system, is one where it does make quite a 
difference to the expenditure the State incurs upon educa- 
tion, that some portion of the community does not choose 
to avail itself of it. In those circumstances it does seem to 
my mind to be an inequity, that a citizen who saves the 
State money should be given back no part of that saving. 

4596. On the argument you put forward as to the expen- 
diture side of the business, would not the case be very 
much stronger in respect of the medical services? Would 
you, for instance, advocate that if I ohose to employ a 
private dentist I should receive some tax relief on that? 
— By mentioning education I did not mean to exclude 
the health services. 

4597. You would advocate a tax allowance in respect 
of the non-usage of State health services? — Certainly. 

4598. Can you see any difference in logic between that 
particular concession and the argument that it is ail wrong 
that because I smoke I pay very rnuoh more to the 
Revenue than you do as, I believe, a non-smoker? Your 
reply to me would at once be : “ But the remedy is in 
your own hands ”, as indeed it is. Now is not that a 
precise parallel with the condition under which you are 
claiming relief in respect of the social services? The 
remedy is in your own hands, surely? — I can see some 
analogy. I think I should qqarrel with the words “ precise 
parallel ” which you used. There is a certain theoretical 
incompleteness in the philosophy of indirect taxation. . The 
argument is that everybody is caught by one or other of 
these taxes, therefore in the end it works out all right. 
No doubt there are people who neither smoke nor drink, 
nor buy anything very much that is subject to purchase 
tax, they must be very, very few. -It is perfectly true I 
do not smoke. I confess I do consume alcohol, though 
others I think do not, so perhaps in the end it does not 
work out to be so inequitable. 

4599. In paragraph 10 you make the statement that the 
present rates on the higher earned incomes have long 
since passed the point of diminishing returns. I wonder 
what the evidence is for that statement? — I was rather 
afraid somebody would ask me to produce proof of that. 
Of course, it cannot be proved, but I am absolutely 
certain it - is true. The only evidence I can give is my 
own case, because it has certainly long passed the point 
of diminishing returns in my case ; that is to say, indolent 
though I am, I should not refuse such small opportunities 
as come my way of earning a few extra guineas if I did 
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not know that what would stick to my fingers in the end 
was really such a negligible portion of it. My own case 
certainly works that way. One knows from general 
observation that there are many other people in the same 
position. 

4600. You are thinking more particularly of people in 
the higher income levels? — I would hesitate to put myself 
there, but shall I say in the surtax class? 

4601. One general question arising out of your other 
document, your personal document and not the dual 
document. Mrs. Anstey asked you a question about the 
practical limitations upon the use of taxation for monetary 
purposes. You feared the result would be permanent 
deficit financing. I understand your reason for making 
that statement was what you described as political judg- 
ment, and you reached that conclusion, as you say in your 
paper, notwithstanding experience of the past four years. 
Just what do you mean by political judgment in that con- 
text? Is it in your mind that there is more likely to be 
occasion for excusing deficit financing on economic 
grounds than there are likely to be occasions for defending 
high taxation for disinflationary purposes? — No. It is not 
so much that as the belief that once you depart from the 
principle, which was very sternly maintained in this 
country right up to the war, that the job of the Chancellor 
of the Exchequer is to cover the expenditure, neither more 
nor less— once you depart from that principle and say 
that the relationship between the revenue to be raised and 
the expenditure to be met is one for judgment at the 
moment, it seems to me to be more likely than not that 
that judgment will tend on the whole to be exercised 
in a way that will lead to deficits rather than to surpluses. 

4602. Coupled with that I suppose you would see some 
disciplinary effect in the notion of an annual budget? — ■ 
Yes. 

4603. Then you also say in that same paragraph that 
your own judgment suggests to you that the use of taxa- 
tion for these purposes, that is, broad economic purposes, 
could go very much further than has hitherto been 
attempted. I wonder if you care to give examples to 
illustrate the kind of way in which you think taxation 
might have been used in the past with advantage, but has 
not? — Yes. It is, shall I say, the accepted doctrine of the 
moment that economic fluctuations are closely connected 
with, and indeed caused by, changes in the rate at which 
income is saved and converted into capital. It has always 
seemed to me that the taxation weapon could be used 
much more than anybody has ever attempted to use it, 
to modify the time incidence of capital expenditure in 
a way that would help .public policy. In fact, in one 
paragraph I suggested a way in which that might con- 
ceivably be done ; that is to say, at times when the State 
needs more capital expenditure by industry a tax conces- 
sion could be given to stimulate it, and conversely at times 
when capital investment should be held back it should be 
made expensive, in terms of taxation, to spend money in 
that way. That is the most important example that occurs 
to my mind. 

4604. You have in mind the kind of thing that might 
happen with a flexible initial allowance? — Yes. Not being 
an accountant, I have never been quite satisfied that the 
initial allowance was the way to do it. 

4605. But on the whole, as the kind of thing you have 
in mind, you would commend the recent suspension of 
initial allowances? — Yes, if I can make the reservation 
that to give an initial allowance as large as 40 per cent., 
and then from one day to the next cancel it completely, 
seems to me rather an abrupt change. 

4606. Mr. Carrington : When answering Mr. Crick, I 
gather you doubted whether this overall tax that you 
refer to in paragraph 4 (a) in the first document, that is, 
the universal personal income tax, would bring in a lot 
of people who are not the subject of assessment at the 
moment. Do I gather that aright, or have I misunderstood 
you? — 1 am not sure that I caught exactly what it was 
you were asking. 

4607. I gathered from your answer to Mr. Crick that 
you thought that the vast majority of people in this coun- 
try, the working population, are already subject to income 
tax, and that your universal personal tax would not involve 
much more work because it would not bring in large 
numbers of people who had not already been subject to 
income tax? — I should say the great majority of people 



in this country are within the purview of income tax. 
Whether in fact they pay any or not is a different matter, 
but they do not escape the attention of the Revenue. 

4608. 1 have just been looking at the annual report* of 
the Commissioners of Inland Revenue for the year ending 
31st March, 1951. It says here that for that year the 
estimated number of individuals with total incomes about 
the exemption limit was 20,150,000, and of those 5,100,000 
were entirely relieved from tax by the operation of 
allowances. — That is a different point from the one I was 
discussing in answer to Mr. Crick’s questions, as I under- 
stood them. He was asking me, if I understood him 
aright, about the people who at present escape attention 
altogether. Of that five million the great majority, one 
must suppose, are employed persons, whose wages are 
known to their employers and could be brought within 
the purview of a tax with no more trouble to the 
employer than he already takes. The fact that five 
million people do not pay tax does not mean that five 
million incomes are not considered as to whether they 
should pay tax. In fact I fancy the small traders Mr. 
Crick was referring to are not included in that five 
million because the Inland Revenue does not know about 
them and therefore cannot put them in the figures. 

4609. I was coming to the small trader. That subject 
was referred to in paragraph 14 of the Reportf of the 
Committee on the Taxation of Trading Profits, where 
this is stated: “We understand the number of businesses 
at present within the scope of Cases I and II of Schedule 
D is about 1,950,000. Of these, 450,000 are pefsons 
whose total incomes are too low to make them liable to 
tax, and who are not therefore brought into assessment”. 
—With respect, that still is not quite the point I was 
discussing with Mr. Crick, because the mere fact that 
they have been counted shows that they are known. He 
was talking, as I understand it, of the people whose 
existence is not known to the Revenue. 

4610. That is rather a different point. — Precisely. 

4611. I would think that the only ones who would 
come into that are those who, to use a police expression, 
have no fixed abode, or those who have a dual life and 
work in a shop in the daytime and do some house paint- 
ing over the weekend, or some harvesting, which does not 
come within the purview of P.A.Y.E. — That is so. 

4612. How would you get at those, the man who does 
a secondary job over the weekend, or stakes some harvest- 
ing work in his spare time? — I know of no practical 
means by which you can get them, but if you did not 
get them at any rate the position would be no worse 
than it is now. 

4613. I am inclined to agree with you there. Would 
you kindly elucidate for me, or amplify, what you mean 
by the next to the last sentence of your answer to Question 
8, in the second document? The words are : “ If traders 
were allowed to make long-period agreements with the 
Revenue to reckon depreciation on a money-value or a 
real-value basis, then there would be an analogy ”. — My 
thought was simply this : the question was asked, if depre- 
ciation allowances are to be reckoned on a basis that 
takes into account the variations in the value of money, 
why not then debenture interest, and my answer was that 
a debenture is a bargain freely entered into between 
parties who must be considered to have understood the 
terms of it. If, I was arguing, the matter of the basis 
on which depreciation allowances were made were simi- 
larly a bargain freely entered into between the taxpayer 
and the Revenue, then one could say there was a close 
analogy, and, as the man who has lent money on a deben- 
ture is held to that contract when money goes against 
him, so similarly the taxpayer could be held to the bargain 
when circumstances were against him. But to compare a 
free bargain between two parties who have chosen the 
terms, and a system imposed upon the taxpayer by law, 
seemed to me to be not an analogy. 

4614. I gather from that answer that you would not 
agree with the line of Professor Paish when he gave 
evidence before us, that debentures and fixed preference 
capital should be regarded as negative fixed assets for 
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the purpose of calculating allowances on fixed assets? — 
1 am afraid I have not read the transcript of his evidence, 
nor have I thought deeply about that. I would not like 
to express an opinion. 

4615. What are your views about stock? You did say 
earlier on that they were not particularly clearly expressed 
in this second document. Would you mind telling me 
what your views are about stock? — I am afraid my 
answer was that they were not very clear in my head, 
which may explain why they were not very clearly 
expounded. The general principle that is in my mind is 
this, that if it were possible to devise a system by which 
profits arising simply from the rise in the price of stocks 
held were not brought into profits as taxed, or indeed 
profits as declared and distributed in dividends, if they 
were not regarded as profits at all but carried to some 
special sort of reserve, and similarly in the reverse, if it 
were possible in the case of losses arising from falls in 
the value of stocks not to regard that as a loss but to 
take it put of reserve, that would seem to me to be a 
valuable stabilising factor in the economy. But my know- 
ledge does not extend far enough to enable me to tell 
how far the present, and as it seems to me harmful, 
practice of reckoning them all in profits as declared in 
the newspapers and as taxed, in the one case, and as losses 
in the other, how. far that arises out of accountancy prac- 
tice or is imposed by taxation law. 

4616. Have you studied the American system which is 
known as the elective system? — No, I am vaguely aware 
of 'it but I have not studied it. — Mr. Bird : I have looked 
at that, but not in very great detail, I confess. 

4617. Do you regard it favourably?— I regard the offer 
of the option as being a good thing. 

4618. You bear in mind that with the present form of 
American legislation if you fleeted to go on that basis 
you would have to stay on it, even though the market 
value goes below your JL.I.F.O. valuation? — Yes. Of 
course, there are some people who t hink the fate -of the 
value of money is to be continually declining, and perhaps 
an option on that footing is as good as on the other. 

4619. Would the textile trade agree with that view? — 
They would not in the last year, certainly. 

4620. What is your view, when the market value drops 
below the L.I.F.O. value?, — What option should then be 
offered to the taxpayer? 

4621. Should they go back to market value? — I think 
in practical terms it is very difficult to allow any tax- 
payer to back the winner in all economic circumstances ; 
in fact it would be inequitable for the rest of the taxpayers. 

4622. Some of our witnesses have suggested he should 
have that option— I think he would be lucky enough if 
he gets the first one. 

4623. I want your view as a matter of principle.— I 
think as a matter of principle the option should be avail- 
able to him and, having made his choice, he should live 
with it, just as a farmer lives with a herd basis or other- 
wise for his cattle. 

4624. Thank you. The next point I wanted to mention 
arises out of this taxation of husband and wife, the answer 
to Question 12 in the first paper. As previously stated, 
you favour non, -aggregation so far as earned income is 
concerned, you say that this reform would inevitably be 
expensive. Is that right? I do not want to take advantage 
of you on this, but this point is at the back of my mind, 
that where the combined income does not exceed £2,000 
per annum, and both incomes are earned incomes, the 
present basis, with the special allowances for wife’s earned 
income relief and the like, gives the married taxpayers an 
advantage over two single persons? — Mr. Crowther : Yes. 

4625. So you hgve the benefit in effect of non-aggrega- 
tion, up to a combined income of £2,000. The rules are 
complicated, but that is the result of them. Now would 
you say that there were many cases, taking the country 
at large, where the combined earned income would be 
more than £2,000 and a wife’s earnings would be a material 
element in that? — No, I do not think there would be many. 
I think the phrase “ would inevitably be expensive ’’ was 
meant as “would inevitably cost something to the 
Revenue”, that it is not a reform which can be made 
without cost to the Revenue. 



4626. I read that as being expensive because you thought 
it would be a material cost on the Exchequer, and I rather 
questioned that, if you are confining it to income tax. — 
The actual phrase, it is at the beginning of the answer, 
is: “This is another area where reform would inevitably 
be expensive”, and I think the meaning to be conveyed 
there was, if the whole principle of aggregation were 
abandoned that would bring a material loss to the 
Revenue. Later on the partial suggestion is made that 
earned income only should be separated, and the partial 
suggestion is made at least partly because that would be 
less expensive than complete reform. 

4627. And it would not be a very wide field, would it? 
— One can only speak from one’s general knowledge, I 
would not have thought very wide. no. 

4628. I would just like to refer back to your paragraph 
8 (c) in the first document: “What is more, a steadily 
growing proportion of the ‘institutional’ savers pay tax 
at less than the standard rate, since life assurance funds 
pay at 7 s. 6d. in the £ and pension funds pay no tax at 
all ”. You are not suggesting, are you, that the present 
exemption in favour of the investment of pension funds 
should be withdrawn? — No. 

4629. I just wanted to get that clear, because it is a 
matter in which we are concerned. — No. 

4630. Sir Geoffrey Heyworth: Firstly, a question on a 
very general point. In the first paper you point out that 
with taxation at the present time requiring some 40 per 
cent, or possibly more of the nation’s income, it has very 
damaging effects od, things like incentive, risk-bearing and 
thrift. I want to ask you now a question in a sense out- 
side our terms of reference, though it may help to clear 
my mind a little. Would you say that if the conditions 
remain that it is not really practicable to reduce the burden 
of national expenditure so that it would materially reduce 
this 40 per cent, figure, you would then favour, in order 
to give "you the necessary freedom to deal with these 
incentives, a revision of our approach to taxation 
altogether ; that is to say, raise more by indirect taxation, 
such as a direct sales tax, to bring the amount we have 
for income tax down to a level that would give you 
greater freedom. I assume, of course, that if you did 
collect more money in the form of indirect taxation the 
wage level would have to be adjusted to meet that point. 
Having made it as complicated for you as that, would 
you like to express an opinion as to whether that is really 
underlying what you mean in this first paragraph? — I am 
glad you have given me a means of escape in your last 
words, because I can say it certainly was not underlying 
what was written in, that evidence. The thought there 
was simply that the general disincentive effects of heavy 
taxation are, in my opinion, much greater than any par- 
ticular disincentives that may arise from the special form 
that that taxation takes, therefore any improvements you 
can make by shuffling about within the present rate of 
taxation are only going to be a minor contribution to the 
solution of that problem. 

4631. So if you really wanted to tackle this problem 
further, you would have to re-examine this whole incidence 
of taxation?— Once again, there is no harm in. agreeing that 
we should re-examine. 

4632. We cannot really do much by juggling, therefore 
if you focus this amount of importance on disincentive, 
it means we shall have to look somewhere else?— Yes. 
The difficulty is to know where else to look. The incidence 
of direct taxation is very heavy, but of course so is the 
incidence of indirect taxation, and the only area you could 
go for would be indirect taxation upon food and certain 
services, which are the only things which are not already 
taxed about as heavily as one can see them being taxed. 
That is a very large and dangerous question. If you will 
allow me to dodge it, I prefer to. 

4633. In paragraph 2 (i) you deal with the large jumps in 
the rate of tax collected from wages under 'P. A. Y.E., 
which you say appear to exert some disincentive effort, 
and you say: “ ... in our opinion the main causes of 
the present relative lack of incentive among wage-earners 
are to be sought elsewhere than in taxation.” Would you 
like to say what you have in mind there? — Briefly I should 
say that the general lack of incentive which one observes 
in the country today among wage-earners is to be explained 
mainly ;by the mere existence of full employment, by 
which I am not intending to pre-judge the whole argument 
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about full employment, but it does, it seems to me, among 
its many other effects have that one, that it reduces the 
incentive to effort and to enterprise. Secondly, I have 
always held that the existence of subsidies upon food and 
upon rents, and rent restrictions, have that effect. Gener- 
ally speaking the effect of our present system of heavily 
subsidising some things and heavily taxing all others is 
that it is fairly easy for a man to get to the position 
in which he can meet the primary necessities of his life, 
and beyond that everything is so heavily taxed that he 
has to make a very great deal of effort to get a far 
smaller return. For this reason, there is, in general, 
although it is not a thing of which any evidence can be 
produced, there is a tendency to reduce the incentive to 
effort beyond a point of income which is very quickly 
reached. 

4634. That is again leading us in this direction, that if 
these things are important, and I think these questions of 
risk-bearing, and all those things are important, that you 
as a citizen are not entitled to look to this Commission as 
an answer to your questions? As you have just pointed 
out, there are many other things that come into this whole 
picture. — I think the greatest contribution this Commission 
can make to the problem of incentive to the wage-earner 
would still 'be a small one. 

4635. Sir Harry Gill: In answer to a question dealing 
with the ploughing back of profits, it appeared to be 
assumed that that money so ploughed back would be used 
for either extending or expanding the business itself, but 
surely money ploughed back is used in other ways? Would 
you confine the preferential rate merely to that proportion 
of it which was used in expanding the business? — 'Broadly 
speaking, yes. I agreed with all the difficulties of defini- 
tion, but suggested that there is a definition in existence 
which could be used for that: purpose. 

4636. On occasion bonus shares are issued, the face value 
of the share is written up, and so forth, out of ploughed 
back profits. How Would you deal with those profits 
which originally had a preferential rate of tax, when they 
were used for this other purpose? — Mr. Bird: May I 
.say, if the profits have been ploughed back then they are 
compensated on the other side of the balance sheet by 
investment in an asset. The particular form that the entry 
on the liability side of the balance sheet takes, whether 
it is a reserve, free or specific, or whether it results in an 
expansion of capital, does not affect the point of how the 
profits ploughed back have been applied in the purpose 
of the business. 

4637. So that on all ploughed back profits, however 
they were eventually used, you would favour having this 
preferential rate? — There is, even in the shortest view, no 
escaping the simple accounting truth, if I understand 
accountancy aright, that when a profit is made and re- 
served in the business, then the resources which are re- 
leased by that profit are applied in the business. 

4638. But surely from time to time people receive an 
intimation, if they are lucky, and read it in the news- 
paper if they are not so lucky, that out of reserves there 
is to be one new share issued for each two held. That 
reserve has only suffered some preferential rate of tax. — 
Is not the danger to be apprehended the opposite danger, 
that some reduction may be made in the issued share 
capital, some repayment of capital offered to the share- 
holders, and not an increase in the number of pieces of 
paper that they hold? 

4639. I am not knowledgeable on that, but I should say 
the other experience is far greater. I think I have got 
your answer, that irrespective of how that ploughed back 
capital may eventually be used, for share bonus or any 
other purpose, you would still favour its having the prefer- 
tial rate? — iMay I repeat my view that the resources 
that correspond to the ploughed back profits go into the 
business? They cannot help doing so. Whether they are 
wisely used or no.t is a matter of the management of the 
business and not, it seems to me, the way in which the 
capital of the business .appears to be arranged at par- 
ticular moments of time. — Mr. Crowther: May I add a 
footnote on . the phrase “preferential rate”? It is the 
essence of our argument that the rate should not be a 
preferential one, but that the present discrimination, as it 
seems to us, against savings, should be removed. The 
profits ploughed back should not continue, as • they are 
now, to be taxed more heavily than other forms of savings. 



4640. Take the present rate of 9s. 6d., would the 
ploughed back profits under your scheme be taxed at 
9s. 6d.?— No, at less than 9s. 6d., but very few individuals 
pay tax on their whole income at 9s. 6d. 

4641. In answer to question 8, when the point was put 
as to whether you thought the present method of com- 
puting trading profits should be modified so as to take 
into account the change in the value of money, I think 
both from the answer which is given in the document and 
the answers which have been given this morning it is 
perfectly dear that you favour that course?— -That is so. 

4642. And 1 think it was Mr. Bird who gave a very 
clear definition to me of what he had in mind. He said: 

“ Whatever change there may be in money values, capital 
as represented by machinery or stocks should be main- 
tained at its current value.” I think those words put' 
the position very clearly, but I would like to ask Mr. Bird 
why this change in money value should only apply so far 
as the machinery and stocks are concerned? — Mr. Bird: 
Those words indeed are a very loose description of what 
should be said. All industrial equipment, whether fixed 
or floating, must be maintained before a profit can be 
said to be made in any true economic sense ; and since 
the arbitrary changes in the value of money result in 
arbitrary distortion of profits as computed by normal 
accounting methods, the argument, as it seems to me, is 
that one should look behind the money profits as disclosed 
by normal accounting methods to see whether in fact the 
proper provision has been made for maintaining all fixed 
capital and work in progress and stocks intact. 

4643. Physically they are intact. We are talking about 
the change in money values, and in the answer to the 
question you bring out very clearly, you brought it out 
in the document and you brought it out in your answers 
this morning, that when the question of debentures is 
raised you say that there there is no analogy, but surely 
the change in money values applies equally to the deben- 
ture in its financial effect as it does to the machine?— 
The holder of a debenture who has accepted 5 per cent, 
for 30 years on the capital he has loaned to a company 
will of course be very unfortunately placed if the general 
level of prices doubles during the course of that time. 

4644. As it has done. — Yes. On the other hand, with 
respect, I should like to pick up one of your points, where 
you said that physically these assets are unchanged. 
Physically the process of production wears them out, and 
at the end of 15, 20 or 25 years, whatever time it may 
be, the problem is to replace them, and they can only 
be replaced if resources have been accumulated for that 
purpose. Jf not, they have to be replaced out of new 
savings that ought to be -used for industrial expansion. 

4645. Yes. I think I could perhaps put more clearly 
what is in my mind if I were to give you an illustration: 
three men twenty years ago had £20,000 to invest; one 
man invests in debentures, another man invests his £20,000 
in property which comes within the Rent Restriction Acts, 
so that he cannot have any increase, the other man invests 
his £20,000 in a business, and we will say £15,000 of that 
is expended in machinery. With the changing value of 
money all three are placed at a disadvantage, but you 
say as regards the man with his debentures, yes, it is the 
luck, he is now returned less than half what he expected, 
the man with his property likewise, but when it comes 
to the man with the business, so far as that £15,000 worth 
of machinery is concerned he must not be placed at a 
disadvantage. This to you economists may appear very, 
very simple, but it is the human side of the matter a.t 
which I am looking. I can see the position with regard 
to the machinery, the difficulty with regard to replace- 
ment value, if you like, the case that there is for it, but 
when I make a comparison then the owner of the machine 
appears to be placed in a much more favourable position 
than the owner of debentures or any fixed interest bear- 
ing stock, or the .owner of property. — Yes, I appreciate 
that point, Sir Harry. The objection to the argument 
Mr. Crowther and I put forward about replacement costs 
is often put in such terms as these : “ Why should you 
introduce this special benefit for the owner of share 
capital? ” As we see it, it is not an argument directed 
ad hominem, but is really an argument which is con- 
cerned with maintaining the physical stuff of industry, and 
the argument is strengthened by the conviction that by 
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and large the only means by which industry can main- 
tain itself and improve itself is through the surplus of 
profits which arises and is ploughed back into its own 
capital from year to year. 

4646. Assuming, from the purely business standpoint, 
that effect must be given to your theory, have you given 
any consideration to what I will call the human side of 
the question, whether there are any suggestions or means 
which the economists can tell us to do something equally 
helpful on the human side? — Mr. Crowther: I believe I 
can give a direct answer to the three cases you had in 
mind. The theory of the thing, as I see it, is that when 
a man invests in capital of any kind there is no reason 
why the State should guarantee him against misadventure, 
or indeed, should prevent him from being lucky, but before 
he is taxed on the income from that capital he should 
be allowed to make, tax free, such expenditures as are 
necessary to maintain the capital. Now take your three 
cases. At the end of the twenty years your first man 
who has invested in the debenture has his capital, he 
has the debt of £20,000 owed to him ; that is what he 
bought, and that is what he has got in the end. Your 
man with the houses has not indeed been allowed to 
put up the rents, but he has been allowed tax free the 
expenditures necessary to maintain those houses, so that 
at the end of the 20 years he can say: “There are the 
houses I bought ”, and there they still are. What we are 
arguing is that the man who put his £20,000 in machinery 
should be exactly in the same position and be able 
to say at the end of 20 years: “I invested in a loom, 
and there it is ”. 

4647. Yes, I do not think I can argue the case you 
put, but X bring it right back to the human element ; the 
return for the first man, where he got one loaf of bread, 
he is today getting less than half a loaf ; where the man 
with his property was getting one loaf of bread, he is 
now getting less than half his loaf ; but you say because 
the other one was lucky enough to put it into a business 
which had machinery, he has still got to have his loaf. — 
No, I should say the first man is unfortunate because 
he made a misjudgment in the investment of his capital. 
After all, if prices had gone the other way he would 
have been the most fortunate. He exercised his judgment 
freely. As for the human element, I suggest .that there 
is a very close analogy with the price that is paid by 
industry to the labour which is used up in the course 
of producing something. Nobody ever suggests that the 
payments made to labour that are allowed before profit 
is struck should be limited to the value which was put 
upon that labour when it came into existence, when 
the labour was born. No, the allowance which is 
made for the use of the labour is adjusted from time 
to time according to -the value of the money, and what- 
ever adjustment is so made it is allowed to be deducted 
before profits are struck. All we are arguing is that 
the same should be done for machinery as for labour. 

4648. Professor Hicks: Mr. Growther, I would like 
to begin by asking quite a small question. In your first 
memorandum, at the end of paragraph 2 (i), you are 
talking about the disincentive effects of profits tax, and 
.you made a remark which I would just like to have 
explained to me ; you say : “ Profits tax . . . has _ an 
undoubted disincentive effect upon industrial, and particu- 
larly commercial, enterprise.” Why particularly com- 
mercial? — It is so long since this document was drafted, 
I cannot . . . — Mr. Bird: I should imagine that point 
was really this, that the impact of profits tax on com- 
mercial enterprise is frequently an impaot on the smaller 
type of company where the margin of disincentive is felt 
particularly keenly. 

4649. I do not want to press that point. Might I go 
back now to replacement cost? I would like to put to 
you that one way in which the arguments which you 
have been putting forward, very interesting arguments, 
could be taken, would be to say that the obvious deduc- 
tion to be drawn from them was not, in the first place 
at any rate, a reform in the system of taxation, but a 
reform in company law. The first necessity is that the 
businesses should do their accounts on a basis of replace- 
ment cost, and that could easily be effectively enforced 
quite independently of anything which is done on the 
taxation side by making it illegal for them to pay dividends 
out of capital, in the sense of real capital. And I would 
like to suggest further that if that were done, drastic 



and unpleasant measure as it might seem, the economic 
effects would be much more obviously in the direction 
of what one wants to encourage than .the particular 
proposal which you put forward, because it seems to me, 
that if one considers a period when demand is excessive 
and prices are rising in consequence, and nominal profits 
are rising da consequence, that that is a time when the 
natural criterion of policy generally accepted by 
economists and by the Government nowadays would be 
in the direction of trying to minimise expenditure. Now 
a reform in the system of accounting would tend to 
reduce expenditure, but the same object is not helped by 
a reduction in tax, which is what would be the natural 
result of a proposal such as you are making. — Mr. 
Crowther: I think if the larger proposal is taken as 
embracing the smaller, I would have a lot of sympathy 
for it, at least in principle, but if it were suggested that 
the changes Professor Hicks has indicated should be 
made in company law and practice without a reform 
of the taxation system, then you would get the peculiar 
position that companies had to say to their shareholders 
that they had no profits and could not declare a dividend, 
but that they would pay tax as if they had, which would 
be curious to say the least. 

4650. It would be curious, but would it not at the 
same time be the right thing to happen? — It would cer- 
tainly be unjust, though it might have certain economic 
advantages. 

4651. Might I ask you to consider a particular case, 
which happens to be, I think, a rather realistic case, being 
not so very far away from what we have been experiencing 
in the last couple of years. Supposing that the economy 
is disturbed (by putting it in this way, what I want to 
do is to rule out of our minds all other sources of 
disturbance) supposing the economy is disturbed solely 
by the fact that the Americans suddenly decide that 
they want to buy ,a very largely increased amount of 
the sorts of goods which we normally import, particularly 
in the form of raw materials ; supposing that that is .the 
sole cause of disturbance with which we are concerned, 
that produces conditions in which it is probably impos- 
sible for this country, without running an extreme deficit 
on its balance of payments, to maintain the stocks, the 
real stocks, the physical stocks kept by industry, intact. 
No tax policy, and in fact no policy probably, can 
enable the industry of this country to maintain its stocks 
of raw materials intact in such conditions. At any rate, 
it can only be done by running an extreme deficit on the 
balance of payments. In circumstances such as that, is it 
desirable that more money should be put into the hands 
of industry to hold either as idle balances or to be spent 
in a way which would push up the prices of stocks further? 
—I can follow the economic reasoning, but I think it 
would lead one into very curious results. One can 
imagine circumstances in which it might be much the 
quickest way of producing a necessary sharp deflation, to 
legislate that every third person passing along the Strand 
on a given morning should be fined £100, but it would 
not necessarily commend itself on other grounds, and I 
think what Professor Hicks is suggesting would have a 
similarly arbitrary element in it. — Mr. Bird : May we not 
also look at Year 2 of this proposition, when the Ameri- 
cans stopped buying. In Year 2, the profits of British 
industry, having been inflated as a consequence of the 
prices rising as a result of American buying, will fall to 
be taxed, and at the same time the problem of replacing 
those stocks arises. At that time, although* presumably 
the prices of those raw materials would have fallen, the 
resources available after taxation of the inflated prices of 
Year 1 may well be less than adequate to replace them. 

4652. Thank you, that is a very interesting answer. 
There is just one other thing I want to ask, and that is 
concerned with your proposal about this personal income 
tax. I am not quite sure whether anything was said 
in the part of the discussion I missed, about that, and I 
may be repeating what has already been covered, I hope 
not. I am not really , quite clear what is the precise form 
of your proposal, at the lower end; even after the discus- 
sion which I heard. You propose, do you, that all income 
whatever should pay at a flat rate, but that vouchers should 
be handed out in accordance with some system of allow- 
ances, which could be used in. payment of tax? Suppose 
that the amount of the vouchers which a particular per- 
son receives during the tax period is greater than the tax 
which he is due to pay, what happens? — Mr. Crowther : 
I should say he does not get the balance in cash. 
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4653. He does not get the balance in cash? — No. 

4654. In that case, what really is the advantage of the 
voucher system? Could not the whole thing be done 
by offsetting? — Yes, but the voucher is the employer’s 
authorisation to do the offsetting. 

4655. But surely in fact he does it at present under 
P.A.Y.E.? — He does, under a most complicated and diffi- 
cult system. The advantage of the system suggested is 
that he should reckon his tax and pay it over to the 
Revenue as a fiat 10, 15, 20 or 25 per cent., or whatever 
it might be, of his wages total, then in making up each 
man’s pay packet he should look and see what vouchers he 
has. 

4656. Professor Hicks : But that really does no more 
than clear up one of the complications of the present 
system, due to the varying rates of income tax at the 
lower end. If in fact it were possible to recommend that 
the lowest reduced rate of income tax were to operate 
■throughout the wage-earning group, and if all taxation 
above that were collected on some different system, which 
I take it is more or less what you are proposing as far 
as that is concerned, supposing that were done I quite 
fail to see the advantage of your system over P.A.Y.E. 

4657. Chairman : Mr. Crowther, I understand you have 
an engagement which you have .told us you would like 
to keep? — I have indeed, Mr. Chairman, I have been 
getting a little anxious. 



4658. Chairman-. I think I ought to add, Professor 
Hicks, that I think Mr. Crowfiher’s line was that he did 
not think that, so far as the administrative details were 
concerned, he knew enough about the background, which 
the Inland Revenue knew, to 'be able to deal with ques- 
tions of that kind in any great detail, so I think perhaps 
you will not get a great deal out of him and we ought 
to release him. 

Mr. Crowther withdrew. 



4659. Chairman: I would like just a word with Mr. 
Bird, about one or two material things which have cropped 
up. There was the question of your extremely interesting 
proposals about a separate tax on company profits cut 
loose from the standard rate, and Mr. Crick did suggest 
that it is not very easy just by question and answer to see 
what it is that you have got in mind as a system. If you 
could cast your proposals in the form of two or three 
examples, it would help us very much to see what it is 
you are proposing. Could you do that for us? — Mr. Bird: 
Certainly. 

Chairman: Thank you very much, we are greatly 
obliged to you. 

Mr. Bird withdrew. 



Mr. S. P, Chambers, C.B., C.I.E., Mr. C. D. Hellyar and Mr. A. G. Davies, on behalf of the Federation of 
British Industries, called and examined. 



MEMORANDUM SUBMITTED BY THE FEDERATION OF 
BRITISH INDUSTRIES 



The Effects of Inflation on Industrial Capital Resources 

A Case Study 

FOREWORD 

Since 1939 costs and prices in the United Kingdom 
have been rising virtually without pause. Throughout this 
period taxation has been maintained at a level of over 
40 per cent, of the national income. In no other industrial 
country has a similar rate been even approached. This 
combination of inflation and high taxation, coupled with 
the deficiencies of the existing method of computing 
depreciation allowances, has seriously impaired the 
capacity of industrial undertakings to maintain their 
capital resources and to finance essential expansion. 

Various aspects of the physical and financial problems 
affecting capital investment in industry have from time 
to time been dealt with in a number of independent 
enquiries. For example .Professor E. A. G. Robinson, 
elaborating an earlier series of estimates by Professor 
Pads'll, estimated in an article in the May, 1950 issue of 
the Bulletin of the London and Cambridge Economic 
Service that at the rate of investment then in progress 
the prewar level of fixed capital per head in industry and 
the public utilities would not be restored until 1954. 

More recently, in July 1951, the British Bankers’ 
Association published the results of an analysis of the 
current assets and liabilities in 1946 and 1949-50 respec- 
tively of some 1,500 small and medium-sized manufactur- 
ing and - commercial companies. This revealed a 
continuing deterioration in the aggregate liquid resources 
of these companies in the face of rapidly rising prices 
and heavy taxation. The authors concluded that in the 
post-war period, the increase in the capital resources of 
the business undertakings covered by their report had 
failed to keep pace with the rise in their financial require- 
ments. 

As yet no attempt has been made to present the case 
solely from the point of view of manufacturing industry. 
The attached case study is an attempt to repair this defici- 
ency. In it a Panel set up by the Federation of British 



Industries has analysed the balance sheets of some eighty 
firms over the period 1938 to 1949, with a view to ascer- 
taining how far the capital resources of manufacturing 
industry have been affected and as a means of bringing 
out some of the implications for industry should present 
trends continue. 

The case study is based on figures derived directly from 
published records, supplemented by the best available 
estimates where factual evidence could not be obtained. 
Complete statistical accuracy cannot be claimed for these 
estimates nor for the capital prices index employed in 
the revaluation of fixed assets. Nevertheless, the conclu- 
sions Which emerge, even if stated in broad terms, are 
in line with those of the analyses referred to above and 
also conform with those contained in the reports of the 
chairmen of a wide range of public companies over the 
past three years. They show that although profits have 
risen generally, too little has been left after taxation to 
permit industry to withstand the cumulative pressure of' 
inflation on its capital resources. They further stress the 
need for the individual company itself in present circum- 
stances to take all practicable defensive measures against 
the progressive attrition of its capital resources, by setting 
aside the maximum practicable reserves to offset the effects 
of inflation on stocks and fixed assets. By so doing, not 
only will it assist in bridging the gap between permitted 
depreciated allowances and replacement costs, but will 
also help to strengthen the case of industry generally for 
a reshaping of the country’s national taxation policy in a 
direction calculated to alleviate the burden at present 
hampering the effective operation and development of 
British industry at large. 

I. The Problem in General Terms 

1. It is frequently contended amongst industrialists that 
the capital resources of industry are not merely being 
strained but are in danger of exhaustion as the result of 
combined inflation and high taxation. Yet at the same 
tijne complaints are repeatedly heard from other quarters 
at what are described as the excessive profits being made 
by industry. 
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2. The twin questions of the erosion of oapital and the 
inadequacy of profits are clearly inter-related, for unless 
industry is able to provide from its own resources for the 
maintenance intact of its productive capacity, it is, in 
effect living on capital. The maintenance of capital intact, 
in the sense of preserving the productive capacity of the 
enterprise, is, in fact one of the most important responsi- 
bilities of management. For the fulfilment of this respon- 
sibility only the balance remaining after provision has been 
made for the maintenance of capital can be regarded as 
“ profit ” and as available either to meet taxation or for 
distribution as dividends. 

3. If the value of money remained constant, an increase 
or decrease in the capital resources of industry would be 
fairly easy to measure. But when the value of money is 
changing as progressively as it has done in recent years, 
then there is great difficulty in interpreting the published 
accounts of public companies so as to measure changes 
in capital. This difficulty arises from the use, in a long 
period of rising prices, of accounting methods which 
assume a stable value of money. Since 1938 the money 
cost of maintaining intact a given volume of real capital 
including fixed assets, stocks and book debts has greatly 
increased. Despite this, balance sheets by tradition treat 
all £s as being of equal value, whether they are £s of 
1951, 1938 or 1900. The convention is that in calculating 
profit it is sufficient to put aside a sum equal to the cost 
of the asset whenever it was bought, despite the fact 
that the replacement will actually cost much more. The 
connection between the maintenance of capital and the 
level of profits is clear ; in so far as the published accounts 
of companies understate the requisite provision for main- 
tenance of assets, they correspondingly overstate the real 
profits earned. 

4. The assumption of stable prices is embodied in the 
Inland Revenue system of taxing profits. The tax-free 
depreciation allowances are normally sufficient to provide 
for the renewal or replacement of fixed assets at their 
original cost. If, however, the new assets cost more than 
the old, depreciation funds set aside on this basis will 
purchase fewer new assets. Unless other funds are avail- 
able, either out of retained profits or from outside sources, 
capital will be depleted and .production must eventually 
decline. 

5. A simple example may serve to explain this more 
clearly. Suppose three machines were bought in 1938 
at a total cost of £15,000 with an estimated life of fifteen 
years. The annual deduction from profits for depreciation 
on the basis of original cost will be £1,000. By 1953, 
£15,000 -will be available for replacement, and for tax 
purposes, the capital will have been maintained intact. 
But if, by 1953, the cost of the machines has trebled, the 
accumulated fund will be sufficient to replace only one 
of the three machines unless a further £30,000 can be 
found out of retained profits or elsewhere. Retained 
profits used for this purpose will be subject to tax even 
though they are required merely for maintaining existing 
capital. So a tax apparently levied on income becomes 
effectively a tax on capital. If net profits are not sufficient, 
the capital will not be adequate to keep production at the 
same level as before. 

6. The problem of replacement of circulating assets 
arises in the same way. Suppose for example that at the 
beginning of a period of rising prices, a firm has on hand 
100 tons of material which cost £100 per ton, the total value 
of the stock being £10,000. Suppose also that in the 
course of a normal year’s trading the firm uses up and 
replaces each month 100 tons of raw material and that 
over the period prices rise from £100 to £150 per ton. 
Then, at the end of the period, the firm will still have in 
stock 100 tons of material, but bought at £150 a ton, and 
now valued in the accounts at £15,000. Although this 
stock is the same in physical terms at the beginning and 
the end of the period a profit of £5,000 will be recorded on 
account of the rise in value. This book profit will be 
taxed. 

7. This is a necessarily oversimplified illustration dealing 
with a single raw material but in periods of general in- 
flation it applies equally to all stocks. When prices gener- 
ally are rising it thus happens that “ profits ” are shown in 
firms’ accounts which if paid away in tax or in dividends 
will not then be available to maintain the physical volume 

16808 



of stock for the same trading as before. Consequently the 
stock must be reduced or the money found from some 
other source. If a Stock Reserve is created from other 
retained profits to cover the cost of replacing stock at 
increased prices, no tax allowance is given and the reserve 
has therefore to be made out of what is left after paying 
tax on the full profit. Here again if the total net profit 
is not high enough to cover replacement costs, the alleged 
tax on income is in effect a tax on capital. 

8. Prices have risen generally over the past thirteen 
years. Gross profits have also risen but to a considerable 
degree this has been an automatic consequence of the in- 
flation of stock values, as explained above. But through- 
out this period taxation has been levied at exceedingly high 
levels on the whole of the profits shown. It is clear that 
unless industry is able to set aside out of the profits re- 
maining after taxation sufficient funds to meet the replace- 
ment cost of its assets it is living on capital. It is therefore 
vital for industry that the facts should be established. So 
far however, very few attempts have been made to 
examine the problem in quantitative terms. The amount 
of relevant information available in published economic 
statistics is small and no answer can be obtained from this 
source. The F.B.I. has attempted to obtain from its mem- 
ber companies, by means of a questionnaire, the data 
necessary to reach a conclusion. The results of this in- 
vestigation are analysed below. 

II. The Experience of Industry : 

Evidence from the F.B.I. Questionnaire 

9. Eighty companies replied to the questionnaire ; they 
included large, medium and small firms from all sections 
of industry. It is not claimed that they are completely 
representative of industry as a whole and the results are 
presented simply as a “ case study ” of a number of com- 
panies. Together they employed in 1949 over 600,000 
employees and possessed total assets (at book value) of 
over £1,000 millions. As such, we believe that the con- 
clusions drawn from this evidence are of considerable 
importance. 

10. The figures collected have been examined in order 
to discover what light they throw on three main problems : 

( a ) How did the 1949 capital assets of the companies 
concerned compare, in real terms, with those of 1938? 

( b ) How had the companies financed the increased 
money-value of capital needed to run the business in 
1949 compared with 1938? 

(c) In the light of the answers to (a) and (b) ; and of 
such other relevant factors as the volume of production 
in 1938 and 1949 respectively, what conclusions may be 
drawn as to the adequacy of capital resources in 1949 
and in the future, and of the level of profits at present 
earned in industry? 

(a) Comparison of the real value of assets in 1938 and 1949 

11. Between 1938 and 1949 the total net assets of the 
eighty firms (at book value) rose from £447 millions to £809 
millions. (See Appendix A Table I). . The changes which 
occurred in the real value of these assets can however only 
be measured after adjustments for the change in the value 
of money. For practical purposes these adjustments may 
be confined to those assets for which provision for main- 
tenance and replacement is necessary, that is, in the fixed 
assets group, buildings, plant and machinery, and in the 
current assets group, stocks, debtors and cash assets (less 
trade liabilities). The remainder (land, goodwill, patents, 
trade investments etc.) may conveniently be excluded from 
the reckoning as there is normally no question of replacing 
this type of asset. 



12. The total fixed and current assets shown by the 
balance sheets are: — 



Assets 


1938 


1949 


Increase 

over 

1938 




£ million 


£ million 




Buildings, plant and machinery . . . 


127 


197 


70 


Net current assets 




414 


257 


Total 


284 


611 


327 



B 
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13. It is not practicable to make a strictly accurate re- 
valuation of the 1938 assets. It is however generally 
accepted that in 1949 average prices of plant, machinery 
and buildings were not less than 2] times those ruling in 
1938. This figure is in line with the official price index for 
plant and machinery exported and with the indices used 
by the E.C.A. Mission to Europe in “ Facts about British 
Economy” (1950). 

14. 1938 Assets revalued at 1949 prices : The written 
down 'book value in 1938 of the plant, machinery and 
buildings of the eighty firms was £127 millions. It is 
impossible to discover how far this figure represents the 
actual value of the assets in terms of 1938 prices but it 
seems reasonable to assume that the true figure is unlikely 
to be less. The E.C.A. Index of 249 (1938 = 100) applied 
to this 1938 ibook figure gives a value for Plant, Machinery 
and Buildings of about £315 millions at 1949 prices. 

15. 1949 Composite book value adjusted to 1949 prices: 
(See Appendix B). To obtain a comparable figure for the 
plant, buildings and machinery actually held by the same 
companies in 1949, account must be taken of the fact 
that the book value of the assets shown for that year (£197 
millions) covered assets bought at various prior dates and 
therefore at various values of the £. To bring all these 
to the equivalent of 1949 £’s, those bought some years ago 
have to be re-valued upwards substantially and those 
bought recently re-valued by smaller amounts. 



with complete precision. Nevertheless the broad picture 
is clear. 

In terms of 1949 prices current assets in 1938 were worth 
£378 millions and fixed assets £315 millions (see para- 
graphs 21 and 14), giving a total of £693 millions. 

23. In 1949 on the other hand current assets were worth 
£414 millions at 1949 prices and fixed assets £304 millions 
on the lower valuation and £356 millions on the higher. 
These estimates give totals of £718 millions and £770 
millions respectively according to the method of calcula- 
tion adopted, showing increases of £25 millions or 3] per 
cent, on one method and £77 millions or 1 1 per cent, on 
the other. 

24. Yet owing to inflation it has been shown that merely 
to maintain current assets intact required extra finance to 
the extent of £221 millions (paragraph 21), while according 
to the method of valuation adopted somewhere between 
£47 millions and £70 millions was required for the same 
purpose for fixed capital (paragraph 20) making a total 
extra finance required of £268 — £291 millions.* 

(b) Financing of assets 

25. How was the extra money needed actually found? 
Between 1938 and 1949 acording to the balance sheets 
(Appendix A Table 1) the total assets of the eighty com- 
panies increased by £362 millions, which was financed 
by: — 



16. For this purpose the annual indices of capital goods 
prices quoted in the E.C.A. publication referred to above 
have been employed. The actual figures of net annual 
expenditure on fixed assets and of the depreciation made 
by the eighty companies have been adjusted in each case 
to their 1949 equivalents. 

17. The results of this calculation suggest that in terms 
of 1949 prices the fixed assets shown in the 1949 balance 
sheets were worth £304 millions. A comparison of this 
figure with the revalued 1938 total of £315 millions (para. 
14) indicates a slight reduction in real terms. 

18. Other data supplied by the eighty firms does how- 
ever permit an alternative approach which suggests that 
the real value of fixed assets may have increased somewhat. 

19. The eighty firms estimated that at 1949 prices the 
replacement cost of their fixed assets was £783 millions : 
■they also gave the cumulative depreciation provision re- 
quired on a replacement cost basis as £427 millions. The 
difference between these two figures gives a written down 
■book value of £356 millions at 1949 prices. This is 13 per 
cent, higher than the revalued 1938 total of £315 millions 
given in paragraph 14. 

20. Between 1938 and 1949 the book value of fixed assets 
rose from £127 millions to £197 millions (Appendix A, 
Table I). On the hypothesis that the figure of £197 millions 
represents a 13 per cent, expansion in real terms over the 
1938 figure, then it appears that £174 millions (]jfi) x 197 
millions) was the equivalent in 1949 of the 1938 volume 
of assets. On this basis it can be said that of the £70 
millions increase in book values £23 millions represented 
expansion while the remaining £47 millions was required 
merely to maintain existing capital intact. On the method 
of calculation used in para. 17 the whole of the £70 
millions rise was required for the latter purpose. 

21. In the current assets group, it is possible to adjust 
for price changes between 1938 and 1949 by using the 
“ Industrial Materials and Manufactures ” component of 
the official Index of Wholesale Prices. In 1949 this stood 
at 241 (1938 = 100). On this basis the 1938 net current 
assets valued at £157 millions in 1938, were worth £378 
millions at 1949 prices. The current assets shown in the 
1949balance sheet at £414 millions are valued substantially 
at 1949 prices. Thus of the £257 millions increase in the 
money value of current assets, only some £36 millions 
represents < an actual physical expansion. The remaining 
£221 millions merely represents the increased cost of 
financing the same volume of current assets. 

22. In view of the different results given by the two 
methods of revaluing the 1949 fixed assets, the answer to 
the first main problem (a) in para. 10 cannot be given 



Share issues (including share premiums) . . . 

Borrowing (short and long term) 

Increase in tax reserve for subsequent 

liability and deferred liabilities 

Decrease in minority interests 



years 



£ million 
52 
60 

55 

-4 



“ Profits ” retained in the business 



362 



26. The increase in undistributed profits falls far short 
of the £268 — £291 millions necessary even to maintain 
existing capital intact. No business looks elsewhere for 
finance — for which it must pay a price in dividends or 
interest — if it has sufficient left of its own profits after 
taxation to maintain its capital. The extent to which these 
eighty firms have been forced to seek funds from outside 
demonstrates clearly the inadequacy of profits after taxa- 
tion. Any suggestion that the companies could have 
avoided seeking outside finance by reducing the amount 
of profits distributed and >so retaining more in their 
businesses is not borne out by the facts elicited by tlpe 
questionnaire ; ^between 1945 and 1949 the proportion of 
total profits distributed fell from 27 per cent., to 22] per 
cent, while the proportion undistributed doubled, rising 
from 14] per cent, in 1945 to 28 per cent, in 1949. 

27. The answer to the second problem referred to in 
paragraph 10 therefore is that the additional money re- 
quired barely to maintain capital has been found mainly 
from profits but these being inadequate considerable new 
capital had to be raised or borrowed. 

(c) Adequacy of capital resources 

28. Were the capital resources of the eighty companies 
“ adequate ” in 1949 judged by comparison with 1938? 
The answer depends largely on the relative volumes of 
production in the two years. The total number employed 
rose by about a third (Appendix A Table IV) and this 
fact taken together with the general trend of industrial 
production would indicate a rise in the volume of pro- 
duction since 1938 of at least a third. In 1938 fixed assets 
per employee in the eighty companies averaged £628 
valued at 1949 prices whereas in 1949 the figure was £449. 
These facts demonstrate that a substantial increase in 
output was combined with a substantial fall in the capital 
investment per unit of output and per employee. Part of 

* It is probable that the figure of over £291 million, derived 
from the E.C.A. index numbers, is more accurate than the estimate 
of £268 million which is obtained from the firms’ answers to the 
questionnaire. In the latter case 80 different companies’ calculated 
or estimated figures have simply been totalled and it was not 
possible to ensure that a uniform method of calculation was 
adopted. 

t Date before 1945 not available: this was the E.P.T. period. 
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the explanation may be found in the more intensive use 
of equipment but this possibility is limited. 

29. The depletion of industrial capital by inflation com- 
bined with high taxation is a slow and for some time an 
imperceptible process. This is because it happens gradually 
and the running down of financial capital can be tempo- 
rarily prevented from depleting physical capital by outside 
finance and by postponement of replacement. The prob- 
lem of maintaining capital intact is likely to grow more 
acute. The eighty companies estimated that the deprecia- 
tion which should have been provided on the basis of re- 
placement cost of fixed assets in 1949 was £427 millions. 
The provision actually made was £189 millions — a short- 
fall of £238 millions. 

30. It may be argued that companies’ resources are 
sufficient to cover this shortfall. The reserves of the 
eighty companies increased by £199 millions between 1938 
and 1949 but this amount was not even enough to finance 
the extra £212 millions needed for the increase in stocks 
alone. (See Appendix A, Table 1.) 

31. The replacement of fixed assets is a gradual and 
long-term matter and in all replacement there is some 
element of expansion to be derived from the continual 
improvements in machine efficiency. Nevertheless there 
does exist already a serious deficiency between replacement 
costs and accrued depreciation funds which must ulti- 
mately be met if productive capacity is not to decline. 

32. Not only were there insufficient reserves in 1949 to 
provide for the replacement of fixed assets but if the eighty 
companies continue to provide depreciation on book values 
and not on current prices there will be a further deficiency 
of depreciation to the extent of at least £107 millions — the 
difference between the 1949 value of fixed assets £304 
millions, and the book value £197 millions. If the higher 
figure of £356 millions is taken for the 1949 value, the 
deficiency of depreciation will be correspondingly higher. 
By the time the assets existing in 1949 are renewed the 
eighty companies will have to have found about £350 
millions of new money in addition to their resources of 
capital, reserves and borrowings in 1949. This £350 mil- 
lions has not all to be found this year or next year but 
probably the bulk of it will have to be found within the 
next fifteen or twenty years. If twenty years are allowed, 
the eighty companies will have to put aside at least £174 
millions a year for capital replacement in addition to their 
normal depreciation charges: in other words, nearly as 
much again as 'the amount actually provided in 1949. 

33. The evidence of the depletion of circulating capital 
is equally strong. In 1938 net current assets amounted to 
32 per cent, of the turnover of the eighty companies ; in 
1949 this proportion had fallen to 24 per cent. Whatever 
the reasons for this decline, it does indicate that, judged 
by the standards of inventory levels, etc, which the com- 
panies concerned considered reasonable in 1938, their 1949 
position overall showed a definite deterioration. Each 
further increase in raw material prices makes it more 
difficult to maintain liquidity and the decline in liquidity 
is illustrated by the decrease in cash assets. Cash in 1949 
was at least 30 per cent, lower than in 1938 after adjusting 
for the rise in prices between the years. 



M. Conclusion 

34. At the present time it is vital that British industry 
should not merely maintain production but should increase 
it as rapidly as possible. The main conclusions to be 
drawn from the figures obtained from the survey are 
disturbing. The amount of undistributed profits put to 
reserve in the last few years has been inadequate to 
maintain industry’s capital over the years. Yet the pro- 
portion of profits distributed has not risen but fallen. It 
is clear therefore that the levels of prices and profits have 
not been excessive, but too low to sustain the burden 
of taxation under existing methods of computation and to 
maintain the productive capacity of industry. Both employ- 
ment and the standard of living ultimately depend on 
that productive capacity. 

November, 1951. 



APPENDIX A 
Table I 



Comparative Summary of Balance Sheets of 
80 Companies including U.K. Subsidiaries 





1938 


1945 


1949 




£ million 


£ million 


£ million 


Fixed Assets (at written down 








book value) 








Land (where separate figures 








available) 








Buildings, plant and 








machinery 








Total fixed assets 


134 


119 


205 












119 


183 


331 




57 


143 


206 


Cash and cash assets 


54 


140 


95 


Total current assets ... 


230 


466 


632 


less current liabilities 


73 


166 


218 


Total net current assets 


157 


300 


414. 


Other Assets 








Goodwill, patents, etc. ... 


55 


57 


57 


Investments, including in- 








vestments in subsidiary 








companies not consoli- 








dated 


101 






Total other assets 


156 


147 


190 


Total Net Assets . . . 


447 


566 


809 












273 


283 




Minority interests 


23 






Share premiums 


10 






E.P.T. post-war refunds ... 








Reserves created by re- 










4 






Other reserves including 








P/L Balances 








Borrowed money — long 


























6 






Deferred liabilities 


4 






Tax reserves 








Total Net Assets ... 


447 


566 


809 



Total original cost of fixed assets shown in 
1949 Balance Sheet (excluding land where 

possible) ’ ••• ••• 

Estimated gross cost, irrespective of the 
degree to which the above assets had 
depreciated of replacing them as new at 
current prices 



B.l. Total Depreciation Provision to date in 
Accounts on the Assets in A.l above 
2. Estimated Total Depreciation Provision to 
date required according to existing methods 
to provide for depreciation on the assets as 
valued in A. 2 above 



C.l. Depreciation Provision made in 1949 
2. Average Annual Depreciation required to 
achieve the replacement when due of the 
Assets as valued in A.2 above without 
deterioration in the efficiency of the plant 



4Q;1 



N.B. In some cases the above figures.are not strictly comparable 
with those given in the summary of Balance Sheets. As a result 
the Balance Sheet figure for the written down value of buildings, 
plant and machinery differs from that obtained by subtracting 
total depreciation from original cost by about 5 per cent, 
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Table III 



Table IV 



Sales Turnover 

excluding Inter-Company Turnover 
£ million 
494-5 
1,097-5 
1,696-3 



1938 

1945 

1949 



Average Numbers on Total Payroll including Wage- 
Earners, Salaried Staffs and Directors 
£ million 

1938 ... 502,240 

1945 637,026 

1949 677,619 



APPENDIX B 

Calculation of Current Values of Fixed Assets in 1949 



Year 


Actual 


Adjusted 


Price index 


Written down 
values at 
beginning of 
financial year 


Net annual 
expenditure 
on fixed 
assets 


Depreciation 


Written down 
value at 
beginning of 
year adjusted 
to 1949 
price level 


Net annual 
expenditure 
on fixed 
assets adjusted 
to 1949 
price level 


Depreciation 
c (d + e) 
(a H- b) 




(a) 


(b) 


(o) 


(d) 


(e) 


(0 










Ail figures are in £ million 










126-6 


15-0 


10-5 


315-2 


35-9 


26-0 




1940 


131-1 


8-3 


11-4 


325-1 


16-0 


27-9 






128-0 


4-7 


9-9 


313-2 


7-8 


23-9 




1942 


122-8 


5-6 


9-8 


297-1 




23-3 




1943 


118-6 


5-6 


10-3 


282-4 


8-2 


24-1 






113-9 


6-4 


9-6 


266-5 


9-2 


22-0 






110-7 


10-8 


9-7 


253-7 


15-3 


21-5 






111-8 


25-5 


12-2 


247-5 


33-6 


25-0 








31-0 


13-4 


256-1 


35-4 


25-0 






142-7 


41-3 


10-2 


266-5 




17-1 






173-8 


41-8 


19-0 


292-2 










196-6 






304-4 









Notes: 

(1) Equivalent to end-1949 values. 

(2) The adjusted depreciation bears the same proportion to the adjusted written down values at the beginning of the financial year 
plus additions (adjusted) as actual depreciation bears to actual written down values plus actual additions. 



EXTRACT FROM A FURTHER MEMORANDUM SUBMITTED BY 
THE FEDERATION OF BRITISH INDUSTRIES 



Comment on the Report of the Millard Tucker Committee 
on the Computation of Trading Profits for Taxation 
Purposes 

1. In the Budget speech of 1951 the then Chancellor of 
the Exchequer, referring to 'the Millard Tucker Report, 
stated that before taking action on the Report it would 
be necessary to await the reaction of industry. (H. of C. 
Hansard 10th April 1951, Col. 854). 

2. The Federation has closely studied the Report and in 
particular the recommendations it contains. It now 
records its views in the hope that they will be of assistance 
to the Chancellor and his advisers in contemplating action 
on the Report, and to the Royal Commission on the 
Taxation of Profits and Income, in so far as any of the 
issues are to be further considered by that body or have 
implications on the subjects of its study. 

3. Many of the recommendations in the Report which 
concern industry, the Federation accepts as sound or does 
not desire to press further. Where no mention is made of 
any particular matter, it can be taken that either the 
Federation agrees or that the matter is not within its 
sphere of interest. 



Inflation 

; 20. The Federation does not agree with the suggestion 
in the Tucker report that the best way of modifying the 
distortions in the measurement of profits caused by infla- 
tion is to rely upon a system of initial allowances for new 
capital expenditure. Whatever the merits of the system 
of initial allowances for the purpose of providing immedi- 
ate resources to assist in the financing of new capital 
expenditure, and thus of encouraging the modernisation 
of the country’s industrial equipment, this is not, in the 
Federation’s judgment, the way to deal with the entirely 
separate problem of removing the inflationary element 
from the figures of profits computed upon conventional 
lines which assume that the value of money remains un- 
changed, Tb? limits advantages of the initial allowances 



are recognised where replacements are made regularly at 
short intervals, but this redistribution of depreciation 
allowances between different years, without increasing the 
sum total of the allowances, is no solution of the main 
problem. In any event the precipitate manner in which 
these allowances were withdrawn without dealing with 
the main problem is deplored. 

21. The Federation also records its view that the sug- 
gestion made by the Committee that the amount of initial 
allowances and hence the liability to tax should depend 
upon the judgment of His Majesty’s Treasury of the im- 
portance of the industry to the national economy, offends 
an elementary principle of taxation: in general the tax 
charge should depend upon the amount of income or 
profits and not upon an. estimate of the importance of 
the activities giving rise to the income or profits. A 
departure from this principle could lead to arbitrary 
administration. 

22. The main question of the effect of inflation upon 
the computation of profits should in the Federation’s view 
be re-examined. There are two different but related 
subjects. 

One is to ensure that for any given year the profit as 
assessed for tax should represent as near as possible the 
true surplus of the year, after making such deductions 
as are necessary to ensure that productive capacity is 
maintained. For this purpose the deductions in respect 
of fixed assets should be such that they represent a due 
proportion for the year of the value at current prices 
of the assets utilised. A similar principle applies to the 
deduction to be made for stocks used up during the year. 

The other problem is to determine what should be 
done about the deficiency of the deductions in the past 
twelve years during which there has been a substantial rise 
in price levels, so that the allowances given on the basis 
of the original cost of the plant or stocks are inadequate, 
taking one year with another, to provide the full amount 
needed for the replacement of the plant or stocks at current 
prices. 
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It is desirable to treat quite separately these two 
problems. 

Paragraphs 23 to 32 are concerned with the first problem 
and paragraph 33 with the second. 

23. The difficulty of making adequate provision for the 
depreciation of fixed assets during a period of rising prices 
is now familiar. Under the present practice the sum of 
the depreciation allowances over the life of a building 
or a piece of plant or machinery will, with any balancing 
allowance or charge, equal the original cost of the plant. 
This original cost incurred some years ago will be far 
below the cost of replacement at current prices. Deprecia- 
tion provisions based upon the original cost will therefore 
not provide a fund which will equal the replacement cost. 
For this reason under present practice the capital invested 
in this plant or machinery will be maintained in money 
terms and not in physical terms. £10,000 invested in a 
particular type of plant today will in physical terms be 
much less than. £10,000 invested iri the same kind of 
plant ten years ago. This is the problem which faces 
industry, which, of course, has to maintain its equipment 
in physical terms if its productivity is not to fall. 

24. If we have to contemplate the present level of 
inflation as a permanent phenomenon, it will be necessary 
to consider the incorporation in commercial practice and 
in our income tax rules of some method of adjusting allow- 
ances year by year to take into account the fall in the 
value of money, so that the profits as shown in accounts, 
and as computed for tax purposes, do not exceed the true 
economic profit after maintaining physical capital. What- 
ever may have to be done on a more permanent basis, 
some immediate action, is necessary because allowances 
in the past few years have been inadequate and this has 
resulted in the running down of capital. While the present 
conditions of inflation last, some temporary adjustment 
to our taxation rules is essential if the physical capital 
of industry is not to be seriously depleted. Many industrial 
concerns have made additional provisions in their accounts 
in order to provide funds for the replacement of plant 
at current costs but these provisions are not allowed as 
deductions in the tax assessments. The Federation sug- 
gests that the simplest method of dealing with this problem, 
so far as fixed assets are concerned, is for additional allow- 
ances to be given for tax purposes, these additional allow- 
ances being kept quite distinct from the wear and tear 
allowances made on the normal lines under existing law 
and practice. 



25. These additional allowances should be deducted 
from the profits for the year and kept outside the normal 
wear and tear computations which would be based upon 
the original cost of the assets as at present. The extent 
to which a wear and tear allowance in any year is deficient 
will depend upon the year in which the assets were pur- 
chased or constructed. For example, the wear and tear 
allowances for the income tax year 1952-53 in respect of 
plant bought in 1951 will be adequate if there is no sub- 
stantial increase in costs of construction, between 1951 ana 
1952. The normal allowances for 1952-53 in respect of 
plant bought before the war will be based upon construc- 
tional costs amounting to about one-third of constructional 
costs today ; for such plant an additional allowance of 
twice the normal allowance should be given. Between 
these extremes, the deficiency in the allowances will vary 
as costs have risen year by year since the beginning of 
the war. It is possible from the existing wear and tear 
computations, to divide the figure upon which the normal 
wear and tear allowances will be given for 1951-5/ (.or 
whatever year is taken as the starting year for the addi- 
tional allowances) between the amount appropriate to 
assets acquired prior to 1939-40 and amounts appropriate 
to assets acquired in each subsequent year. (It would 
perhaps be impracticable to analyse the figures prior to 
the year 1939-40.) It would n,ot be difficult to calculate 
additional allowances by multiplying that proportion ot 
the normal allowance for the current year which relates 
to plant installed in each of the earlier periods, .by a factor 
which reflects the increase in construction costs between 
the period in which the plant was acquired and the current 
year for which the allowance is being given. 

If additional allowances are given on the basis proposed, 
it will be necessary to consider the calculation of any 
balancing allowance or charge when the assets in, ques- 
tion are sold or scrapped. It will Ibe necessary to take 
into account the sum of all the allowances given in the 



wear and tear computation plus this additional allowance, 
but for this purpose reference will be made not to the 
original cost of the asset in question but to the original 
cost written up on the index principle, using the index 
appropriate to the year in which it was bought. In cal- 
culating the balancing charge or allowance, it will be 
necessary to assume that notional allowances were given 
for years prior to the introduction of these additional 
allowances, unless at this stage relief is also to be given 
in respect of under-allowances of past years. This ques- 
tion of past under-allowances is taken up again in para- 
graph 33. 

26. It is recognised that the increase in the constructional 
cost of different kinds of buildings or plant has not been 
uniform but the administrative problems of computing 
additional allowances upon- a more precise basis would 
be formidable and a greater degree of precision than 
that given by having one factor for each year from 
1939-40 and one factor for all plant installed before that 
year is hardly necessary or worth the extra work entailed. 

27. The Federation suggests that additional allowances 
on the lines proposed might be continued from year to 
year for so long as there is a material difference between 
the normal allowance based upon the original cost of 
plant and an allowance based on the current replacement 
cost. 

28. The fall in the value of money gives rise to a similar 
problem in respect of the capital invested in current assets, 
such as stocks of raw materials and finished products and 
work in progress. It is normal to value these current assets 
on the basis of cost or market value, whichever is the 
lower, but with prices steadily rising the cash outlay 
required to replace stocks is always more than the amount 
charged in the trading account as the cost of the stocks 
consumed or sold. In this way stocks valued at £20,000 
today may be physically equal to stocks valued at £10,000 
a few years ago, even though the whole difference (£10,000) 
has been charged to tax as a profit. This difference is 
not a true profit in the sense of being available either for 
distribution or to be paid in taxes. 

29. The main difference between the effect of inflation 
on stocks and its effect on fixed assets, such as plant 
and machinery, is that in the former case the full cost 
of replacement has to be incurred from year to year as 
stocks are replaced, whereas in the latter case the full 
cost of' replacement may be deferred for several years. 
In the case of plant and machinery the problem is centred 
around the deduction for depreciation, whereas in the case 
of stocks the problem is centred around the charge for 
stocks consumed or sold, or, what is in substance the 
same point expressed from a different angle, the valuation 
of the closing stocks at the year end. In the case of 
fixed assets the deficiency in the deduction for deprecia- 
tion could continue for many years after construction 
costs have ceased to rise, and the problem in fact persists 
until all the old plant has been replaced at the higher 
cost. In the case of stocks, however, the problem for the 
current year disappears soon after costs have stopped 
rising, the time depending on the duration of the stock 
in question, and it may be said that the full burden, of 
the inflationary effect upon the computation of profit 
has, at that stage, already been borne. For this reason, 
various devices designed to eliminate from profits the 
inflationary element included in stock values are of little 
effect if they are not put into force until after prices 
have already risen to their probable peak levels. 

30. There are various methods of valuing stock which, 
by and large, enable the current cost of replacing stocks 
to be charged in the accounts instead of the original 
cost of stocks consumed or sold during the year. One 
method or group of methods is to base the valuation of 
stocks upon, the Last In First Out (lifo) principle. If, 
however, prices have already reached their peak or are 
near to it, the introduction of such a method today would 
give no benefit to the business concerned. Indeed, if 
prices fall the adoption of this method of valuation will 
bring out a higher profit figure than the accounts would 
show if they followed the normal “ cost or market value ” 
method of valuation. For this reason the adoption of 
the lifo method of valuing stocks cannot, at the present 
time, be advocated as a universal or compulsory rule. 
Nevertheless, as conditions vary from industry to industry 
there is 4 strong case for allowing the taxpayer to choose 
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whatever method of valuation (including lifo or the base 
stock method) he considers to be appropriate, provided 
the method represents sound commercial practice for the 
industry. Having regard to the circumstance that no 
taxpayers in this country were allowed to adopt a lifo 
basis of valuation during the period of rising prices since 
the war when for tax purposes it would have been much 
to their advantage, it would be inequitable to impose the 
condition that if a taxpayer chooses now to adopt a LIFO 
method of valuation, he must be required to continue 
such a method for ever even though it may be seriously 
to his disadvantage. 

If and when prices fall, provisions made by a taxpayer 
in his account for lifo adjustment and allowed for tax 
purposes would, of course, be brought back into profits 
and charged to tax as no longer required. 

31. The Federation understands that it would probably 
be possible to allow the taxpayer to adopt a lifo method 
of valuation without any legislation as ’this could be done 
as a matter of administrative practice under the existing 
law, but if there is any doubt on this point specific legis- 
lation allowing the option should be introduced. 

32. The problem of the absorption, during a period of 
rising prices, of additional money capital to maintain the 
same volume of resources and the same level of produc- 
tion and trade applies logically to all other forms of cur- 
rent assets, and theoretically an allowance should be given 
in respect of such assets. For example, the amount of work- 
ing capital which has to be tied up in debtor balances will, 
other things being equal, be double when prices are double. 
There are, however, certain offsetting factors, e.g. the 
true weight of cneditor balances and long-term loans due 
by the business will be smaller in real terms if the value 
of money has fallen. For this reason, and, because of the 
impracticability of working out a comprehensive scheme 
which does not go too far, it is felt that relief should be 
concentrated upon the reliefs already proposed above, 
i.e. (a) an additional allowance in respect of buildings, 
plant and machinery, and ( b ) an option to adopt certain 
bases of valuing stocks which are not allowed at present. 
Only where inflation has reached such lengths (as, for 
example, in Germany) that a reform of the currency and 
the rewriting of contracts between debtors and creditors, 
in terms of the new currency unit, have become necessary, 
would it be practicable to adopt a comprehensive scheme 
in which all possible inflationary effects upon the deter- 
mination of profits could be eliminated. Except in so far 
as this matter is covered by the proposals in ’the follow- 
ing paragraphs dealing with the more general reliefs 
related to past years, the Federation does not propose that 
any action should be taken in respect of assets other than 
fixed assets consisting of buildings, plant and machinery 
and current assets consisting of stocks of all kinds and 
work in progress. 

33. The second problem is to determine what should be 
done about the erosion of capital in past years owing to 
the application of taxation rules based upon the fiction 
that the value of the currency is stable when in fact it 
has been falling in real terms. Because the fall in the 
value of money has not been recognised profits have been 
overstated and overtaxed for a number of years and real 
capital has been eaten away. 

There are two matters which might be specially con- 
sidered in order to give some relief in respect of past 
years. One is that the option to adopt lifo or base stock 
as a method of valuation should be made retrospective 
to the beginning of 1949, during which year the Tucker 
Committee on the Computation of Profits was set up and 
the Federation made representations on the subject. Since 
1949 there have been considerable increases in the cost 
of replacing stocks and it would be reasonable to allow 
industry relief from the date upon which it first made 
representations on this subject. The second point relates 
to the balancing charge or allowance in respect of build- 
ings, plant and machinery. In Paragraph 25 it was sug- 
gested that in order to arrive at a fair measure for the 
balancing charge or allowance, notional additional allow- 
ance should be assumed for the years prior to the year 



in which the additional allowances were granted. This 
would be equitable if we were concerned only to put 
right the computation of profits in current years. Indus- 
try has, however, been so denuded of its capital because 
of the inadequacy of allowances in past years, that it i s 
a matter for consideration whether the balancing charge 
or allowance should not be computed, without bringing 
into the computation the notional addition allowance 
which would have been given for years prior to the intro- 
duction of the additional allowance. These notional addi- 
tional allowances represent the amount by which the 
-proposals advanced in Paragraphs 23 to 32 fall short of 
giving relief on the difference between the historical cost 
of plant and its ultimate replacement cost. To permit 
balancing charges or allowances to be computed without 
bringing in the notional additional allowances into account, 
would grant a substantial allowance but the whole cost 
of it would not fall upon the Exchequer in any one year 
but would be incurred year by year as existing plant is 
replaced. 

There is one factor, however, which needs to be borne 
in mind. As certain enquiries by the Federation have 
indicated, the great absorption of resources into working 
capital for current assets because of rising prices has 
denuded many concerns of the funds which they need 
for replacing plant and machinery. These concerns are 
therefore now faced with the serious problem that the 
money which might have been available for the replacing 
of plant and machinery as a necessity has been used up 
in working capital already and so these concerns will 
experience great difficulty in obtaining the financial re- 
•sources they need for the replacement of plant and 
machinery as it becomes worn out or obsolete. This is 
becoming a very serious problem for large sections of 
British industry and relief in respect of current and future 
years will not go very far towards solving their problems. 
For this reason it is felt that the greatest consideration 
should be given to the relief from tax of undistributed 
profits set aside for the maintenance of productive capital. 
There is a strong case for special relief from tax in respect 
of sums which are thus permanently set aside for non- 
distribution, where these sums are required to maintain 
intact this true productive capacity of the business. If, 
however, it is felt that the determination of a satisfactory 
criterion for the granting of relief to these reserves would 
raise formidable administration problems, an alternative 
course would be to. grant some measure of relief to all 
industrial profits which remain undistributed. On this 
matter the Federation’s case for the abolition of Profits 
Tax is particularly relevant. 

34. The Federation recognises that this whole subject of 
the effect of inflation upon the determination of profits 
is exceedingly difficult and while it sets out above specific 
proposals to deal with this subject, it would welcome any 
measures which would give British industry substantial 
tax relief in a situation which is becoming increasingly 
difficult and serious for the country’s economy. 

35. The argument is often advanced that to pay regard 
to inflation in computing profits would be to give preferen- 
tial treatment as against the taxation of other forms of 
income. This argument is sometimes taken too far. 
Those taxpayers charged to tax on gross income do not 
experience the particular distortions which profits suffer 
as a result of the change in the value of money, since there 
is, in such cases, no question of calculating income in the 
form of balance of profits or gains ; it is in the calculation 
of the balance of profits or gains that distortions arise 
because the expenditure charged may be at price levels 
which differ substantially from those ruling for the inclu- 
sion of receipts. In so far as this would confer an ad- 
vantage it must he remembered that unless industry’s 
position is rectified, at least to the limited extent proposed, 
all taxpayers will eventually suffer very much greater 
hardship than at present, owing to the erosion of industrial 
capital resulting in the inability of industry to support 
the national economy 

February, 1952, 
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EXAMINATION OF WITNESSES 



4660. Chairman : Mr. Chambers, the position is, is it 
not, that you have already been before us and we have 
asked you many questions on general topics. In particu- 
lar, you have produced this case study of 80 companies, 
and you are familiar with certain comments and criticisms 
which have been produced on them? — Mr. Chambers : 
Yes. 

. 4661. I do not want to suggest that because there are 
comments and criticisms there is no value to be extracted 
from it, but there are comments which the T.U.C. have 
provided and the Board of Inland Revenue have pro- 
vided, and you have had a chance of reading both of 
those? — Y es. 

: 4662. I wonder if, quite shortly, I could ask you what 
your view is about one or two of the main points. First 
of all, in taking the 80 companies you have told us that 
you have taken a wide sweep of industry?— Yes. 

4663. You have embraced large, small and medium 
businesses? — Y es. 

4664. Is there, according to your knowledge, a prepon- 
derance of any particular section of industry in the 80 
companies? — Perhaps if I explain how they were chosen, 
that would help. I think, very briefly, I ought to say 
that this enquiry did not originate solely or even mainly 
as a taxation matter. We were concerned at this time, 
this is way back in 1950, with several other aspects, and 
Professor Hicks indicated one or two of them a little 
earlier this morning. We were concerned with industry 
maintaining its resources ; we were concerned with its 
price policy and we were concerned with its dividend 
policy ; we were also concerned with various suggestions 
that profits were too high, when we felt that in many 
cases profits were too low and profit margins were too 
low. There were one or two cases that I could give as 
illustrations, where the price control was so low that it 
was unprofitable to put any new capital into particular 
products which were absolutely vital to the country. Those 
were the main purposes in our minds, and not the taxa- 
tion aspects. I can say as a general point that the panel 
which drew up this questionnaire and dealt with it was 
not the taxation committee qf the F.B.I., it was a special 
panel from the economic policy committee. It was not, 
as I think some persons have suggested, merely a docu- 
thent to try to prove a pre-conceived case. 

For that reason we (I say “ we ”, I was a member of 
the committee, but not its chairman) we went through the 
trade classifications and took a number of cases from 
each of fifteen classes. The total number of cases which 
were circulated was over 200, and of those some failed 
to reply because the work we asked them to do was 
very onerous indeed ; as Mr. Bird has explained, the 
figures of published accounts have not much value, you 
must go right behind them and get particulars of the 
year in. which plant was bought, and the basis upon which 
the depreciation allowance was charged, and so on. Some 
people gave answers in a form which was impossible to 
add up statistically, they gave verbal answers which you 
cannot add up. In other cases they found it quite 
impossible to give the information in the form which was 
asked for... It was necessary in the case of very large 
companies to exclude overseas assets, overseas subsidiaries, 
but to include home subsidiaries, and questions of distribu- 
tion of profits are extremely difficult when you have joint 
companies and overseas .companies all mixed up. 

' Although we are keeping- all. the information confiden- 
tial, as a matter of arrangement with the companies 
included, it is no secret, I think, so far as my own 
company was concerned, Imperial Chemical Industries, 
that we thought we could do it, but we found, in the time 
available, because the company was in the earlier years, 
in 1938, organised as a number of manufacturing com- 
panies, in the later -years as substantially a .manufacturing 
company and. not an investment company, that it was 
impossible to get those -figures out. in time, in the form 
that was required. Therefore, we, got the figures from a 
limited number of these companies, and-, then the number 
that could be classified and brought, together amounted 
to about 80. 

c It -is natural that some Of . the larger ;Gornpanies were 
able to. do it, and some of; the smaller companies just 
16808 



did not have the staff to do the work, but it is true that 
of those who did it they spread over the whole of the 
fifteen groups of the Board of Trade classification of 
industry. It is also true that the numbers include large 
companies, medium-sized companies and small companies, 
all members, of course, of the Federation. It is also true, 

I think, and this we have quite clearly admitted, tha.t as 
some of the large companies are very large, and this is 
a small sample, however we arrange the figures their posi- 
tion tends to dominate the totals. We realise that. I 
believe in fact if we take the figures for the smaller 
companies separately, and we tried to do that without 
disclosing figures, we would find substantially the same 
general trend for each of the trade classifications for 
which there was more than one case. 

Our intention was to try to get at the facts in order 
to demonstrate to some companies that perhaps then- 
dividend policy was wrong, and to demonstrate to certain 
Government Departments that a price policy which 
followed depreciation based on historical cost, was doing 
great damage in certain, parts of industry. 

What we are hoping to do is to extend this sample 
to a much larger number of companies, and to bring in 
the results for 1950 and 1951. I fear that as it is being 
done by the F.B.I., however well the work is done, and 
however objectively the work is done by the staff of the 
Federation, it may not appear to be an unprejudiced 
sample, or the results may appear to be biased. That 
is not the intention, but if there were any independent 
organisation which was prepared to do this very difficult 
work, and to do it really thoroughly, I am quite sure 
they would have the full support of industry, because we 
do regard it as an extremely important matter. 

4665. It is. Does that mean that this extension of the 
figures, both in time and to a wider range, is going to 
be made available to us? — That would depend upon how 
long you were sitting. The companies concerned have a 
lot of work to do. 

4666. I know. — And I believe some of them would take 
a long time getting out their figures. Then inevitably 
questions have to be asked on methods of valuation, and 
queries have to be cleared up. 

4667. Professor Hicks: Would it be possible for you, 
as I should have thought it would be, without much diffi- 
culty, to give us a weighted average of these figures, 
or rather, unweighted, as one might say, by simply re- 
ducing the net assets of each company, say, to £1,000, 
working the figures for each company on that basis and 
then adding them up? By that means you could remove 
the suggested bias of having too many large companies 
in. — Yes, statistically that is possible. It is a very interest- 
ing suggestion, and it would give the trend without giving 
too much weight to the large companies, that is true. 
We did not do that ; I think if we had done that we 
should have been accused of manipulating the figures. 

4668. Chairman: Now you have had a specific request 
for it. — May we take that into account? 

4669. Can you do it without any great expenditure of 
labour? — I think that would not involve very much work. 
That is merely an arithmetical exercise which could 
probably be done. 

4670. I see. Now, your valuation of fixed assets as 
at 1949 ; one method brings out £304 millions, one £356 
millions, one is a little less than the value given to the 
fixed assets in 1938, and one I think is 13 per cent. more. 
One criticism . that the Inland Revenue have thrown up 
of the figures so arrived at is that they both depend, as 
undoubtedly they do, in one case on taking the actual 
depreciation appropriations made over a period of years, 
that is, the actual appropriations made'between 1938 and 
1949, in order ito revalue the returns of 1949, and in 
the other case a computed depreciation assuming that the 
replacement cost is £783 • millions ; they say it is very diffi- 
cult to be sure that the allowances in fact made have 
been what may - be called scientific : they may have been 
over-generous, and that may produce a possible major 
distortion of figures. ; Do. you regard that as a fair com- 
ment?—^ is always .difficult' to get a depreciation rate 
which will .write off the asset over what, turns: out ulti- 
mately to be the real life of the asset, 'but when, you take 
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the factor of obsolescence into account, as well as of 
the depreciation, and obsolescence is extremely important, 
the longer the period that is covered and the larger 
the number of cases, the smaller I think is that particular 
factor. I think it is fair to say that this kind of point 
might account for the difference between the two figures, 
but not very much more than that. It would not be of 
a very large order of magnitude, I do not think it would 
be very important. What we have done is to take each 
year separately, and taken the actual additions and the 
sales of assets year by year for each company, and to 
take their ac'ual depreciation and then to write it up 
again or write it down, according to these indices. 

4671. In your first method you take the additions, minus 
the assets that have fallen out, and you take the com- 
pany’s appropriations for deprecia'ion, which represent 
reputed wastage of capital, but you will agree there is 
some element of uncertainty when you make your calcu- 
lations on the depreciation figure allowed? — There must 
be. In the long run, if you had more years the early 
assets would fall out, arid this factor would become of 
diminishing importance ; it must do. 

4672. Yes. Then the other method which brings up 
£356 million, there you are necessarily dealing with 
estimated figures from the beginning? — Yes. 

4673. You look at your assets as they all stand in 
1949, and ask yourselves what, in terms of the prices 
of that year, would it cost to re-create them afresh? — Yes. 

4674. And you would agree there must be a very large 
element of uncertainty? — There is an element there, yes. 
I would say, as I mentioned earlier, if anybody can take 
the real figures, exclude all the irrelevant figures, and get 
at any answer which is substantially different, having got 
at the facts instead of dealing with generalities from 
balance sheets, we would welcome the opportunity of 
seeing whether the point is of importance or not. 

4675. I then wanted to ask you (on the figures which 
those two method's bring up, the best attempts you can 
make to give a 1949 value) is it not very strange to 
find the number of the employees of the companies 
ooncerned has gone up by the amount that it has, 35 
per cent., and the turnover is so enormously increased, 
if the assets have not in fact considerably increased? — 
It is puzzling. I think there are some faotors which 
account for it. It would need a good deal of careful 
analysis of the particular cases to see why the number 
of employees has risen, and why the turnover has risen. 
May I mention two factors which clearly must have an 
influence: one is that the general utilisation of labour 

At this stage the proceedin 



in the latex years, its productivity per annum, not neces- 
sarily per hour, was lower in the later years than in the 
earlier years. There was a shorter working week intro- 
duced just before the last two years ; the average number 
of hours worked was less on the whole. There was 
more employment of part-time people, married women 
and the rest, and the work done per employee, this is. 
no disparagement, I think must have been less than in 
the earlier years. Some of the companies no doubt took 
over other businesses, or parts of other businesses, and 
they would 'have brought in more employees ; that is a 
difficult factor to estimate. 

On the question of turnover, here there is a factor 
which is likely to have affected the figures materially. 
Some of the companies included (I am not at liberty to- 
give names, and I am in some difficulty for that reason) 
dealt with commodities on which the rate of duty is 
extremely high, and that rate of duty is much higher 
in the later years than in the earlier years, and I am 
personally conscious that that figure of turnover at the 
end is inflated by duty included in the turnover which 
was not in the earlier figures. Of course, when you are 
trying to compare turnover with fixed capital, you get 
an inflation of your turnover if you add such matters 
as duty, the various sorts of excise duties, whereas you 
have no increase in the real productivity. That accounts, 
I think, to some extent for this increase in turnover in 
the later years as against the earlier years. 

I believe if we could exclude certain companies, and 
give figures for companies where there is greater com- 
parability, the shortage of real assets, of fixed assets and 
stocks, would become clearer, but we have not liked in 
this thing to do other than to give all the figures that 
could be classified in the form in which they have been 
produced to us. We did not wish to manipulate them 
and take out some cases that happened to be unfavour- 
able to us, or anything like that. We thought it was 
unwise to do that. 

4676. Even allowing for possible elements which go to 
explain the increase of employees and the great increase 
in turnover, your own estimate is that these companies 
are doing one-third, and perhaps more, more production 
than they were doing in 1938.— Whether the increase 
in real production is as much as one-third I think is 
questionable. Personally I think it is probably rather 
lower, but it is one of the difficulties of interpretation. 

4677. I thought from your case-study that was what 
you were saying?— It is, but on looking at the figures in 
the light of the comments that have been made both 
by the T.U.C. and the Inland Revenue, I think in fact 
the true turnover is rather less, but a further analysis 
of the figures would perhaps give us a truer result. 

• were adjourned for lunch. 



On Resumption 



4678. Chairman : Mr. Chambers, I think when we broke 
off I was dwelling on these points as illustrating the figures 
which have been arrived at for 1949. — Mr. Chambers: 
Yes. 

4679. I am still a little puzzled about this question of 
the rise in production which has come as a trend since 
1938. You say there may be reason for thinking that is 
a bit high, but if you do not allow whatever rise which 
lias been achieved as being due to more intensive use 
of equipment, when you say the possibilities of that are 
limited, how can it not suggest that there is considerable 
increase in real assets?— May I say at once that in my 
own mind I believe that there has been more intensive use 
of equipment in a certain sense. If I may explain, the 
sense not necessarily that there has been a wonderful 
improvement in productivity as a matter of industrial 
efficiency, but that between 1938 and 1949 because there 
was a state of full employment factories were working 
flat out. I know this as a matter of personal experience, 
they were working at 100 per cent, capacity, and in some 
cases at over 100 per cent, of rated capacity. In that 
sense there was greater use of the equipment, in that 
sense certainly, but not in. the sense that they were more 
efficient, rather that instead of working 80 per cent, or 75 
per cent, they were working at 100 per cent. That has 
been true of a number of factories that I know of, and 
it must be true of others. 



4680. Let me see if I can follow you. Supposing you 
have a machine that in the old days was actually in use 
for 8 hours in 24. — Y es. 

4681. And then by taking on a lot more employees you 
in fact used it if you could for 24 hours in 24 by three 
shifts. Would you call that a more intensive use of 
equipment, or not? — Yes, it is a more intensive use of 
equipment. The other kind of increase is where you have 
a factory with a number of plants, or a number of pieces 
of equipment where you expect to have one out of use 
for maintenance and cleaning up and tidying. In 1948 
and 1949 in many cases the whole lot were working, and 
I know cases where they have said, “ We cannot go op 
for ever doing this, sooner or later we have to stop". 
The use of equipment in that sense was more than normal. 
That is quite true of a number of factories, there is no 
question about that I think. I know of specific cases. 
It is true, therefore, that the state of full employment 
meant that all capital equipment was more fully used, 
but that does have another Important bearing on this 
problem, and that is that if you have a country in which 
all the equipment is being used fully, and you have no 
real chance of changing what you are doing, the systecfl 
is so tightly stretched that you are unable to bring id 
improvements. In the United States of America it is so 
much easier, we know this from our own experience, to 
scrap a plant and put up something new because it i* 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MINUTES OF EVIDENCE 



451 



j August, 1952] Mr. S, P. Chambers, C.B., C.I.E., Mr. C. D. Hellyar and Mr. A. G, Davies [Continued 



more efficient. If you are working everything full out, 
with capital control of money, you carry on with your 
own way of doing it, and this whole question of obso- 
lescence has to 'be put into the background, and that has 
been happening in British industry. To this extent I 
would like to modify the expression “ we do not think it is 
very much due to the fuller use of equipment”. 

4682. You say for advances in technical efficiency you 
need some play in hand?— Yes, you must have it. If 
you do not have it the whole system is over-stretched. 
For one thing you cannot do it, and secondly there is 
no incentive to do it. 

4683. There is another thing which your calculations 
of the value of fixed assets throw up which was a 
surprise to me, and I would like to hear what you say 
about it, because it affects the figures. You say that in 
1938 on average and taking 1949 prices there were £628 
of fixed assets per employee and in 1949 only £449 of 
fixed assets per employee. They are the figures in your 
paper. — Yes. 

4684. On my expectation of what would have been the 
movement in industrial equipment between those years 
that is a surprising result, because I should have expected 
to have found it the other way.— Yes. 

4685. Does it not surprise you? — On the whole, no, 
because I think the increase in numbers of employees 
has been so much greater than the increase in real equip- 
ment. The number of employees because of shorter work- 
ing hours, the employment of part-time married women, 
have increased more than the value of true equipment. 

I think the drop is more than I would have expected, but 
that there should have been a drop is not a surprise. 

4686. I follow what you are saying. Do I equate 
employee with productive worker, or overall?— Overall. 

4687. Because there would have been possibly a consider- 
able increase of non-productive workers in the industrial 
organisation. — Even those who are employed on tax work 
count as productive employees. 

4688 I am passing on to another comment which has 
been made, I think in both the memoranda we have read, 
that is a comment upon the distribution policy which may 
have been followed by these companies that you studied 
over the relevant years. It is suggested, if we have under- 
stood the figures that you have given correctly, that a 
rather high level of distribution policy had been followed 
in regard to the average experience of dividend-paying 
contracts. Have you got any comments you can give us 
on that?— Yes, I would say that if companies kept their 
accounts in the way in which I think they should keep 
them, and segregated that part of their profit which was 
really needed to maintain the real capital, both fixed and 
floating, then there are many cases in which they have 
distributed more than they should have done, but, at the 
same time, the amount that they have distributed m real 
terms in the hands of the recipients is less in 1949 than in 
1938. 

4689. In real terms?— -In real terms which suggests that 
the profit margin is too low. 

4690. Over these companies whose accounts have been 
looked into for this purpose, do you not find that, quite 
apart from tax calculations, they have themselves been 
aware of the problem of maintaining real capital in their 
estimate of distributable profit? — I think the short answer 
is whether they have been aware of it or not their own 
provisions for depreciation have been too small. I think 
the figures show that ; I think it is all in Table II of 
Appendix A; it shows the total depreciation provisions 
they have made to date £188 millions whereas they ought 
to have made £426 millions and that currently in 1949 
they made £19 millions when on the basis which I think 
is the soundest basis it should be £40 millions. I think it 
is fair to say that there has not been adequate appreciation 
of this problem. 

4691. That is a calculation which I think you want us 
to dwell upon? — Very much indeed. 

4692. £783 millions is the computation of the right figure 
for the renewal of the 1949 assets, and £427 millions is 
the cumulative provision which ought to have been made 
by that date? — Yes. 

4593. To be ready for renewing them when the time 
came?— Yes. 
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4694. You contrast that with the figure of £189 millions 
you have been calling attention to, which is the actual pro- 
visions which have accrued at that date? — Yes. 

4695. A difference of £238 millions? — Yes, I think those 
figures are very important indeed. 

4696. The only comment which I have noted with 
regard to that is that the £189 millions is said to be an 
accumulation of £’s over a period of years, all those years 
when the £ was progressively depreciating in its purchasing 
power, and you contrast it with a figure of £427 millions 
which is said to be the figure you require, and I am not 
quite clear whether it is. What do you say on this? — I 
would say this, if in fact, this is an admission on these 
figures, if in fact the £’s had been set aside in cash or in 
some claim of money which depreciated with that money 
then the position would be quite as bad as is indicated 
by the comparison of the £188 millions and the 
£426 millions. If, in fact, a substantial proportion 
of that had been invested in assets of one kind 
or another which appreciated in terms of money 
to that extent, the difference is not so large as 
appears from those figures. I think perhaps a more signifi- 
cant figure is the figure that follows, the depreciation pro- 
vision made in 1949 against what ought to have been 
made in 1949. 

4697. In so far as the theme is rather financial tight- 
ness, owing to the combination of these factors, I suppose 
the £189 millions would have tended to be put not into 
money assets but into real assets? — The tendency I think, 
the statement and the figures bring this out, was that 
they got put into money and money assets up to the 
end of the war, and to that extent there was this real 
loss. Since then more of it has been put into real assets. 

I think the figures in the beginning of Appendix A clearly 
indicate that that is what has happened. 

4698. There was only one more question I think I 
wanted to put to you arising out of these various com- 
ments. In paragraph 25 of your case study you distribute 
the increase in the total assets of the company over the 
1938-1949 period, £362 millions, between various sources 
from which that money has been found. — Yes. 

4699. And you distinguish the £199 millions which has 
come from retained profits from the £163 millions, the 
balance, which has come from new money in one form 
or another. — Yes. 

4700. There is only one element in the new money, it 
is a very big one, which has been queried ; that is the 
figure which you call “ Increase in tax reserve for subse- 
quent years liability and deferred liabilities.” I think I 
can probably get straight what that is: that is money 
which is retained in any one year because of the 
profits made in that year to meet the tax which is 
going to be paid on them in the following year? — Yes, 
it is that plus also any reserve which may have been set 
aside because of the tax advantage due to initial allowances. 
The tax bill goes down in the year in which you incur 
capital expenditure, and it is the practice of many com- 
panies to set aside that tax advantage because they will 
have to pay extra tax later on so there may be some 
element of that included also in the £55 millions. 

4701. In so far as you do find your additional assets 
from that source you are really claiming the amount and 
borrowing from the business itself, are you not? — Yes, 
that is true. What you reckon is that £55 millions must 
be paid in cash in taxes, and to that extent if you put 
that into fixed assets you are laying up trouble for the 
future. 

4702. On the other hand, if you go on year by year 
making as high a level of profit, you will find that each 
year you can renew that? — That is perfectly true. If with- 
out fail the business goes on doing that and continuing 
to make larger profits it snowballs in the sense that you 
will always have a lot of money to pay your tax out of 
the next year’s profits. 

4703. In that sense it is a form of retained profits, is it 
not? — Yes, that is quite true. 

4704. Mr. Millard Tucker : When you were last here, 
I am speaking now about the current year basis of assess- 
ment. — Yes. 

4705. When you were here last I asked you if you 
would, in this forthcoming document, give as far as 
possible all the reasons you could think of why you 
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thought our first Committee was too timid to recommend 
the change to the current year basis. Your comment on 
the Report of the Tucker Committee, paragraphs 4 to 14,* 
represents the whole of everything you can say on the 
subject, does it? — Yes, I am not sure whether we have 
dealt with this matter that you now refer to in our new 
evidence. I think we have slipped up, I think I am 
looking at the wrong document. 

4706. If you will look at your document dated February, 
1952, the one which comments on the Report of the 
Tucker Committee on the Computation of Trading Profits. 
— Not the one we have just given, the subsequent one. 

4707. This is the one which I gather you promised was 
coming? — Yes, that is true. 

4708. I looked up the Minutes of Evidence to see what 
was said about this and I will just remind you. I said : 
“ In your current paper can I ask you to deal with the 
difficulties without fail, that we put forward? "f and you 
said you would. I indicated to you that in our Com- 
mittee we started with a strong predilection for changing 
over. — Y es. . 

4709. And regretfully came to the conclusion that we 
could not really recommend it. — Y es. 

4710. Paragraphs 4 .to 14 are all you can say on the 
subject of the difficulties that we were putting forward? 
I do not mean to say it in a disparaging sense, it represents 
the whole of your answer? — Yes. 

471 1. There is one thing you did not deal with in 
it. You see, the National Union of Manufacturers which 
is a body whose word carries some considerable weight, 
they represent mainly the smaller people, whereas you, I 
think, represent a great many of the larger ones? — Yes. 

4712. One of the great objections of the National Union 
of Manufacturers was the objection that small taxpayers 
who have not a permanent taxation staff, and cannot 
afford, many of them, very expensive accountants, would 
not want to have two or three bites at one cherry. You 
do not deal with that, do you? — I think in paragraph 7 
where we are dealing with the difficulties arising from 
proyisional assessments we have suggested that the diffi- 
culties have been over-stated, and I wondered whether 
I might just point out that for the small business under 
the present provisions there are adjustments either to the 
actual income of the year or option to the actual income 
of the year in each one of the first year, the second year, 
the third year, the final year and the penultimate year 
to the final year, those five years. My own experience, 
looking at a large number of industries, this is when I 
was in the Inland Revenue, was that the average life of 
a small business is much smaller than is usually imagined, 
because a change in partnership counts as a new business 
for this purpose, and that in practice for the small 
businesses these adjustments are made in more than half 
of the number of years involved, probably two thirds, 
it depends upon the nature of the business, and I feel 
that the immense difficulty in dealing with the present 
system for the small business is perhaps to be balanced 
against the fact that they would have a provisional assess- 
ment based upon the actual income of the year in every 
case for all businesses. I should have thought that to 
make a provisional assessment and then pay the tax on 
the final income of the year at the end of the year is 
simpler and does not require a lot of expert taxation 
knowledge. Indeed, I would say further that it requires 
less expert knowledge because the present rules require a 
very skilful judgment of the option, whether you should 
take the option or should not take the option according 
to your problems in the second and third years. I would 
say that our proposals are in practice simpler and easier, 
and in this I would quite definitely disagree with the 
National Union of Manufacturers. 

4713. I have heard what you say, but my recollection 
is that there were roughly about 1,400,000 assessments, 
about 200,000 of -those were -partnerships, about two’ 
hundred thousand-odd were the larger concerns, and the 
remaining 1,000,000 were the smaller people.— Yes. 

4714. I am one of those 1,000,000, and I have never 
had a discontinuance claim or anything of that sort of 
thing. Speaking for myself when I sign my annual return 
and I get rid of the distasteful document I hope I will 
never have to trouble with the thing again, and there 
must be a great many other people who do not want 

* Not reproduced in these Minutes of Evidence 
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to have three bites, as it were, at the cherry. — If I ma y 
say so with respect I think the legal profession is in a 
particularly privileged position. It has very special tax 
advantages which I think are accorded to nobody else 
except possibly underwriters at Lloyd’s. 

4715. Not until we are retired. — You, I think, have, 
the advantage of putting in your cash figures and leaving 
everything else out. I think if I may say so that the 
illustration is not a very fair one, and I think if we were 
allowed to go on that basis we would jump at it. 

4716. Now, Mr'. Chambers, just let us be serious for a 
moment. You say it is not a good one. Take an 
ordinary little grocer. — Yes. 

4717. I suppose that would be a fairly acceptable one. 
Do you think he would like to have to make three 
attempts at getting his final liability for the year settled? 
— -I would say, and I say this seriously, the number of 
assessments that are required in any event in every case, 
personal cases, is so considerable, it is such a large 
number, that this which we are proposing is relatively 
small. 

4718. According to the figures which we were given 
there were over 1,100,000 annual assessments of individuals 
alone, not partnerships. — Yes. 

4719. And of those about 250,000 were farming assess- 
ments. — Yes. 

4720. There is nearly as much work in a small case 
as there is in a big case for this purpose of current year 
provisional, and then second provisional, and then the 
final assessment, and so on, is there not? — Yes, but may 
I say that if you look into that particular case and 
ask what extra work is involved 1 submit it is this. There 
is the provisional figure which is submitted by the tax- 
payer and on whioh the assessment is made. There is 
no substantial work involved in that. Then he sends 
his account in at the end of the year, and the final 
figure is determined in the same way as before and the 
account is adjusted. I think that it is a relatively small 
operation. 

4721. This document of yours was not in preparation 
when I asked you on 1st November, 1951, if you would 
be good enough to deal with all the difficulties, the prac- 
tical difficulties that we have raised. I do not see a 
single reference in this document to this question of the 
amount of extra work for all these one million-odd 
individuals. Is it simply that you think it is so small a 
point that it is not worth mentioning, or do you think 
Che answer - you have just given is a satisfactory one?— 
May 1 say how sorry I am if we have not dealt adequately 
with this point. In paragraph 7 I think we intended, 
perhaps we have put Unis too briefly, to indicate that 
the difficulties which were suggested in your Committee’s 
Report arose to a very large extent, and the examples 
indicated that they arose, from trying to get an exact 
determination of an estimate instead of dealing with a 
simple estimate which would not require doubling the 
work. We have said that in paragraph 7. We said:— 

“ Indeed these examples, based upon the conception 
that there must be an exact legal determination or the 
provisional liability on a statutory basis to be laid 
down, suggest a lack of appreciation of the function of 
the provisional assessment." 

L think that is the crux of our answer. We say if you 
get away from wanting an exact determination and get 
more to the provisional payment on acoount which 
happens in each of the five years which I have mentioned, 
certainly each of the first three years, if you then pay 
on acoount what is approximately right, then I would 
suggest that a large number of the difficulties have been 
overcome. I apologise if our paragraph on this has been 
perhaps too cryptic. 

4722. Yes, it does not concern the companies with large 
taxation staffs. It does concern these small people who 
have quite a big enough job to make up one return, 
have they not? — Yes, we had it very much in mind. I 
had personally very much in mind the smaller case, be- 
cause you made it very clear yourself, that it was the 
small case which troubled you and we had that in mind 
when we wrote this ; we had that in mind and not the 
large case. 

4723. That is all I want to ask you because you have 
made the replacement cost point quite clear. You seem 
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to be all standing on the same ground.— Yes, may I just 
add one point on that, that is that if we have given the 
impression that we base our case solely on industry’s 
difficulty in getting adequate capital, if we appear to have 
done that we have given perhaps a wrong impression. 

4724. No, you put it quite clearly, you have divided 
it up into two problems ; the first problem is the deduction 
of the depreciation based on the current values of the 
assets. — Yes. 

4725. That is what I call the problem of ascertaining 
the right amount of tax? — The right amount of income. 

4726. Tax payable ; and the second is merely by way 
of emphasis, that because of what has been done in the 
last twelve years you are now, as a result, short of money? 
—Yes, that is quite true. 

4727. I would have thought that the second problem 
was partially met by the initial allowance. — Yes, partially 
met. 

4728. Perhaps to quite a considerable extent it is met, 
but it does not meet the first one. — No, the problem of 
determination of income is, we feel, an extremely 
important matter. 

4729. So far as it is a question of the second problem, 
that is the financing, it is a question of timing there, is 
it not? You want to build up the amount of money 
you need by a reduction in the taxation which is being 
levied while the asset is being used and worn out? — Yes. 

4730. The initial allowance will not give you that 
amount, or whatever part it does give to you, until you 
actually spend the money? — Exactly. That, if I may say 
so, puts it very clearly, that we feel very strongly that 
accounting on a current cost basis to get at what we 
regard as the true income of the year is a sounder method 
of achieving what is substantially the same result. 

4731. Mr. Carrington: Just one point on this old bogey 
of the basis year and your answer to Mr. Tucker on that. 
Do you visualise that the Inland Revenue would have 
the right to sue for tax on the provisional assessment? — 
Yes, in the same way as it has the right to sue on the 
estimated liability in undetermined cases at the present 
time where necessary. It would be a very small propor- 
tion of the total number of cases which would require 
a formal determination of the General Commissioners. 

4732. I put that question because the Board stressed 
very considerably in their evidence to the first Tucker 
Committee that it was doubtful whether the community 
at large would support legislation giving a right to sue 
on an estimated assessment. — If I may say so, there is 
already the right to sue where there is no determination 
except on the amount which is not in dispute. They can 
sue for collection of that tax, and I imagine what would 
be necessary is, in those few cases where it was impossible 
to reach agreement as to what was tihe minimum liability, 
you would have to have a formal determination by the 
General Commissioners and sue on that. 

4733. It is slightly different from the present problem, 
because you say, “ What is not in dispute.” That would 
not be quite sufficient, would it? — If a taxpayer claimed 
that in the current year he was making a loss, and if 
there was reasonable evidence that he could adduce to 
show that there was a current loss I think there should 
be no right to collect tax on any provisional basis in such 
circumstances. 

4734. The field for the Commissioners to determine it 
would be wider than it is today? — That is right. 

4735. One more point, and only one, on the question 
of inflation and current cost accounting. Do I gather 
that the F.B.I. lay equal stress on fixed assets and stock, 
or do they place more on one than the other? — I find 
that a difficult question, because the Federation represents 
so many different bodies, and some constituent members 
and constituent bodies were quite clearly placing much 
more emphasis on one than the other. If you take ship- 
ping, there quite clearly the fixed asset problem is. much 
more important. Therefore if .1 am asked to say do I 
weigh them approximately equally as a Federation it is 
difficult to say. If you ask me personally, which is a 
fairer way of putting it, I would say. they were both 
extremely important. 



4736. The reason I asked was, rightly or wrongly, I 
read your comment on the Report of the Tucker Commit- 
tee as being a little bit in the nature of playing down on 
the stock point. I want to be clear whether my inference 
was right or wrong. I have in mind paragraph 29, and 
my note at the side was “ ? playing down stock ”. I 
would like to know whether I mis-read the underlying 
sense of that paragraph? — I think it is fair to say that 
you have not mis-Tead the underlying sense. I think we 
would say that the damage in not having stocks on a 
current basis has very largely been done in the past. We 
would like to have that damage remedied if possible, but 
m getting at what is true income from now onwards there 
is less room for movement in the stock position than 
there is in the fixed assets where there are old fixed assets 
still running, and therefore if you run into a state of 
affairs in which prices are going generally to decline, as 
a matter of practice but not as a matter of principle, 
the stock point becomes less important. 

4737. Chairman : One question on that. You do not 
regard either question as involving a different principle,' 
do you?— No, we would say the same. 

4738. Both claim current costs as a measure of coil-, 
sumption of your capital? — 'Entirely. We would argue 
that historical cost whether for stocks or for fixed assets 
is entirely irrelevant in determining income for the current 
year. I think every economist would agree that from 
the point of view of determining income, or determining 
how you use current resources, what happened five or 
ten years ago, how much you paid or how little you paid 
is irrelevant. It is the current use of current resources, 
and the possibility of using one thing rather than another 
which is important, and that applies equally to stocks as 
it does to fixed capital. 

4739. Mr. Crick: Regarding your Appendix A ... .? — 
On the inflation document? 

4740. The summary. I wondered first whether your 
trade creditors have been set off against your debtors 
for this purpose. I assume that is the only thing that 
can happen? — I think the item “ Less current liabilities ” 
limder the expression "current assets” would be the 
creditors. 

4741. I see, that is what you have got there. Your 
gilt edged, where would they be? In your cash assets 
or in your investments? — The gilt edged would be in 
“ cash and cash assets 

4742. I have been doing a little calculation on the 
liquidity of these accounts. Would you attach much 
importance to the maintenance of liquidity in a business 
having regard to the hazards to which business is subject? 
— I would very much, and I would say that what has 
happened, as I see it, is that resources which were set 
aside as reserves for the replacement of the fixed assets, 
plant and machinery, have been used compulsorily in the 
acquisition of current stocks, at higher prices, and as a 
consequence many businesses are becoming very illiquid 
and when they are due to replace fixed assets will have 
great difficulty in doing so. I believe that all the figures, 
the bank figures as well, indicate that this has been 
happening and will continue to happen on the present, 
basis. 

4743. I think on these figures one gets the impression 
that between 1938 and 1945, speaking in terms of pounds 
without any adjustments, the liquidity position improved 
markedly? — Yes. 

4744. I say in pounds. — Yes. 

4745. Between 1945 and 1949 it deteriorated rapidly? — 
Yes. 

4746. Over the whole period it looks as though what 
you might call net liquid assets were in pounds about twice 
as big as in 1938? — Yes. 

4747. In pounds. — Yes. 

4748. Would you have said that in 1938 business was 
reasonably liquid? — I should have thought that it was 
reasonably liquid, and that what happened was that with 
the inability to replace plant and machinery money was 
pat- into Government securities, kept in balances of one 
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kind or another available for the replacement of plant 
after the war, and that therefore as one would expect the 
figure for cash and cash assets in 1945 was much higher 
than in 1938, and that after 1945 as the position 
deteriorated prices went higher and as some rebuilding 
took place the cash dropped to an unhealthily low level. 
I . think that, read with figures which have been produced 
in, other places, it suggests that this liquidity has fallen 
further still since 1949. 

. 4749. That position of liquidity, such as it is today, has 
oh these figures been maintained by virtue to some small 
extent of the injection of new cash capital? — Yes, but 
mostly. . . . 

• 4750. But mostly by the accumulation of reserves out 
of current profits? — In 1945. 

4751. What your proposals would aim at would be that 
that degree of liquidity with which one started should be 
maintained without either calling for new capital or for 
the ploughing back of profits? — Ploughing of true profits. 
Yes, what we aim at— may I put it this way, I think if 
I may say so it is the way I understand it. In every 
business you must have your fixed assets, your stocks, 
debtors and creditors and cash. It is quite impossible to 
run a business without these things ; it is quite impossible. 
If one of them gets too small then the whole business 
gets out of balance and your profit falls, and one ought 
to aim at so determining the income for all purposes, 
whether for price policy purposes, for dividend distribution 
of taxation purposes that the amount required to maintain 
all' these assets in proper proportion should be available, 
and only the surplus should be paid over as profits avail- 
able for taxation or dividend. What we aim at is some 
such state of affairs in the way in which people keep their 
books, and in the way it is dealt with for tax purposes. 

4752. You have no record, I suppose, of the amounts 
paid in tax over the periods between these dates? — I am 
qot sure whether we have detailed records. I think some 
figures might be obtained. I do not recollect it. 

4753. I wondered what the magnitude was as compared 
with the change in the general structure of the assets? — 
I am afraid I cannot give the figure, not straight away. T 
think it could be obtained. 



' ' 4754. My last question is just this ; supposing for the 
sake of illustration that these companies were paying, what 
shall we say, £200 millions in tax. Now imagine that, by 
adoption of your recommendations in respect of deprecia- 
tion allowances and so forth from the very beginning of 
the. period, the tax had been £100 millions. What sort 
of, difference do you think that would have made to the 
picture we have in the 1949 column? — I think on the side 
o|. -fixed assets you would have made comparatively little 
difference, because the amount spent on fixed assets has 
been limited more by the controls of capital expenditure 
th.un by the availability of cash, certainly up to the end 
df . 1949, but not necessarily since. I think stocks and 
debtors would have been substantially the same and that 
more cash and cash assets would have been available for 
the capital expenditure since 1949, and that the figure for 
cash a n d cash assets in 1949 would have been substantially 
higher. 

4755. They -would have been in a more liquid position? 
—They would have been in a more liquid position. 

4756. Would there have been any more paid out in 
dividends? — That is a very difficult question. It is very 
difficult for me to say whether if people had the money 
that they would pay it out in dividends. I feel in some 
cases they would have paid larger dividends, and I think 
that would have been a wrong policy in most of those 
cases. I think that is the position. 



, 4757. Professor Hicks: Mr. Chambers, might I begin 
by just asking you one small question which is connected 
with what Mr. Crick was asking. The question, and I 
am sure Mr. Crick knew the answer, but I do not is 
this. I notice in your Appendix A the investments item 
goes up quite markedly between 1945 and 1949 —Yes 



; - 4758. Is there any particular explanation of that? 1 
it- largely, though not entirely, that it offsets the fall i 
the cash item?— I do not think it is really connected wit: 
the cash item at all, because these include investments i: 



subsidiary companies, and some of them may represent 
the acquisition of subsidiary companies themselves, i 
cannot tell what that means without further analysis. I 
do not think it is really connected essentially with cash 
assets, because you do not use cash assets for purposes 
of this kind. This represents the change in the book 
value of subsidiary companies, and in so far as there has 
been a money inflation of the value of their subsidiary 
companies by the inclusion of undistributed profits whether 
on the right or wrong basis the figure would go up and 
would explain the movement from £101 to £133 millions. 

4759. We have the item for investments including in- 
vestments in subsidiary companies. . . .? — It is mostly in 
that, because in so far as there were investments such as 
Government securities and things of that kind which were 
readily marketable they would have been included in cash 
assets. 

4760. The only other point I wanted to ask was about 
the other matter which has been discussed. You said in 
reply to Mr. Carrington that on your scheme it would be 
possible for the taxpayer to be sued on his provisional 
assessment? — Yes. 

4761. What I was wondering was what he would be 
sued for, that is to say, how definite could the provisional 
assessment be made? Could his legal duties under the 
provision be met in order to give you something definite 
against which a claim could be made?— I think so, I 
think it would work in this way. The taxpayer would, 
if he claimed that the .profit was less than a certain 
figure and the Inland Revenue thought it was larger than 
a certain figure— there would be a discussion informally 
between them on the basis of what actual profits had 
been made up to date before the end of the year. If the 
taxpayer claimed that a heavy loss had been made which 
had not been shown he would produce the evidence, and 
I have no doubt that in normal cases where there is no 
attempt to avoid tax it would be possible for the taxpayer 
and the Revenue to reach agreement as -in the present 
cases of determining liability to pay on estimated assess- 
ments. In exceptional cases where there is no agreement 
there would be difficulty because all the evidence is with 
the taxpayer as to what profits have been made. That 
is one difficulty, all the evidence is with him, and it would 
be for the General Commissioners to endeavour to get 
such evidence as was available from him of his profits 
up to date and then to make a provisional assessment. 
Having made the provisional assessment all the normal 
machinery for collecting tax would follow. 

4762. It seems to me that one is right, is one not, to 
lay very great stress on your clause that a rate of interest 
should be levied on postponement? — Yes. 

4763. That is an essential condition to make the thing 
work. I am not really quite clear, provided that that 
clause is given full emphasis, why it is necessary to have 
even the right to sue for provisional assessment?— I think 
the reason would be that you would not wish that the 
taxpayer should have entirely at his discretion a loan 
from the Government at the rate of interest which is laid 
down in the Act. You would want to say he has to 
pay the interest, it should be at a substantial rate, but he 
should not have the chance always of getting the loan of 
the whole of his tax at that rate. 

4764. Could not the matter be made really more simple 
iby allowing postponement for a minimum period, I do 
not know, six months, say something like that, at a rate 
of interest which was more or less similar to the market 
one, and as soon as the postponement became longer make 
the rate bigger? — That is, in fact, a system which is 
operated in at least one other country by imposing a 
.penal rate after a certain length of time ; that is some- 
thing which can be done. The imposition of a rate of 
interest is a fairly common practice. The imposition of 
a penal rate after a period is less common but is prac- 
ticable and has worked. 

4765. All that they could sue for would be effectively 
the final assessment rather than the provisional? — Yes, 

4766. Chairman: Thank you, Mr. Chambers. Is there 
anything else you want to say on your document? I 
have asked the main questions, but if you would like to 



Printed image digitised by the University of Southampton Library Digitisation Unit 



MINUTES OF EVIDENCE 



455 



1 August, 1952] Mr. S. P. Chambers, C.B., C.I.E., Mr. C. D. Hellyar and Mr. A. G. Davies [Continued 



add anything? — No, but may I add one brief word on the 
Inland Revenue document as a whole. Very briefly, it is 
that the difference between the approach that we have 
taken and the approach of the Inland Revenue is that we 
wish to see income dealt with properly as an economist 
would understand it in so far as it is possible and prac- 
ticable to get income as an economist understands it 
assessed for tax purposes. We believe that the difficulties 
are not so great as have been imagined, and we do not 
take the view that the Revenue has taken that income is 
merely a matter of saying in one year so many pounds 
were paid into the business and in another year so many 
pounds were taken out. We think that is wrong. The 
right aoproach is to say in the current year resources have 
been or are being used to produce something, to produce 
income. What is the real cost of those resources to the 
economy and to the particular concern? It is the real 
cost in the current year which is vital and important, and 
I would say that modern accountancy practice does recog- 
nise the importance of taking current costs against current 
income, i" would like, if I may, just to refer you to a 
case in the Canadian Courts in which the lawyers took 
a very clear view of this, and showed very clearly that 
it was in their minds that any system of merely taking 
historical costs was irrelevant and not taking current costs 
was improper. The case is that of Anaconda American 
Brass Ltd. recently decided in the courts.* It is the actual 
wording of the judgment as much as the judgment itself 
I would commend to you, because I think that that does 
show very clearly our way of looking at this. The other 
point I would. ... 

4767. Which Canadian Court?— The Exchequer Court 
of Canada which heard this case only this month, and 
it does bring out the importance of trying to get at current 
costs, and I think that does put our case from the legal 
point of view more clearly than we can do. 



4768. That was concerned with stocks? — Yes, it was 
concerned with stocks, but the importance of it is that 
they said you really must take into account what the 
current costs are of producing what has been sold cur- 
rently. The same principles apply to fixed assets as to 
stocks, and I see no difference there. From the fixed assets 
point of view it is as significant for non-tax purposes 
as for tax purposes. I could give you an illustration of a 
commodity" in this country where because the price was 
controlled by reference to historical cost of plant the price 
of the commodity in this country was kept down to a 
level at which it was impossible for anybody to produce 
the commodity from indigenous resources, and it had to 
be explained to the Government Department concerned 
that the current price must take into account current 
costs of replacement, otherwise nobody would produce 
this commodity from indigenous resources in this country. 
The point was the same there as it is for tax purposes. I 
would stress that we are not suggesting that for tax pur- 
poses we should get some special treatment but that 
income should 'be treated properly and, as I say, soundly 
from the economic point of view. We are not merely 
presenting a case as a matter ad misericordiam, wanting 
something because we must have it to keep industry going. 

4769. Mr. Millard Tucker: Just one last thing. Now 
you have started quoting authorities did you read such 
reports as were available to the public of the recent 
arbitration of the Staveley Iron Case?* — I fear that I 
have not, no. 

4770. I commend those to you. — Was that a British 
case? I was suggesting perhaps in another country that 
these problems were looked at perhaps a little more 
modernly. 

4771. Mr. Millard Tucker : I think you might see what 
the company was arguing and what the Crown was 
arguing on the other side. 



* Anaconda American Brass Limited v. Minister of National * The Iron and Steel Arbitration Tribunal sat in July, 1952, to 
Revenue: Exchequer Court of Canada, June 7tb, 1952 ; 52D.T.C., determine the value, for compensation purposes, of the shares of 
page 1111. the Staveley Iron & Chemical Go. Ltd. 

The witnesses withdrew. 
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